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Best Practices: Nonprofit Corporate Governance

One of the most significant and val uable developments of the post-Sarbanes-Oxley Act environment has been the
emergence of governance “Best Practices’ proposals designed to enhance and improve corporate responsibility and
governance.

These proposals have come from awide variety of sources, ranging from self-regul atory agencies (e.g., NY SE,
NASDAQ) and business groups (e.g., The Business Roundtable, The Conference Board, National Association of
Corporate Directors) to professional associations (e.g., the American Bar Association) and major corporations (e.g.,
General Electric, WorldCom, TIAA/CREF). While most of these Best Practices proposals have been recommended
for adoption by public companies, their relevance as an aspirational goal for nonprofit corporations and non-public
companiesiswidely recognized. From these and other resources, we have devel oped the following set of guidelines
as “food for thought” concerning governance “Best Practices’ to assist nonprofit corporationsin responding to the
current “ corporate responsibility” environment.

To set the proper perspective, afew important caveats arein order. First, these are Best Practices guidelines, and
do not in most instances, reflect current legal requirements. Instead, the guidelines reflect our perspective on
evolving trends in nonprofit governance and law. In many circumstances, adoption of, and adherenceto, “Best
Practices” may reduce a nonprofit corporation’s exposure to potential state and federal corporate, charitable trust
and tax challenges. Their adoption by nonprofits may also improve the ability of corporationsto attract charitable
contributions and grants, to the extent it evidences a commitment to appropriate stewardship of charitable assets. It
must be stressed, however, that no negative inference should be drawn from a board’ s decision not to adopt, or
adhere to, any or al of these guidelines. “Best Practices’ are at this time aspirational goals, not legal requirements.
There exists no overwhelming legal mandate for their adoption, and a decision not to do so is not indicative of a
breach of fiduciary duty.

Second, “one size does not fit all.” Whether a nonprofit corporation should adopt some or all of these “Best
Practices” is adecision uniquely within the prerogative of each organization’s Board of Directors based upon a
variety of facts and circumstances unique to that corporation. These facts and circumstances logically might include
the size, location and business sophistication of the nonprofit corporation, the industry it serves (e.g. health, higher
education), whether the organization is a private foundation or public charity, the nature of itstax exempt status
under the Internal Revenue Code, whether it is an operating or a grant-making organization, and the unique
characteristics of its charitable mission and sponsorship. Also relevant will beits access to a pool of willing director
candidates. For example, nonprofits based in smaller communities can not reasonably be expected to have multiple
committees, all filled exclusively with “independent” directors. Furthermore, multi-corporate systems will be called
upon to consider the application of Best Practices to both the parent entity and to its multiple affiliates; e.g., istheir
adoption at the “parent” level sufficient? It may also be important to evaluate the impact of state-specific nonprofit
corporate and federal exempt organization tax laws and regulations on the implementation of certain guidelines.

Third, relevant public policy should not be undermined in situations where a board elects to combine or consolidate
components of individual “Best Practices’ guidelinesto meet the particular characteristics of itsinstitution. The
policy goal of enhanced corporate governance should not be compromised by well -conceived variances from these
guidelines: for example, requiring only amajority (as opposed to complete) control of key committeesin
“independent” directors; combining certain discrete functions under one committee for efficiency; and where there
isno corporate general counsel, identifying an outside law firm to perform certain of the suggested reporting roles.

Inthefinal analysis, the goal of “Best Practices’ isthe preservation and effective stewardship of the charitable assets
of the nonprofit corporations. We hope you find the following guidelines to be a useful resource as you evaluate
how best to govern your organization.
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1.0 CONSISTENCY WITH CHARITABLE MISSION AND VISION

11 The Board is ultimately responsible for reviewing the Corporation’s effectiveness in satisfying its
charitable mission. Thistypically will include:

a) Evaluating and modifying (where necessary, and subject to receipt of any required regulatory
and judicial approvals) the charitable mission of the Corporation;

b) aperiodic assessment of the Corporation’s performance and effectiveness in achieving
mission-related goal's; and

C) requesting from management, on a periodic basis, reports identifying specific means to address
perceived deficiencies in mission effectiveness.

1.2 The Board periodically should document its review of the Corporation’s charitable activitiesin the
Corporate minutes.

1.3 The Board should be responsible for understanding its charitable mission, including the periodic review
of the Corporation’s Form 1023, Application for Recognition of Exemption, annual Form 990s, and any
subsequent correspondence with the Internal Revenue Service relating to its tax exempt status. (See
Section 5.4). The Board should monitor the Corporation’s compliance with the manner in which the
Corporation’s activities were described to the Internal Revenue Service and consult with legal counsel
if there has been or will be any material change in operations subsequent to the filing of its Form 1023
with the Internal Revenue Service.

14 The Board should stay informed regarding material developmentsin the laws governing charitable
organizations through periodic educational sessions.

2.0 RELATIONSHIP OF BOARD AND SENIOR MANAGEMENT TEAM

21 Establish an appropriate balance between the CEO and Board Chairman roles, either through separation
of offices or establishment of “Lead Independent Director” position.

2.2 Clearly articulate the role of the non-executive Chairman (or of the Lead Independent Director).

3.0 FULFILLMENT OF THE BOARD’S OVERSIGHT OBLIGATIONS

31 The Board should commit to the active, informed and independent oversight of the Corporation’s
business affairs and of senior management.

3.2 At least amajority of the members of the Board (or of the “Parent” Corporation, if one exists) should be
“independent,” both in fact and appearance.

3.3 The independent directors should meet periodically in executive session (that is, outside the presence of
any senior executive officer).

a) TheBoard should adopt written guidelines to assist it in determining director independence,
which guidelines should be based upon the absence of any material direct or indirect
relationship with the Corporation, consistent with all facts and circumstances.

b)  All members of the Board should be identified as either “independent” or “non-independent”
according to the Board guidelines. “Non-independent” directors make valuable contributions
to the Board, and their continued serviceis strongly encouraged.

34 Individual directorsshould disclose to the Board all information and analyses of which they become
aware that may be relevant to the exercise of the Board’ s oversight obligations. The Board should
require similar disclosure by members of senior management.
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3.5 Directors should have reasonable access to dl officers, senior executive employees and professional
advisors of the Corporation. Any such accessshould be arranged through the CEO or the CEO’s
designee.

3.6 The Board (directly or through the Executive Compensation or other comparable Committee) should be
responsible for evaluation of the performance of the CEO, and for CEO selection and management
succession.

4.0 DUTY OF LOYALTY COMPLIANCE

41 A written conflict of interest policy should be adopted that complies with existing state law
requirements and Internal Revenue Service non-binding guidance and that recognizes the potential for
conflict arising from material financial and non-financial relationships.

4.2 If the Board encounters more than afew conflict of interest issues each year, a standing committee
comprised entirely of independent directorsshould be designated to evaluate potential or actual
conflicts of interest which are disclosed to the Board, and any other material transaction between the
Corporation and a senior executive officer or other interested party.

4.3 Policies addressing confidentiality and appropriation of corporate opportunities should be adopted to
help preserve proprietary information, assets and business interests of the Corporation.

5.0 FINANCIAL ACCOUNTABILITY AND TRANSPARENCY

5.1 The Board (working with its Audit or similar Committee) should be responsible for ensuring the
transparency and theintegrity of corporate financial statements, whether audited or unaudited. In
furtherance thereof, the Board and Audit Committee should be responsible for:

a) theadoption of policies addressing audit partner rotation, proper accounting treatment of
material correcting adjustments, off-balance sheet arrangements, and related party transactions;

b) theadoption of policies addressing audit-related activities of corporate employees formerly
employed by the Corporation’s auditor;

c) theadoption of policies prohibiting executive interference with the audit process;

d) inconjunction with the Executive Compensation or other Committee, and legal counsel,
approving all loans, credit extensions and incentive compensation arrangements extended to
directors and officers of the Corporation;

e) theadoption of a“Code of Ethics’ or “Code of Conduct” for the senior financial officers of the
Corporation; and

f)  inconsultation with legal counsel, ensuring the sufficiency, clarity and timeliness of all
financial disclosures of the Corporation.

5.2 The Board should ensure the consistency of corporate expenditures with statements made in corporate
charitable solicitations, and compliance with all donor restrictions.

53 In satisfaction of these standards the Board should ensure that:

a) anappropriate limitation (consistent with industry standards) is placed on the amount of
administrative/overhead expenses spent in connection with charitable mission-related
activities;

b) anappropriate limitation (consistent with industry standards) is placed on the amount of
contributions spent on fund raising activities;

c) theaccumulation of fundsthat are not used for current program activities is no more than the
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6.0

6.1

7.0

7.1
7.2

7.3

7.4

d)

Board, in consultation with management and advisors, determines to be prudent given the
Corporation’s financial condition, short- and long-term needs, and industry trends; and

financial information concerning the Corporation, prepared in accordance with generally
accepted accounting principles, should be available to the public on request. Such information
should accurately reflect the Corporation’ s expenses related to fund—raising activities, among
other expenses.

The Board should ensure that the Form 990 filed annually by the Corporation with the Internal Revenue
Service contains as much information as reasonably possible concerning mission, goals, programs and
other key developments of the Corporation relating to its charitable, exempt status, and is available for
inspection by the public in accordance with applicable federal and state legal requirements.

THE GOVERNANCE/NOMINATING COMMITTEE

A standing Governance/Nominating Committee, comprised entirely of independent directors, should be
appointed for the purpose of recommending to the Board:

a) board size, director terms and term limits;
b) standardsfor director qualifications;
c) candidatesfor directors;
d) number, structures and membership of committees;
€) committee assignments and rotation of members;
f)  director orientation and continuing education;
g) CEO succession policies and candidates;
h)  changesto corporate organizational documents; and
i)  other governance policies and procedures.
THE AUDIT COMMITTEE

A standing Audit Committee should be appointed, to be comprised entirely of independent directors.

The Audit Committee should adopt awritten charter and should meet periodically in executive session
(that is, outside the presence of any senior executive officer).

The Audit Committee should be:

a)

b)

<)

d)

authorized to hire and terminate the Corporation’ s outside auditors (or, at a minimum, to
recommend such hiring or termination to the Board), and to establish the terms of the outside
auditor’ s engagement;

responsible for establishing, proposing or carrying out policies relating to non-audit services
provided by the outside auditor to the Corporation and other aspects of the corporation-auditor
relationship that potentially could affect the auditor’ sindependence;

responsible for reviewing and commenting on the adequacy of the Corporation’s financial
disclosure and internal controls; and

responsible for any other activitiesthat are set forth in the Committee charter.

The Board resolution establishing the Audit Committee should specify whether some or all committee
decisions are to be made exclusively by the Committee, or by the Board of Directors upon
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recommendation of the Committee.

7.5 The Audit Committee should be authorized (and provided with funding sufficient) to engage
independent outside legal and accounting advisors when deemed necessary and advisable by the
Committee.

8.0 THE EXECUTIVE COMPENSATION COMMITTEE

8.1 A standing Executive Compensation Committee should be appointed, to be comprised entirely of
independent directors.

8.2 The Executive Compensation Committee should meet periodically in executive session (that is, outside
the presence of any senior executive officer).

8.3 The Executive Compensation Committee should be responsible for establishing (or making a
recommendation with respect to) the compensation and benefit arrangements (including qualified and
non-qualified benefit plans) provided to the senior executive management of the Corporation; and such
other activities as shall be set forth in the Committee charter.

8.4 In the decision-making process, the Executive Compensation Committee should establish and adhere to
a compensation philosophy which reflects the charitable, taxexempt mission of the Corporation. Any
incentive compensation arrangements should be supported specifically with a description as to how the
incentive arrangement furthers the tax exempt mission and charitable purposes of the Corporation.

8.5 The Board bylaw or resolution establishing the Executive Compensation Committee should specify
whether some or all Committee decisions are to be made exclusively by it, or by the Board of Directors
upon recommendation of the Committee.

8.6 The Executive Compensation Committee should be authorized (and provided with funding sufficient) to
engage outside independent compensation and legal advisors, when deemed necessary and advisable by
the Committee.

8.7 The CEO should not be present for, or participate in, Committee deliberations concerning CEO
executive compensation (other than to answer questions) but may, with the approval of the Committee,
participate in the deliberations concerning the compensation of other members of senior executive
management.

8.8 The Executive Compensation Committee should attempt to comply with the “ Rebuttable Presumption
of Reasonableness’ under Section 4958 of the Internal Revenue Code whenever possible (See Section
13.0).

9.0 CORPORATE ETHICS/CORPORATE COMPLIANCE

9.1 The Board is ultimately responsible for promoting an organizational culture that encourages a
commitment to compliance with the law.

9.2 The Board should take all necessary stepstoinstill a*culture of compliance” within the Corporation.
9.3 Consistent with that organizational commitment, the Board should:

a) ensurethat there exists a corporate information and reporting system, designed to prevent and
detect violations of the law;

b) beknowledgeable about the content and operation of such system;

C) exercise reasonable oversight with respect to the implementation and effectiveness of such
system;

d) ensurethat legally appropriate document retention policies and procedures are in place; and
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9.4

9.5

€) ensurethat “non-retaliation” protections are in place for employees who disclose potential
legal violations under the reporting system.

Larger nonprofit corporations, particularly those that operate in a highly regulated environment, should
establish a standing Corporate Compliance Committee, comprised of a majority of independent
directors, that isgiven the direct responsibility to oversee corporate ethics and compliance activity.

A member of senior management of the Corporation should be assigned direct, overall responsibility for
the compliance system, be given adequate resources and authority to carry out such responsibility, and
report to the Board (directly or through a Corporate Compliance Committee).

10.0 RELATIONSHIP BETWEEN THE BOARD, SENIOR MANAGEMENT AND

10.1

10.2

10.3

104

10.5

GENERAL COUNSEL

In larger nonprofit corporations with inside legal counsel, the Board should be responsible for ensuring
that the Office of General Counsel of the Corporation is a strong and essential part of the Corporation’s
control and governance structure.

The Office of the General Counsel should be actively involved inthe provision of information and
analysis supporting exercise by the directorsof their oversight obligations, particularly asthey relate to
corporate compliance matters.

Each lawyer (both in-house and outside) representing the Corporation should serve the interests of the
Corporation, and not the personal interests of any individual officer, director or employee (except as
provided at 10.5(c)).

The General Counsel (in consultation with the Chief Compliance Officer) should have primary
responsibility for supporting the implementation of an effective compliance system for the Corporation,
subject to governing Board oversight.

The Board should adopt governance policies and procedures that provide for:

a) Board ratification or approval of the selection, retention, and (in consultation with the
Executive Compensation Committee) compensation of the General Counsel;

b) periodic meetings between the General Counsel and the independent members of the Board,;
and

c) al reporting relationships between internal and external lawyers of the Corporation to establish
adirect line of communication with the General Counsel and, in turn, between the General
Counsel and that Board.

11.0 BOARD DELIBERATIVE PROCESSES

111

The Board should adopt governance policies and procedures that assist individual Board membersin
making informed decisionsin the best interests of the Corporation. Thisshould include policies and

procedures addressing:

a) establishment of meeting agendas, advance distribution of information and the manner in
which information is presented to the Board (e.g., “Plain English”);

b) expectations of directors, expected time commitments and attendance obligations of directors,
and limitations (if any) on outside Board memberships of directors;

c) continued director fitnessto serve (e.g., theimplications of factors such as health, significant
changeinjob status, or the director as party to any action, suit, proceeding, settlement or
similar matter that might reasonably be deemed material to an evaluation of adirector’s ability
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d)

€)

or integrity);

the periodic rotation of committee chairs and membership, terms and retirement of the chairs
and membership of the Board and its principal standing committees; and

establishment and maintenance of director orientation, training, and continuing education and
self-evaluation programs, with particular emphasis on (i) the effectiveness and adequacy of the
Board and its committees; (ii) the sufficiency and timeliness of the information provided by
management to the Board; (iii) the background and qualificationsof individual directors; and
(iv) the contributions of each director to the Board and to mission effectiveness.

12.0 FUND-RAISING ACCOUNTABILITY

121  TheBoard isultimately responsible for ensuring the accuracy and completeness of the Corporation’s
communications to the public in fund-raising activity.

12.2  Insatisfaction of thisresponsibility the Board should ensure that:

a)
b)

<)

the annual report of the Corporation is available upon request to the public;

the corporate website provides electronic access to solicitation material and to the
Corporation’ s three most recently filed IRS Forms 990; and

the reasonable privacy concerns of donorsare addressed.

123 TheBoard, or itslegal counsel, should establish a program to monitor the Corporation’s compliance
with all state charitable solicitation laws in which the Corporation solicits charitable contributions and
monitor all web-based solicitations for compliance with applicable state and federal laws.

13.0 REVIEWING TRANSACTIONS WITH DISQUALIFIED PERSONS

13.1  TheBoard should review and understand the Internal Revenue Code provisions dealing with “ excess
benefit transactions.” As part of its review, the Board should seek to identify (through periodic
disclosure statements and other means) those categories of individuals and entities (e.g., corporations
and partnerships who may be considered “disqualified persons’) under these provisions and,
accordingly, potentially subject to excess benefit transaction excise taxes (“ Disqualified Persons’).

13.2 TheBoard should adopt procedures for reviewing and approving all transactions between the
Corporation and Disqualified Persons to ensure ongoing compliance with state and federal law. Ata
minimum, such procedures should include the following.

a)

b)

The Board, or acommittee created by the Board, should review the compensation arrangement
or terms of the transaction with the Disqualified Person. The Board or committee conducting
the review should be comprised entirely of individuals who do not have a conflict of interest
with respect to the arrangement or transaction being reviewed.

In making its determination of reasonableness, the Board or committee should obtain and rely
upon appropriate data as to comparability from internal or external sources prior to making its
determination.

The Board or committee (e.g., Executive Compensation Committee) should document the
basis for its determination of reasonableness concurrently with making that determination. For
adecision to be documented adequately, the written or el ectronic records of the Board or
committee should note:

D the terms of the transaction that was approved and the date it was approved;

2 the members of the Board or committee who were present during debate on
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the transaction or arrangement that was approved and those who voted on it;

3) the comparability data obtained and relied upon by the Board or committee
and how the data were obtained; and

4 the actions taken with respect to consideration of the transaction by anyone
who is otherwise a member of the Board or committee but who had a conflict
of interest with respect to the transaction or arrangement.

13.3  TheBoard should consider the appropriateness of adopting apolicy providing that it will comply with
the “ Rebuttable Presumption of Reasonableness’ in all but the most exceptional of circumstances.

These materials may be considered advertising under the rules regulating the legal profession.
McDermott Will & Emery conducts its practice through separate legal entities in each of the countries where it has offices.
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