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BOARDS OF 
YESTERYEAR 

“Directors do not 
direct” 

-- William O. 
Douglas, 1934 

Directors are “cuckolds,” who are 
“the last to know when 

management has done something 
illicit” – 

Ralph Nader (1974) 

“an imperial CEO ... with a supine 
board” 

-- In re Walt Disney (2005) 
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 NEW EXPECTATIONS 

THE CRITIQUE 
“Too many nonprofit governing boards are 
not taking their positions seriously and 
shirking their oversight responsibilities…. 
“Responsibility for the numerous recent 
mishaps of nonprofit groups lies with the 
governing board. 
“The road to regaining the public trust must 
begin with charity boards because they are 
in the best position to improve the integrity 
of their organization.” 
--CharityWatch.org  
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 NEW EXPECTATIONS 

THE IMPETUS 
•  Caremark & Stone v. Ritter 
•  Sarbanes-Oxley 
•  California Nonprofit Integrity Act 
•  State attorneys general investigations of 

mismanagement by nonprofit boards 
•  IRS Form 990 
•  Dodd-Frank 
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 NEW EXPECTATIONS 

THE RESULT 
A decade-long trend of corporate law and 
governance becoming key considerations for 
nonprofit organizations: 
1.  Increased oversight from state and federal 

regulators 
2.  Greater focus on corporate governance 

practices 
3.  Closer scrutiny of the exercise of business 

judgment by boards  
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OLD COMPLAINTS V. 
NEW EXPECTATIONS 
Falling to understand fiduciary duties, rubberstamping staff 
recommendations, and abstaining from dicey decisions. 

•  Today, board service comes with real responsibilities and real 
consequences for those that fail to live up to them. 

Failing to provide effective oversight. 

•  Boards are entitled to delegate tasks to committees, officers, 
staff, and professionals, but only if they perform sufficient 
oversight.  

Deferring to the executive committee, board chair or the 
organization's founder.  

•  No one committee, director, or individual can control the 
organization. Instead, the board must 
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THE NEW MINIMUM 
LEVEL OF CARE 
A director must use reasonable care in making organization 
decisions. 

•  The director must exercise the degree of skill and diligence 
that reasonably can be expected from someone of his or her 
knowledge and expertise. 

•  Before joining board you should have: 
•  Examined all governing documents. 
•  Ensured you understand exactly what the organization is 

responsible to do and the limits of its powers.  
•  Examined financial statements and ensure that the 

organization has the financial resources to carry out its 
responsibilities. 

•  Learned about major contracts and litigation. 
•  Continue to monitor those areas for changes 
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THE NEW MINIMUM 
LEVEL OF CARE 
Power cannot be passive. It must be exercised actively: 

•  Regular attendance 
•  Diligent review of materials 
•  Active participation in decision making: 

•  Asking for clarification regarding issues and impact of 
decisions. 

•  Balancing the objects of the organization against its ability to 
attain those objects. 
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OLD COMPLAINTS V. 
NEW EXPECTATIONS 
Failing to provide effective oversight. 

•  Boards are entitled to delegate tasks to committees, officers, staff, and 
professionals, but only if they perform sufficient oversight.  

Areas of particular concern in the current environment: 
•  Law compliance 

•  It is essential that directors nonprofit entities be aware of the various 
federal, state, and local taws that apply to the organization.  

•  Conflicts of interest 
•  Board members must be proactive in ensuring the organization does not 

overpay key employees or other insiders, engage in excessive lobbying or 
political activities, make egregious bad bargains on behalf of the 
organization, rubberstamp related party transactions. 

•  Accounting and audit problems 
•  Risk management  
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THE NEW EMPHASIS 
ON OVERSIGHT 
Caremark (1996): The board of directors’ 
duty to “be reasonably informed 
concerning the corporation” requires that 
the board ensure: 

•  “that information and reporting systems exist in the 
organization that are reasonably designed to provide …  

•  “timely, accurate information sufficient to allow … the board … 
to reach informed judgments concerning both the 
corporation’s compliance with law and its business 
performance.” 
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THE NEW EMPHASIS 
ON OVERSIGHT  
Caremark: 

•  “a director’s obligation includes a duty to attempt in good faith 
to assure that a corporate information and reporting system, 
which the board concludes is adequate, exists … 

•  “failure to do so under some circumstances may, in theory at 
least, render a director liable ….” 

“But we’re a 
nonprofit!” 

 

Doesn’t matter. 
Nonprofit directors 
also have fiduciary 

duty of care. 
Experts think 

Caremark applies. 
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 THE GOOD NEWS 

Stone v Ritter (2006): 
•  “[T]he Caremark standard for so-called ‘oversight’ liability 

draws heavily upon the concept of director failure to act in 
good faith. … 

•  “we identified the following examples of conduct that would 
establish a failure to act in good faith: ... where the fiduciary 
intentionally fails to act in the face of a known duty to act, 
demonstrating a conscious disregard for his duties.” 

•  Such an intentional failure “describes, and is fully consistent 
with, the lack of good faith conduct that the Caremark court 
held was a ‘necessary condition’ for director oversight 
liability …”  
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THE NECESSARY 
CONDITION 
Stone endorsed Caremark statement that: 

•  “only a sustained or systematic failure of the board to 
exercise oversight—such as an utter failure to attempt to 
assure a reasonable information and reporting system exists
—will establish the lack of good faith that is a necessary 
condition to liability.” 

•  Example: 
•  Where a Caremark claim is premised on accounting control 

failures, liability would arise if “the company entirely lacked 
an audit committee or other important supervisory structures, 
or that a formally constituted audit committee failed to meet.” 
Shaev v. Armstrong (Del. Ch. 2006).  



 
The New 
Normal in 
Governance 
 

JUDICIAL 
REASSURANCE 

FORMER DELAWARE CJ 
NORMAN VEASEY: 
“Although the law … recognizes 
the evolving expectations of the 
standards of conduct of 
directors and officers, … the 
business judgment rule 
continues unabated to protect 
directors’ decisions made in 
good faith and to enable them to 
set strategic goals for prudent 
risk-taking.  
“What has evolved in this new 
era is a sharper judicial focus on 
the processes employed by 
directors, but it is not a 
regulatory clamp on their 
business judgment.” 

DELAWARE CHANCELLOR 
LEO STRINE 

“Independent directors 
who apply themselves to 
their duties in good faith 
have a trivial risk of liability.  
Let me repeat that:  if you 
do your job as a director 
with integrity and 
attentiveness, your risk of 
damages liability is 
miniscule.” 

 



 
The New 
Normal in 
Governance 
 

NEED SOME RED 
FLAGS 

Forsythe v. ESC 
Fund Management 
Co. (U.S.), Inc.: 

• … with an effective 
compliance system 
in place, corporate 
directors are entitled 
to believe that, 
unless red flags 
surface, corporate 
officers and 
employees are 
exercising their 
delegated corporate 
powers in the best 
interest of the 
corporation.  

Rattner v. Bidzos 
(Del. Ch. 2003): 

• Liability will arise 
only where there are 
alleged “red flags” 
that are “either 
waved in one’s face 
or displayed so that 
they are visible to the 
careful observer.” 
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BEFORE RED FLAGS 
POP UP 
SOX § 1007 criminal penalties for retaliating against whistle blowers 

•  Applies to nonprofits 
•  Dodd-Frank extends new protections and a longer period in which to 

invoke those protections 
Implementation best practices: 

•  Written policies vigorously enforced by executive staff and the board 
send a message that any unethical behavior within the organization isn’t 
tolerated. 

•  Procedures for handling employee and other stakeholder complaints, 
including: 

•  A confidential and anonymous mechanism to encourage employees and 
volunteers to report any inappropriateness within the entity’s financial 
management. 

•  No punishment for reporting problems—including firing, demotion, 
suspension, harassment, failure to consider the employee for promotion, 
or any other kind of discrimination.  
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AFTER RED FLAGS 
POP UP 
SOX created stiff criminal penalties for anyone who: 
1.  “knowingly  
2.  alters, destroys, mutilates, conceals, covers up, falsifies, 

or makes a false entry in  
3.  any record, document, or tangible object  

4.  with the intent to impede, obstruct, or influence the 
investigation or proper administration of any matter 
within the jurisdiction of any department or agency of the 
United States or any case filed under [the Bankruptcy 
Code].”  
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BEST PRACTICES RE 
DOCUMENT HANDLING 
Written document retention policies. 

•  Communicate the policies to all employees, not just those whose 
job description includes responsibility for the company’s books or 
records.  

Central storage and easy retrieval of those documents and 
records that make up the company’s core institutional memory. 
Ensure that documents no longer needed for either business or 
legal reasons are routinely destroyed. 

•  The procedures need to include such items as removal of e-mail 
from hard drives and other oft-overlooked locations in which 
document copies might inadvertently be stored. 

Prohibit destruction or alteration of documents if litigation or a 
government investigation is brought or even rumored.  
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 DEFCON ONE 

•  Assign investigation of red flag to audit committee (or 
other committee of independent and disinterested 
directors) 

•  Audit committee hires outside independent legal counsel, 
forensic accountants, or other experts depending on 
nature of red flags 

•  Retain PR advisors to handle media and stakeholder 
relations 

•  Thorough investigation 
•  Recommend remedial measures 
•  Evaluate whether regulators or prosecutors should be 

advised 
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NEW EXPECTATIONS 
RE COMPENSATION 
Nonprofit financial scandals not new 

•  Nonprofits should already have dealt with compensation 
issues in wake of IRS Form 990 and other developments 

Dodd-Frank compensation rules don’t apply to nonprofits, 
but should prompt new look at: 

•  Use of compensation committees and consultants 
•  Careful evaluation of independence and skills of 

compensation consultants and advisers 
•  Identification, specification, and enforcement of performance 

metrics 
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EVALUATING 
COMPENSATION 
COMMITTEES 

In determining “independence” of committee members, D-F 
factors to be considered include: 
1.  A committee member’s sources of compensation, 

including any consulting, advisory or other 
compensatory fee paid by the company to the member, 

2.  Whether the member is affiliated in some other way with 
the company, a subsidiary of the company or an affiliate 
of a subsidiary of the company.  

Critical to evaluate not just financial ties.  
•  “Homo sapiens is not merely homo economicus. … Think 

of motives like love, friendship, and collegiality….” 
•  Delaware Chancellor Leo Strine 
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EVALUATING 
COMPENSATION 
CONSULTANTS 

D-F factors to consider in assessing a consultant’s 
independence include: 
1.  Whether the consultant provides other services to the 

company 
2.  The amount of fees received from the company by the 

consultant 
3.  The consultant’s internal policies and procedures to 

prevent conflicts of interest 
4.  Any business or personal relationship of the consultant 

with a member of the compensation committee or 
management. 
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TAKE-HOME 
LESSONS FOR 

DIRECTOR IN THE 
NEW NORMAL 
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 TONE AT THE TOP 

  

 Ensure that the corporation has 
and maintains a high standard of 

integrity and ethical conduct. 
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 CHECK THE LIST 

q  Evaluate incumbent Board members 

q  Carefully scrutinize executive compensation 

q  Review and revise, as necessary, compensation programs 
and disclosures 

q  Carefully scrutinize significant transactions 

q  Give strict scrutiny to transactions involving conflicts of 
interest 
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 CHECK THE LIST 

q  Audit committees should get periodic reports of 
“whistleblower” calls and significant litigation and claims 

q  Review and revise, as appropriate, governance policies 
and related materials (e.g., charters) 
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 CHECK THE LIST 

q  Self-Test 
q  Does this transaction reflect undivided loyalty on my part 

and those of all participants to the entity and its 
stakeholders? 

q  Has the board exercised due care in a proposed 
transaction or other decision? 

q  Have we gathered “all material information reasonably 
available to us”? 

q  If necessary, will the proposed action and relevant facts be 
fully and accurately disclosed to affected stakeholders? 

q  Have I reviewed disclosures? 
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BUT DON’T JUST 
CHECK THE LIST 

 

Good corporate governance is 
more than about “checking the 

box.”   
  


