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REORGANIZING THE NONPROFIT FOUNDATION

David Paas

Case Abstract

The founders of Oldmoney Foundation, an education funder, have kept
a tight rein on the organization and its investments.  After the deaths of
both Mr. and Mrs. Oldmoney, the CEO and board now must decide
about the future size and composition of the board of directors,
appropriate investment strategies for endowment funds, and the salaries
of executive personnel and their use of corporate assets.

PLEASE NOTE: The material contained in this case doenot
necessarily represent actual people or conditions.



REORGANIZING THE NONPROFIT FOUNDATION

Oldmoney Foundation was established twenty-five years ago by Mr. and Mrs. Oldmoney
with an initial cash infusion of $25 million.  It was created as a nonprofit corporation and obtained
tax-exempt status under the Internal Revenue Code.  When you were hired as CEO seven years
ago, the Foundation had a board of directors of five:  Mr. Oldmoney, Mrs. Oldmoney, their
personal attorney, their accountant, and a close friend of the family.  The corporate charter made
the board self-perpetuating.  The foundation has no members and the board simply re-elected
itself at every annual meeting.  It was clearly understood by all persons associated with the
foundation that Mr. and Mrs. Oldmoney determined all policies of the foundation and were also to
be consulted on the day-to-day affairs of the organization.  During its first eighteen years, Mr.
Oldmoney acted as CEO and Mrs. Oldmoney was treasurer.

The foundation was organized to fund various educational endeavors.  Investment income
was used to make scholarships and other assistance available to foreign students studying at
United States universities in subjects like political science, law, public policy, and government. 
These students were expected to return to their own countries and hopefully bring democratic
values to bear on their own governments.  Later on, funds were also provided for American
university professors to take temporary assignments at foreign institutions to teach the same
subjects and to do research.  The foundation has become well-known for its activities and receives
many more applications for funding than it can meet.

Two things became immediately clear when you started as CEO.  First, the foundation had
neither a strategic plan for future development nor a coherent investment strategy for the
endowment.  The Oldmoneys were in sole charge of investments, and the funds had been left with
the same brokerage firms as before their donation to the foundation.  The Oldmoneys were
forthright in their belief that no new investment strategy was needed.

Second, the Internal Revenue Service was conducting an in-depth audit of the foundation.
 It had raised some touchy issues about private inurement of foundation income with respect to
the Oldmoney family.  Mr. and Mrs. Oldmoney, at foundation expense, made foreign trips to
"audit" the use of foundation funds by the recipients.  Many of these trips had week-long layovers
in Paris.  In addition, family members had received scholarships from the foundation.  To avoid
possible tax penalties and at the suggestion of an IRS representative, the Oldmoneys agreed to
hire an outsider as CEO.

The last seven years had been difficult.  The Oldmoneys gradually relinquished control
only because they had grown older.  The foreign trips stopped when medical problems made
flying difficult.  No more scholarships were given to family members because they had all
graduated from college.  A new investment strategy was put in place only when some old
investments created large losses.  The new investment advisors were a brokerage firm where
Oldmoney children and grandchildren worked.
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Change in Leadership

Two years ago Mr. Oldmoney called a board meeting to announce that he was dying.  He
and his wife were having a new will drawn under which their entire fortune, estimated at $200
million, would be left to the foundation, less $20 million to be distributed to family members.  In
addition, their mansion and its grounds were to become foundation headquarters.  Consistent with
this new wealth, the foundation would expand its operations.  The Oldmoney mansion would be
used as a place to conduct seminars and meetings on democracy and government.  Scholarship
funding would be increased.  Other funds would be allocated to the conduct of economic and
legal studies of various countries, and foreign professors and bureaucrats would be invited to the
United States for study.

Mr. Oldmoney died four months later.  His wife continued to serve on the board, but was
obviously failing.  Mr. Oldmoney's place on the board remained vacant at Mrs. Oldmoney's
request.  Very little was done by the board after the death of Mr. Oldmoney, and the foundation
was essentially in free fall.  Six months after Mrs. Oldmoney entered a nursing home, you received
a telephone call that she had passed away.

The remaining directors met in your office to discuss the foundation.  The close family
friend walked into the office, tendered her resignation, and left.  The first act of the sole remaining
directors, the attorney and the accountant, was to elect you to the board.  The discussion turned
to the future.  They asked you to conduct an investigation of the foundation and its finances, and
then to develop a general plan for the future.  When this was completed, another board meeting
would be convened.

You sat down behind your desk, took out a yellow legal pad, and began estimating assets
and expenses:

$  30 million old assets (current value)
  180 million new investment assets (best guess)
     8 million value of mansion (best guess)
-------
$ 218 million estimated foundation asset value

$ 0.6 million current operating expenses
   1.5 million committed to scholarships
   0.1 million projected to operate mansion
-------
$ 2.2 million for current year's operations
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Basing your estimate on current safest rates of return, you arrive at a yearly investment income of
$18 million.

According to what the attorney told you, the board is in a position to make major changes
in the foundation.  The only limitation is never to change the essential purposes of the foundation.
 All gifts by the Oldmoneys were conditioned on their use for the current purposes of the
foundation. 

You spent the next few weeks arranging the funeral, initiating probate, discussing the
transition with staff, talking with the family, and handling other matters.  However, you did
manage to list a number of specific changes that might be necessary at the foundation. 
Unfortunately, you also saw some serious alternatives to your own proposals.  The staff seemed
unable to address many of these alternatives, since they were more concerned with their jobs.  The
only source of disinterested advice seemed to be the other two directors.  So, you called an early
board meeting before your recommendations were in final form.

The Reorganization Proposals

The board meeting was friendly and relaxed.  It was agreed that all details would be
worked out later and only broad concepts would be discussed.  The basis for the discussion would
be the proposals you had developed, as well as their alternatives.  One ground rule was that all
opinions and comments would be frank and honest.  You started the discussion.

"One thing is absolutely clear.  The prestige of the foundation was always based on the
personalities of Mr. and Mrs. Oldmoney.  Their reputations as advocates of democracy and
education were worldwide and carried the foundation.  Foreign governments allowed their
citizens to come to the United States to study because they trusted the motives of the Oldmoneys.
 We need to perpetuate this sense of prestige.  This must be done, I believe, primarily by the
board of directors."

The attorney and accountant nodded their agreement, but did not comment.  You went
on.  "I think that the board of directors itself may have to be reorganized.  There are at least two
alternatives.  First, we could continue the current self-perpetuating board of five members.  But
this could create serious problems regarding long-term effectiveness.  How do we get a board
which will feel responsible for the organization and its reputation instead of being loyal to itself
and those who elected it?"

The attorney spoke next.  "I understand your concern, but consider the advantages, too. 
We need a board that is stable and in control of the foundation.  A small board can work
effectively with the staff.  Moreover, policy can be set and maintained with little risk of major
changes as the factions on the board change."

The accountant waited to see if the attorney had finished.  "An alternative would be the
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creation of an advisory board or committee made up of recognized leaders.  They would add
prestige to the foundation but have no vote."

It was clear from her looks that the attorney disagreed.  "We have to be careful with
people like this.  Even without a vote, they carry enormous influence and could move the
organization in ways the voting board does not wish.  Please remember how the Oldmoneys
controlled the board without a majority of votes."

You went on, "My second alternative is to expand the board and put a number of
outsiders on it as a minority.  These outsiders would be selected on the basis of their standing in
the community.  For example, the president of the local university could be elected as well as a
friend of the Oldmoneys who had served on the Senate Foreign Relations Committee.  I think
these people would be cooperative because they would owe appointment to us and probably
would not have a lot of time to devote to the organization."

The accountant was the first to address this alternative.  "Proper and careful selection of
outside directors would go some way to ensuring that they would normally agree with out views.
 But could we guarantee this always?  After all, they would still be voting directors and could
form coalitions with other directors."

While everyone seemed to be digesting this exchange, the attorney spoke.  "The real
problem is how to maintain control of the board so that the foundation operates the way we see
fit.  But is it appropriate even to do this?  The Oldmoney gifts are already restricted, so the board
can never really wander too far from our original purposes.  Could it be that we are all worried
about keeping ourselves in power?"

Seeing that this discussion was not going anywhere, you decided to go on with the
agenda.  "Our next item of business concerns the new assets we are getting from the Oldmoney
estate.  They are an interesting mix and may present some problems.  We have well over $100
million in a traditional investment portfolio at a local brokerage house.  I reviewed the portfolio
and it consists of Treasury bills, blue chip stocks, and some bonds."

The attorney leaned forward and spoke with unusual firmness.  "The problem with the
portfolio was it smacked of nepotism.  Some Oldmoney family members are now partners of the
brokerage firm or work there.  I always thought it odd that the entire board never reviewed the
investment strategy.  I know that the Oldmoneys were smart investors and would never have
allowed the foundation to lose money, but they were also very forgiving when family members
made mistakes.  Before she died, Mrs. Oldmoney expressed a wish that the portfolio be left at the
same brokers. I strongly suspect that one reason why the Oldmoneys gave so little to family
members was the expectation that the family would continue to service the foundation.  Come to
think of it, we had better examine all our contracts to see which ones benefit Oldmoney family
members."
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The accountant seemed a little put off by the attorney's remarks.  "I can understand the
sense of some conflict of interest here.  But I don't think we need to go on a witch hunt.  My
accounting firm also does investment advising and some of my partners would love to handle our
portfolio.  But I would be against such an arrangement because of the appearance of potential
conflicts.  But now that the Oldmoneys are gone, where is the conflict of interest between the
foundation and the brokers?  The only action I would favor is to look at the portfolio's
performance and see if we can get better value somewhere else.  If not, then leave it in the hands
of the relatives.  I don't see how anyone could complain if we are getting an adequate rate of
return."

Sensing a deepening conflict, you decide to change the focus.  "Another group of
investments is particularly intriguing.  We now own controlling interests in four local corporations
with a total of 450 employees.  One problem is that the Oldmoneys never realized any dividend
income from them.  Moreover, there is no market for the stock. In a sense, these investments are
dead weight.  Their only value can be realized by a sale of the entire business or a liquidation.  I
contacted a business broker to see if any of them could be sold.  He found a potential buyer for
one business, and this buyer would probably merge the business with his own.  This would result
in about one-half of the employees losing their jobs.  The other three businesses would have to be
liquidated.  Their only value to use would be in the sale of their equipment and land."

The attorney, who had been glancing at the financial statements of the businesses, spoke
first.  "We have a fiduciary duty to the foundation to protect its assets.  We should probably not
invest in such small businesses, especially ones in these industries.  I think we should liquidate our
interests as soon as possible.  I am also concerned about the future if we don't take this action. 
What happens if one of the businesses needs additional funds?  Are we committed to advancing
such funds in order to save our investment?  All I see are problems."

The accountant now made an uncharacteristic remark.  "As an accountant, I suppose I
should agree.   But I don't.  The investment is relatively small and a total loss would not break the
foundation.  As to the future, we could put management at each business on notice that no new
funds will be advanced or invested.  My biggest concern is with the reputation of the foundation. 
These investments represent 450 jobs for the local community.  If we liquidate, then we put a lot
of people out of work and create disasters for their families.  Our reputation does not need a black
eye.  We are supposed to be a charitable organization and our action would be anything but
charitable."

It was now time to discuss another asset.  "The Oldmoneys also left us their vacation
home and guest houses in the Caribbean.  It is carried on the books at $1.8 million, but a real
estate agent on the island tells me that it is worth considerably more.  Should we sell it?  Or
should we put it to some use?  Staff wants to keep it as a retreat center.  We could justify such a
course of action because the foundation will now begin entertaining dignitaries and holding special
conferences.  The Oldmoneys have always done this, too."
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The attorney and the accountant seemed to agree on a response.  The accountant said,
"Legally and for a tax perspective you are probably correct.  Moreover, since we have no
members or donors, there is no one who could threaten to withhold funds if they disagreed with
our decision.  But the public today expects foundations to abide by stricter rules than regular
businesses.  We started this meeting by talking about a need to preserve out prestige.  It could
suffer if people found out that we ran a vacation resort of this size.  Now, I like a good vacation
as much as the next person.  But I am afraid that the public would view us as using the property
as personal."

The attorney quickly agreed.  "Anyway, we now have the family mansion in town to do all
of this.  The vacation home looks to be surplus all around."

The silence which followed was almost embarrassing.  The attorney and the accountant
gave each other knowing looks until the attorney spoke.  "You've been here seven years and we
have all become closely acquainted.  One issue we have to discuss is executive compensation. 
Please be aware that my remarks are not intended to reflect on you or your performance.  I think
you have done an excellent job under some very peculiar circumstances.  But we do have to look
at how the board will determine your compensation in the future."

You decided to put everyone at ease.  "I can understand your concerns, especially since I
have thought about them, too.  When I came to the foundation, I did not expect to make as much
money as my friends in business.  But I have been amazed at how large some compensation
packages can get in a nonprofit.  So, please, be frank."

Everyone seemed relieved and the conversation quickly focused.  The accountant was first
to speak.  "I believe that a CEO should not be penalized just because the firm is a nonprofit.  But I
also believe that the board has responsibilities not found in a regular business run for profit.  I do
not think it wise or prudent to set compensation as though we were a business."

The attorney looked impatient and suddenly broke in, "I know of no abstract figure that
could be considered adequate but not excessive compensation.  I believe the true test is what
amount will attract and keep quality executives."

It was that accountant's turn to be impatient.  "But that is still too abstract and would
leave everything to the discretion of the board.  How do you suggest we control this discretion."
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DISCUSSION QUESTIONS

1. How would you solve the problem of executive compensation?  Use an outside
consultant?  Comparisons of salaries at other nonprofits?  Leave it to the sound judgment
of disinterested directors?  Is there some other way?  Or do you think that it is not really a
problem?  Why?

2. What significance really attaches to the composition of the board of directors?  Can the
position of the attorney and that of the accountant be reconciled?  How?  Are there
considerations or organizational possibilities not discussed above?

3. How would you solve the problem about the investments in the four small companies? 
Does the foundation have any moral obligation to the employees of the companies?  If so,
what is the nature of this obligation?  Are there other ethical criteria which a nonprofit
should use when making investment decisions?  Are these different from the criteria used
by other kinds of investors?

David Paas
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