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| nt r oduct i on

his country isinthe mdst of arevolutioninthe health care
industry, wth the nass transfornati on of hospitals, HW®, and B ue
Qoss and B ue Shield health i nsurance plans fromnonprofit organi za-
tions to for-profit businesses. Qher nonprofit sectors have started to
convert as well. Sudent | oan conpanies, job training and pl acenent
organi zati ons, agencies providing services for juvenile offenders and
at-risk youth, and even the New York Stock Exchange and the NAS-
DAQ st ock exchange have al | joined the rush to becone profit-naking,
st ockhol der - owned cor por ati ons.

Turning a nonprofit organization into a for-profit business,
often called a “conversion,” can have a trenendous inpact on com
nunity assets and resources. A nonprofit operates in the public inter-
est and for the benefit of the conmunity it is organi zed to serve.
Nonprofit hospitals and clinics, for exanple, nay provide energency
services and free “charity care” to the indigent. Gonversion transac-
tion players mndful of the potential |aoss of such services can preserve
these community benefits. This can be done by the creation of a new
foundation that holds the forner nonprofit’s assets for the benefit of
the conmunity. O, a community can decide to create and per nanent -
l'y fund a newnonprofit, such as a clinic or revol ving student |oan fund,
wth these assets. If a conversion neglects to protect the public's
interest, it canresult intheloss of nmllions, if not billions, of dolars
that woul d ot herwi se have been avail able for community resources
such as indigent health care services, adult literacy prograns, day
care facilities, and job training centers. Gonsuner advocates, regul a-
tors, |awnakers, the nedia, the courts, and those in the nonprofit sec-
tor nust be diligent in order to ensure that the nonprofit’s resources
are protected for the public's benefit when a conversion occurs.

The requirenent to preserve the noney and resources of non-
profit corporations for the greater good is not just a theory dreaned
up by community advocates. It is based on an old | egal doctrine, called
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the “charitabl e trust doctrine,” which rests on the principle that the
assets of a nonprofit nust be used for the benefit of the public. It
requires that nonprofit assets nust continue to be used for nonprofit
purposes, even if the nmission or purpose of the nonprofit corporation
hol di ng those assets changes. That is why, in nost states, when a
nonprofit corporation changes to for-profit status, state law requires
obt ai ni ng court approval . The court has the duty to ensure that the
nonprofit’s assets are not used for the private gain of insiders or other
investors, but instead are preserved for the public's benefit.
Uhfortunately, regulators and the courts often fail to thoroughly
review t hese transacti ons and the public ends up the | oser.

A though nonprofit organi zations create nearly one-eighth of
the total US gross national product, (ongress and state | egi sl atures
have been al nost silent on the issue of nonprofit to for-profit conver -
sions. Increased publicity about health care conversions at the state
level, has pronpted sone state | egislatures to enact conversion | egis-
lation to govern health care organi zations. Yet, nmany of these sane
states have renai ned silent on conversions that occur in other non-
profit sectors.

V¢ are aware of only one nonprofit sector where (ongress has
explicitly addressed conversions and articul ated sone obligations to
the public: the student |oan secondary narkets. These organi zations
buy federal | y-insured student |oans fromlenders, giving | enders the
capital to nmake nore student |oans. S nce the 1996 passage of the
federal statute governing these conversions, at |east five nonprofit
student | endi ng conpani es have converted to for-profit busi nesses.
Bven wth the federal lawin place, the state Attorneys General in
these cases did not protect the public’ s interest adequately.

Thi s gui debook describes opportunities for conmunities to hol d
onto resources that really belong to themand that can provi de nuch
needed communi ty services when their nonprofits becone busi nesses.
The gui debook illustrates the consequences when communi ti es and/ or
regul ators are caught unprepared and sets forth practical recommen-
dations that communities can use to build their resources if and when
anonprofit to for-profit conversion is proposed.

The first section of this gui debook provides a context for con-
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Wiat is a Nonprofit QCorporation:
Wiy the Public Oams Charitabl e

version transactions, identifying the differences between nonprofit
and for-profits, the legal bases for strong regul atory and judicia over -
sight, and the history of the health care and student | oan secondary
narkets, two industries that have experienced a nunber of conver -
sions wthin the | ast decade. The second section identifies five areas
that require active invol venent by pol i cynakers and community advo-
cates in order to avoi d abuses by the converting organization's offi -
cers, directors, and other executives. This section highlights the les-
sons learned fromheal th care conversions that have led to comuni -
tiesreceiving literaly billions of ddlars for health care services. It dso
shows what happens when | essons are ignored al toget her, wth specif -
ic exanpl es fromthe student |lending arena. Mbst inportantly, this
section sets forth recommendati ons that shoul d be adopted by policy-
nakers and comuni ties working to protect the public’'s interest in
conversions. The final section provides recommendati ons regardi ng
the potential community gains and | osses when a nonprofit becones a
for-profit business.

Dffering Purposes of Nonprofit and
For-Profit Gorporations

one for-profit board nenbers and executives argue that
the only difference between for-profits and nonprofits is the anmount
of taxes that they pay. But the contrasts are much nore significant
than differing tax obligations. Mst charitable, hunanitarian, and
soci al service organi zations are organi zed as nonprofit corporations.
Q gani zations such as Godw Il Industries, The Whited Wy, Catholic
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Key D fferences between Nonprofit and For-Profit Qorporations

CHARACTERI STI C

NONPROFI TS

FOR- PROFI TS

M ssi on and Qgani zed for charitable, Prinary concern is
Pur poses benevol ent, educational, or profit-naki ng for
soci al wel fare purposes shar ehol der s
Serve the broader public
Efectively, the publicis the Frivate I ndivi dud s:
Oaner shi p onl'y “shar ehol der” S ockhol der s
Private Investors
Pol i cyhol der s/ Menb
ers (Miual)
Assets generated nust Assets and profit
Use of Assets remain in nonprofit sector gener at ed can be
and further nonprofit pur - distributed to pri -
poses vat e i ndi vidual s and
used to increase
No person can benefit per - val ue of stock and
sonatty—fronrassets other—tnvestrents—————
D ssol ution Assets nust be used No sinlar obliga-
to further nonprofit purpos- tion;, assets can be
es distributed to pri -
vat e i ndi vi dual s
Tax Status

FUl o pertid
t ax- exenpt i on

No t ax-exenption
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Charities, even Harvard Lhiversity, use this legal structure to gain
inportant tax advantages and to do business that is driven by a serv-
ice rather than profit, nassion.

Nonprofits exist to serve a charitable, public purpose. In nost
i nstances, nonprofit corporations were forned to provi de services
that for-profit businesses or the governnent coul d not or woul d not
provide. Inthe health care arena, local citizens often joined toget her
to establish nonprofit hospitals or health plans to serve peopl e who
woul d ot herw se not recei ve health care because these services were
not avail able or because of their inability to pay. In the student |ending
industry, the federal governnment created nonprofit secondary nar -
kets to fill the gaps in federal student |oan funding, enabling nore stu-
dents to gai n access to postsecondary education.

A “conversion” occurs when a nonprofit corporation transfers
sone or all of the control of its nonprofit assets to a for-profit corpo-
rati on. Wen this happens the nonprofit whi ch was operating for char -
i tabl e reasons becones a busi ness operating to nake a profit. A non-
profit’s assets can include everything fromits building, furniture, and
equi pnent to its tradenmarks and custoner lists. Gonversion transac-
tions include sal es or |eases of assets, joint ventures, nergers, affilia-
tions, acquisitions, nutualizations, the formation of for-profit sub-
sidiaries and hol ding conpanies, or other deals that effectively trans-
formthe nonprofit into a for-profit corporation.

bl i gations of Nonprofit DOrectors

Executives and a board of directors manage a nonprofit |ike any
corporation. In a nonprofit corporation a board nenber is a trustee
and a steward of the public trust, nonitoring and guiding the nonprof -
it on behalf of the public. Boards and executives of nonprofit corpora-
tions do not own the assets and they generally are forbi dden from
naki ng deci si ons about the corporation that benefit thensel ves. In
short, a nonprofit is obligated to serve the public, whichis, in effect,
its only “sharehol der.” 1

Bvery nenber of a nonprofit board of directors is obligated to
ensure that the corporation conforns to its nonprofit purposes. This
obligation is coomonly referred to as a board nenber’s “fiduci ary
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duty.” A“fiduciary duty,” the highest standard of duty inposed by
law 2 is aduty to act for soneone el se’s benefit, putting one’s per -
sonal interests aside. In nost cases, the state Attorney General is
charged with ensuring that nonprofit board nenbers neet their obli -
gations. By contrast, board nenbers of a for-profit are expected to
generate a return on investnent for their private owers or sharehol d-
ers. Their prinary concern is the bottomline.

Legal Protection of Nonprofit Assets

Ina nost all states, when a nonprofit proposes to cease operat -
ing or totransformitself into a for-profit, the change autonatical |y
triggers procedures to ensure that the public’'s interests and assets
are protected. Wen the particul ar purpose for which a nonprofit was
creat ed becones i npossi bl e, inpracticable, or is frustrated, for what -
ever reason, the legal doctrine of cy pres directs howthe assets of
the nonprofit can be used. “Cy pres” is a common | aw rul e neani ng,
“as nearly as may be” in Fench. So, for exanple, if a nonprofit stu-
dent | oan secondary narket entity becones a for-profit, the assets of
the nonprofit nust be used as nearly as possible to hel p students
obtai n access to education or job training. Wen a nonprofit becones
afor-profit, the board of directors needs to ensure that another non-
profit corporation or foundation receives the full val ue of the convert -
ing nonprofit so that the nonprofit purpose is fulfilled in the sane, or
substantial |y the sane, way.

Qdinarily, a najor change in the purpose of a trust or other
nonprofit requires that the Attorney General and the court approve
the change, wth the court having final authority to determne
whet her the assets are being properly used. GConmunities interested
in howthe assets wll be used can influence the Atorney General and
the court’s deci sion.

The sol ution nost commonly sel ected to preserve nonprofit
assets consistent wth the charitable trust and cy pres doctrines is to
create a new foundation that wll continue the charitabl e purposes of
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the forner nonprofit. Proceeds of conversion transactions are often
used to establish a new nonprofit organi zed as a grant naki ng founda-
tion. In sone conversions, rather than forma new foundati on, assets
are transferred to an establi shed comunity foundation or used to
forma “supporting organi zation” of an existing public charity. In other
i nstances, communities nay determne that it is better to use conver -
sion assets to directly fund needed services, for exanpl e, funding a
community clinic or a student aid fund. Mbst conversions currently
result inthe creation of new foundations.

Gonver si ons By Heal th Care Conpani es

The greatest nonprofit conversion activity to date has been in
the health care industry. 3 No other group of nonprofits has experi -
enced such a dramatic shift in resources fromnonprofits to for-prof -
its. Wien the trend first began, regulators were often unwlling or
unabl e to becone invol ved in the conversion transaction. Wt hout
strong oversight, the early years of health care conversion activity
resulted in the loss of mllions of coomunity dollars and vast health
resources to the for-profit sector. Many of those dollars ended up in
the hands of former executives, board nenbers, and enpl oyees of
the nonprofit as well as private investors. Rarely were the transacti ons
and docurrent s nade publ i c.

Inthe late 1980s and early 1990s, after watching their conmu-
nities lose mllions of dollars that shoul d have been earnarked for pub-
lic use, a handful of regulators and consuners gradual Iy joined the
conversion debate. Several states passed heal th care conversion | eg-
islation to protect the public’'s interest in conversions. The first con-
version transaction to capture national attention was B ue G oss of
Glifornia s attenpt totransfer its nonprofit assets to a for-profit sub-
sidiary wthout preserving those assets for the public's benefit. As
community nenbers | earned about the transaction, they formed a
coalition and called on regul ators to prohibit the conversion unl ess
communi ty assets were protected. The California controversy |asted
nore than three years. Athough initially the nonprofit board of direc-
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tors and its executives denied their public obligations, by the tine reg-
ulators signed off on the transaction in 1996, nore than $ hillion in
nonprofit assets had been set aside in two charitabl e foundati ons ded-
icated to health care. The comrmunity groups’ efforts pai d huge divi -
dends. Today, these two foundations together nmake $150 million in
grants each year to inprove access to quality health care for
Glifornians.

This conversion in Gillifornia had a domno effect on other B ue
Qoss and Bue Shield plans. The National Blue Gross Bue Shield
Associ ation changed its by-laws to allowits nenbers to becone for-
profit heal th i nsurance conpanies. Soon after Bue Goss of Galifornia
proposed its conversion, health plans in Mssouri, lorado, Georgia,
and M rginia sought to convert. In sone of those transactions, state
regul ators and the community succeeded in enacting | egislation or
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Protecting Charitable Dol |l ars
Wien a Nonprofit @ ves up its M ssion:
Tool s for Coommunity Advocat es

i nproving requirenents to preserve the assets for the public's bene-

£
L.

But | awnakers and advocates in other states were not so fortu-
nate. In Georgia, for exanple, B ue Goss and B ue Shiel d | obbyi sts con-
vinced the state legislature to permt the nonprofit health plan to con-
vert to a for-profit business wthout |eaving any assets for the com
minity. It took three years and a | ansuit before the community was
abl e to unravel the danage caused by that |egislation. Again, the bat -

ol orado Regul ator Requires Public

D scl osure

In ol orado, when the statew de Bl ue
Qoss and Blue Shield (BXBS plan’s proposed
conversion was under consideration, the
board of trustees attenpted to quash public
debat e by keeping inportant docunents con-
fidential. Community organi zations argued
agai nst confidentiality, urging the hearing
of ficer overseeing the conversion to require
publ i c discl osure of transaction rel ated docu-
nments. After hearing both sides’ argunents,
the hearing officer stated, “[while | am
wlling to accept the need for sone form of
protection for infornation that truly quali -
fies for protection under the ol orado Cpen
Records Act, | amconcerned that the need for
such confidentiality nust be carefully bal -
anced against the public's right to be
i nforned regardi ng proceedi ngs such as this
which wll affect the rights and interests of
Ml orado citizens.”* Utimately, he ruled in

tle was worth it—an $80 mllion non-
profit health foundati on was created
in@orga

Conver si ons by Student Loan
Secondary Mar ket Conpani es

The next nonprofit industry to
go the conversion route was student
| oan secondary narkets. There are
sone 23 nonprofit student | oan sec-
ondary narket organizations. To
date, at least five have converted to
for-profit status. 4

Hstorically, private |enders,
of ten commerci al banks, issued fed-
erally-insured student loans to
finance college education and job
training. In the md-1970s, in an
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effort to supply nore noney for student |oans, Congress created a
new type of nonprofit organi zati on. Known as “secondary narkets,”

New Jersey Gourt Recogni zes the
Inportant Public Interest Involved in
Conver si ons

In New Jersey, a large nonprofit
health plan, Health I nsurance H an of New
Jersey (HP), was purchased by a for-
profit plan, Physicians Health P an
(PHP). Athough the Attorney General was
i nvol ved in the approval process, the con-
version occurred behind closed doors
W t hout any public notice or disclosure.
After the conversion had been conpl et ed
and was announced to the public, several
community organi zations tried to obtain
docunents fromthe Attorney Ceneral’s
office. Both HP and PHP opposed the
Attorney General’s effort to rel ease the
docurent s.

Rather than rely solely on the
Attorney General to represent their
interests, the groups asked to participate
inthe court proceedi ng. They argued t hat
conversi ons i nvol ve public assets and t hat
docurent s regardi ng conver si ons shoul d
thus be available for public review and
inquiry. The New Jersey court ruled in
favor of the community groups, stating
that “[t]he changing |andscape of the
nedi cal profession and nedi cal industry
requires that the public, nore than ever,
has available to it those facts and infor -
nmation which will bear directly on their
wel | -being and ultimately on the delivery
of nedical services”. The dranatic shift
froma non-profit nedical provider to a
profit making entity requires close

t hese conpani es bought student | oans
from private lenders. This provided
lenders with noney to make nore
loans to students. Federal |aw all owed
these new nonprofits to raise capital
through tax-free bonds and i nsured up
to 100%of the loans. For nmany years,
these conpani es flourished, creating a
milti-billion dollar nonprofit student
[ oan i ndustry.

Two decades | ater, CGongress created
the Federal Drect Loan Program
(FDLP) administered by the US
Department of Education to allowthe
federal governnent to nake | oans
directly to students. The proponents of
the FOLP hoped to elimnate the huge
“mddl e nan” industry that had thrived
on federal subsidies including |oan
guarantors, secondary narkets, nan-
agenent conpani es, servicing agen-
cies, and others. FOLP becane a signif -
i cant conpetitor to the secondary nar -
ket business. FDLP student |oans do
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not benefit the secondary nmarkets and reduce the need for their serv-
i Ces.

In response to this challenge, the nonprofit student |oan sec-
ondary nar ket conpanies | obbi ed Gongress to change the tax code to
allowthemto convert to for-profit status, while naintaining the tax-
exenpt status of student |oan bonds they had al ready issued. ® Faced
wth stiff conpetition, |eaders of the nonprofit student | oan secondary
narkets saw conversion to for-profit status as a way to broaden the
scope of their business and focus on products and narkets that woul d
generate large profits. They woul d al so be able to reap huge wndfall s
for thensel ves by taking an ownership interest in the newfor-profit
busi ness. In order to becone for-profit, however, the newlaw required
nonprofit secondary narket conpanies to preserve their nonprofit
assets for the benefit of the cormunity. But, howthis is done, and

whet her students in need of

Chio Conmunity D scovers Problens with the
Thonas L. Gonl an Foundat i on

A though the Chio Attorney General denied
the community access to docunents invol ved in the
conversion of Chio's nonprofit student |oan com
pany, sone infornation has emerged about what
happened after the Attorney General approved the
conversion. This infornation, including the fol -
lowing, raises legitinate concerns about the
transaction and the failure to genui nely consi der
and protect the public interest:

The foundation’'s largest grant to date, $1
mllion, was given to a charitabl e venture head-
ed by board nenbers of the conversion founda-
tion. Infact, wthinthe first year of its exis-
tence, the foundation nade nore than $3.24
mllion in grants, of which nore than $2 nml -
lion (or 63.5%0f the foundation's total awards)
vent to organizations closely affiliated wth the
foundation's board of directors, all of whom
were fornerly associated with the converting
nonprofit;

The foundation was naned after the father

help wll benefit, has becone a
nul ti-nmllion dollar question.

ommuni ties in which con-
versi ons have occurred | ear ned
the inportance of getting
involved and of having |aws
and procedures in place in
order to protect nonprofit
assets. Commnity groups,
working together in coalitions
have shaped the creation of
foundations worth billions of
dollars to serve local needs.
The followng section identifies
five key conversion-related
i ssues on which vigilant advo-
cates working for coalitions of
concerned community groups
can nake and have nmade a dif -
f erence.
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12

Get the Facts:
The Need for Public D scl osure

A key to ensuring that conversions benefit the public, and not
just a fewhighly-placed officers, directors, and executives of the non-
profit, is to bring the discussions, financial data, and terns and condi -
tions of each transaction out frombehind closed doors and into the
light of day. Full disclosure alows the public an opportunity to partid -
pat e neani ngful Iy in conversion proceedings, to learn the facts, to ask
i nformed questions, and to dermand that the public’s rights be pro-
tected. Public notice and access to all infornation is essential at the
earliest stage of a conversion, not after the regulator’s decision, if
any, has been nade and the pl ans have been finalized. Wen the non-
profit’s board of trustees and state regul ators conmuni cate and share
all information wth the public fromthe outset, conmunity concerns
can be rai sed and properly addressed.

At every phase of a conversion, it is inportant that transaction
docurents be released for public inspection and review As the
i ntended beneficiary of the nonprofit’s assets, the public nust have
the opportunity to learn about the details of the transaction, to raise
concerns, and to influence the process as it unfol ds. Wthout access
toinfornation, the publicis left inthe dark about where the assets wi |
go, how nuch they are worth, who wll control them and who will ben-
efit fromthem Community groups have convinced policynakers in
the health care arena that public disclosure is essential when revi ew
ing conversion transactions. 6 However, this has not been the case for
the nonprofit student |oan secondary narkets. Athough the first con-
version did not occur until 1997—years after regulators and the pub-
lic had recogni zed the inportance of public disclosure inthe health
care i ndustry—eommuni ties continue to have great difficulty obtain-
i ng conversion docunents. The story of Chio's student |oan conver -
sionisacaseinport.
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13

Chi 0: An Exanpl e of Deci si onnaki ng Under W aps

The Attorney General in Chio, Ms. Betty Montgonery, is well-
versed in nonprofit conversions. In 1996, she was profiled in an
exposé on “60 Mnutes” for failing to act inthe public interest when a
nonprofit hospital converted to afor-profit and sunmarily fired all the
| ocal board nenbers who questioned the conversion plan. 7 By the
tine one of the state’s Bue Goss and B ue Shield plans proposed to
convert to afor-profit, she had becone the prinary sponsor of |egisla-
tionto alowfor greater public disclosure regarding health care con-
ver si ons.

e of the nost inportant conponents of Chio s new health
care legislation was that it pernmitted the Attorney General to rel ease
to the public any docunents involved in a health care conversion pro-
ceedi ng. However, because the new disclosure law only applied to
heal th care organi zati ons, when Chio's nonprofit student |oan conpa-
ny, Sudent Loan Funding Corporation, converted to for-profit in
1998, the Attorney General’'s of fice argued that the old lawrequired it
to keep docunents under waps. The community was unabl e to deter -
nmne whether the public interest was being protected in the transac-
tion

Athough the Attorney General participatedina cy pres petition
instate court to obtain approval of the transaction, the papers filed
by the conpany disclosed little information. Wiile the conversion
transaction invol ved conpanies with reported total assets of $2.7 bil -
lion and a proposal to create a $100 mllion foundation, the entire
court filing was only 13 pages long. To make natters worse, the
Attorney General unilaterally negotiated the transaction terns wth the
nonprofit and appeared in the court proceedi ng wthout any notice to

GOOD AS GOLD: PRESERVI NG COMMUNI TY RESOURCES I N NONPROFI T
CONVERSI ONS



the coomunity. The public was unaware of the proposed conversion
or the court proceeding until well after the conversi on was conpl et ed.

As advocates in Chio sought to question sone of the practices
of the new foundation and to inject a conmunity perspective into its
activities, the discussion was stifled. Requests to neet as a group
with the foundation board were rebuffed. |Instead, the Executive
Drector of the foundation arranged individual neetings wth each
| ocal community organization in an effort to di scourage themfrom
seeking detai |l s about the conversion. It was only after nuch coaxi ng
that the foundation finally agreed to neet wth the | ocal organizati ons
as a group. The foundation brought to the neeting a | arge t eam of
l awyers and i nvestnent bankers fromChi o, New York, and Véshi ngt on

Massachusetts Regul at or Proceeds to
Gourt, Yet Keeps Community Engaged in
HMD Conver si on

By the tine the Massachusetts
Attorney General consented to the cy pres
petition proposing a conversion of a non-
profit heal th nai ntenance organi zation in
Central Massachusetts, the public had
been engaged in the conversion debate.
Wiile it was too late for the coomunity to
chal | enge the anount of assets being set
asi de, advocates were able to question the
foundation’s m ssion and governance, as
vel | as the corporate structure proposed
by the nonprofit. In response to comu-
nity concerns, the Atorney General filed a
court cy pres petition advocating a two-
step approval process. The two-step
process all owed the court to approve the
purchase and sal e as pl anned, but post -
poned court approval of where the assets
should go and who shoul d control them
This provided the comunity with an
opportunity to critique the converting
nonprofit’s plan, to suggest alternatives,

DC Wile they agreed to share finan-
cial docunents wth comunity
groups, foundation executives insisted
that the groups first agree to a “gag
clause” that woul d prevent themfrom
sharing the infornati on wth the public.

The advocates refused to accept this
condi tion. The foundation has contin-
ued to denonstrate little wllingness
to work with community advocates to
ensure that the public has the facts
about the conversion. They have al so
resisted the creation of a comunity
advi sory conmittee to hel p guarant ee
that the educational needs of the
community are addressed. Chio's stu-
dent | oan secondary narket conver -
sionillustrates that wthout public par -
ticipation fromthe start comunities
face an uphill battle in securing a par -
ticipatory rde.

What You Can Do: Public D sclosure
Recommendat i ons
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There are steps communities can take to prevent abuses by
converting nonprofits. The followng strategies, if inplenmented, can
linmt the kinds of violations of the public interest that occurred in the
(hi 0 student | oan secondary narket conversi on.

Secure Rublic Notice Early On

Receiving public notice at the outset of a conversion process wll help
ensure sufficient tine for communities to organi ze and review the
transaction. Advocates shoul d:
Get regulators to agree to provide public notice as soon as they
| earn of a proposed conversi on;
Get regulators to naintain a database of interested individual s,
organi zations, news reporters, and others in order to notify themof
a potential conversion when that i nfornati on becones avail abl e;
Identify thensel ves and be sure they are added to the regul ator’s
dat abase;
Make the nedi a aware of the conversion and keep themi nf orned of
devel opnent s;
Seek | egal advice to deternmine whether a nonprofit “restructuring’
(e.g. joint venture, creation of a subsidiary) is really a conversion
that requires full oversight by the public plus regulators or the
courts.

Advocate For Public Access to Conversion- Rel at ed Docunent s

There are several ways to ensure that conversion docurents are
nade available to the public. Wile regul ators and pol i cynakers can
and should be allies inthis effort, comunity organi zati ons cannot
rely onregulators entirely. Advocates shoul d:
Initiate legislation that requires full public disclosure of a nonprofit
conversi on proposal and ensure that it explicitly overrules any state
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laws that woul d ot herwi se shi el d such docunents fromthe public;
Pressure regulators to rule in favor of public disclosure when faced
wth the task of interpreting state lawon confidentiality (as the
Ml orado hearing officer and the New Jersey court did);

Submit public records act (e.g., Freedom of Infornation Act)
requests for docunents fromfederal, state, or |ocal governnent
sour ces;

(btain all docunentation that the | aw requires be nade avail abl e
directly fromthe nonprofit, including I.RS Form 990s, Annual
Reports, etc.;

Renew and revisit all public record requests as the conversion pro-
ceedi ngs nove forward in order to obtain updated docunents;
Engage reporters in the attenpt to rel ease docunents.

Make Governnent Protect Public Dol lars: Pressing
Regul ators to Pay a Srong Rol e and Requi re an (pen
Gourt Process

Qrersight of nonprofits is wthin the jurisdiction of state
Attorneys General . 8 For years this oversight required minina effort,
nostly policing nonprofits to ensure that they stayed true to their
purposes, that their board nenibers exercised their fiduciary duties,
and that conflicts of interest did not exist. Wth the advent of non-
profit to for-profit conversions, however, the responsibility on
Attorneys General to exercise nore stringent oversight has increased
dramatically. Attorneys General, often operating with few resources
and little expertise in these matters, have been called on to review
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approve, and defend conversi on proposal s.

Sate courts are charged with ensuring that nonprofit assets in
a conversion wll be used to advance a purpose sinmlar to that of the
converting nonprofit. The Mssouri Suprene Court stated this suc-
cinctly as far back as 1939, when it said: “[t]he protection of (chari -
table) trusts has been, fromthe earliest tine, a principle function of
courts of equity.”® But, because the |law giving courts authority over

M ssouri Speci al Master Recogni zes | nportant
Gontri butions of the Community

ne of the best exanpl es of the public naking a dranatic dif -
ference in the outcone of a conversionis fromthe state of Mssouri. In
1996, the | ocal nonprofit Blue ross and Bl ue Shield plan (BGBS)
created a for-profit subsidiary and noved virtual ly all of its busi ness
tothe for-profit venture, effectively converting nonprofit assets.
Wien the proposal was first presented to the Mssouri insurance
conm ssi oner, he approved the transacti on wthout evaluating it as a
conversi on. Local community groups di scovered what had occurred and
nount ed a canpai gn to recapture the nonprofit’s assets. They wote a
formal petition to the coomissioner calling on himto treat the trans-
action as a conversion.

Ohce the nonprofit BOBS plan |earned of the community’s
efforts, its board of directors went to court in an attenpt to prevent
the insurance comm ssioner from investigating the conversion.
BBS s board of directors refused to acknow edge that it was obligated
to preserve nonprofit assets. They argued that they coul d nove the
assets to the for-profit company without violating the lam Not sur-
prisingly, nmany of these sane nonprofit board nenbers and execu-
tives stood to gain millions of dollars fromthe transfer of assets.*

After years of protracted litigation and continuing pressure
fromthe conmunity and the Mssouri nedia, BCBS adnitted defeat and
agreed to preserve roughly $212 mllion in a foundati on. Wen the
settl ement proposal was assigned for reviewto a court-appoi nted spe-
cial naster, his first order called on the parties to include the conmu-
nity in the settlenent discussions and to revise the settlenent resol u-
tiontoinclude a strong coomunity rol e in the nission, governance, and
structure of the new foundation. **

* For exanple, the salary of the President and Chief Executive (ficer of
Blue Qoss and B ue Shield of Mssouri, Roy Heinburger, al nost doubl ed
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changes in charitable trustsl0is nost often “conmon |aw (devel -
oped through the court systemrather than through legislation), it is
of ten overl ooked or ignored.

Qnce an Attorney General reviews and agrees to the terns of a
conversion proposal, he or she should then submit it for court
approval in order to gain public confidence in the fairness of a conver -
sion. In the best cases, the court review occurs after the Attorney
General has provided public disclosure of all the docunents in the
transaction and the public has had an opportunity for open debate.
ly a handful of Attorneys General, however, have sought court
approval of nonprofit to for-profit conversions. South Dakota cormu-
nities have l earned howinportant it is for there to be a cy pres court
filinginanonprofit to for-profit conversion.

South Dakota: An Exanpl e of Limted Regul atory Action

In 1998, South Dakota's nonprofit student |oan secondary nar -
ket converted to for-profit and created the Geat H ains Educati onal
Foundation. Two nonths | ater, the board of the foundation adopted a
nmssion statenent that targeted the foundation's entire $85 mllion
for the reduction of underenpl oynent and unenpl oyment anong res-
idents of Brown Gounty, South Daekota. The nission statenent essen-
tially ignored the original educational goals of the nonprofit. It also
narrowed the use of the charitable assets to one snall county, in
contrast to the statew de geographi ¢ scope of the nonprofit’s activ-
ities. This newmssion was clearly inconsistent wth the charitabl e
trust purposes of the original nonprofit organization.

At the tine of the conversion and the adopti on of this nission
statenent, it was unclear whether the South Dekota Attorney General
had revi ened and approved the transaction. Lhder a restrictive state
law that was enacted years earlier in response to pressure froma
nati onal corporation wth naj or business interests in South Dakot a,
the only docunents available to the public were the conpany’s arti -
cles of incorporation that were on file wth the Secretary of Sate’'s
of fice. Any transaction-rel ated docunents filed wth the South Dakota
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Attorney General, or requested by the Attorney General in the course
of the conversion review were deened to be confidential and thus
shi el ded frompubl i c di scl osure.

When Consurers Uni on sought access to conversion docu-
nents, the Attorney General responded that he was barred fromdis-
closing any of the docunents. Consuners Union urged the Attorney
General to file a petition for approval of the proposal in state court,
but he declined to do so. Had he filed such a petition, al the evidence
surroundi ng the conversion could have been nmade public well in
advance of any schedul ed court hearings. The community woul d have
had the opportunity to reviewthe terns of the conversion and nake
suggestions and request changes.

A though the public was not formally included in the process,
advocat es convi nced the Attorney General to negotiate several inpor -
tant nodifications to the nonprofit’s conversion plan. Anong ot her
thi ngs, he convinced the foundation to broaden its geographi c focus to
cover the entire state of South Dakota. The foundation al so agreed to
alter its mssion statenent to address broad educati onal concerns.

Wiat You Can Do: Recommendati ons on Pressing Regul ators

Few states have statutes that explicitly require Attorneys
General tofile court petitions in order to obtain approval of a nonprof -
it to for-profit conversion. To overcone this problem enacting a
statute that includes a requirenent to file a cy pres petitionin a con-
version transaction is very helpful. Regard ess of whether such a
statute is in place, communities shoul d:

Publicly denand that the Attorney General file a cy pres petition
before al | ow ng a conversi on proposal to becone final;

If the Attorney General does not indicate wllingness to present the
conversion to the appropriate state court, file an admnistrative
petition calling on the Attorney General to proceed wth the cy pres
filing. The right to petition governnent can be found in the consti -
tution and/or state statutes;

Denmand that the Attorney General notify the public and interested
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individual s about a cy pres petitionprior tothe filing, giving suffi -
cient opportunity for the conrmunity to participate;

Pressure the Attorney General to represent the broad public inter-
est, rather than just promoting the interests of the converting
organi zation in any cy pres proceeding;

Ask the Attorney General to describe the process for deternning
the mssion, value, Board of Drectors, and other governance provi -
Sl ons;

Educat e the public and the nedia about the inportant opportunity
for public disclosure and i nvol venent the court revi ew provi des;
Wth legal representation, ask the court’s permissiontointervenein
the court proceeding in order to represent the community’s inter-
ests. Be prepared to fight for the right to participate in the court
proceedi ng—thi s i s known as gai ning “standi ng” in the case.

Fay a Leading Rol e: Ensuring Public Participation

Public participation can help ensure the |ikelihood that a non-
profit conversionis fair and that it serves the public interest. There
are four key elenents to public participation: 11

Tinely public disclosure of the conversion proposal, including trans-
action agreenents and val uati ons;

Public hearings to explain the conversion and respond to questions
and concerns fromnenbers of the comunity;

Public scrutiny to alert regulators to newand possibly better neth-
ods for getting the highest val uati ons and distributing assets;
Public input inforning the structure, purpose, governance, and com
nuni ty accountability of a conversion foundation.

Wil e public participation has been comendable in sone
heal th care i ndustry conversions, the picture has not been as bright in
the student |oan industry conversions. Even in the nost public of the
five student | oan secondary narket conversions that has occurred to
date, Nellie Mae in Massachusetts, the broad public was not apprised
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Under val uati on of HV>»

HMO Amount to Charity at Val ue One- Two Val ue Ten Years
Ti me of Conversi ons Years Later Lat er
Family Health Alan| $38, 456, 000 $135, 628, 00 $1, 711, 000, 00
(FHP) (1984) 0 0
(19806) (1994)
Foundation Health| $78, 000, 000
(1984) $302, 500, 00 | $1, 873, 000, 00
0 0
PacifiGare Halth | $360, 000 (1985) (1994)
(1984)
$45, 300,505 $2,7193,000, 00
Inland Health Gare| $663, 000 (1985) 0
(1985) (1994)

$37, 500, 000

Anne Lowy Bailey, “Charities Wn, Lose in Health Shuffle,” The Chronicle of Philanthropy,
June 14, 1994, p. 12.

of and brought into the process.

Massachusetts: An Exanpl e of Gains and Losses

A though the Nellie Mae transaction in Massachusetts repre-
sents sonething of a high water nmark (at least a linmted nunber of
community groups participated early on, providing greater public
scrutiny and invol venent than other student |oan secondary nar ket
conversions), it still did not provide a neaningful role for the conmu-
nity in the conversion process or in the governance of the resulting
nonprofit foundation. Nellie Mae is the only student |ender conversion
where public invol venent began prior to the start of the transaction.
The Massachusetts Attorney General actively participated during the
pl anni ng stage of the conversion, and once approached by Consuners
Lhi on and | ocal community groups, provided themw th an opportunity
to press for inprovenents in the transaction. Furthernore, transac-
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tion-related i nformati on was nore freely provided to the public than in
any other state.

Yet, public invol venent in the conversion process occurred only
infornal ly. The Attorney General did not convene hearings to engage
the broad community, nor did he i nfformthe educational comunity of
the transaction or encourage conmunity participation in the devel op-
nent of the nission, governance, and structure of the new founda-
tion. The Attorney General took the position that he | acked jurisdic-
tion over the foundation's planning process and was not responsibl e
for pronoting community participation.

Not satisfied wth what they perceived as an excl usi onary pos-
ture by Nellie Mae, 25 community groups forned a coalition to press
for greater community invol venent in the foundati on. They nade two
requests to the Board:

The new foundation should create a “community advi sory commit -
tee” that woul d have a neaningful role in the fornati on and gover -
nance of the new foundation, including recormendi ng grant naki ng
priorities and identifying new board nenbers;

The new foundation should assenble a racially and ethnically
diverse staff and board of directors that reflected broad know edge
and experience in the educational arena (from pre-kindergarten
through graduate school, and including issues such as adult |iteracy
and job training).

The coalition held a series of discussions wth Nellie Me repre-
sentatives to discuss its concerns. In addition to pressing the other
issues, the coalition asked Nellie Mae to convene community di scus-
sions throughout New England to give the public a chance to | earn
about the new foundation and to provide input into its governance,
funding priorities, and grantnaking. Wiile Nellie Mae agreed to the
coalition's request for regional neetings, these sessions basically con-
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sisted of lengthy presentations of the foundation's plans by the
InterimPresident, providing mnina opportunities for real dial ogue.

Toits credit, the Nellie Me Foundation did assenble a racially
and ethnical |y diverse board and staf f who possess a strong grasp of a
w de range of educational issues. Wiile the foundation has not forned
a communi ty advi sory conmittee, the new President and her staff are
reaching out to | ocal community representatives to engage themin
the grantnaki ng process. The next few years w Il show whet her,
despite an unacceptabl e start and conflicts of interest, the foundation
wll neet the communities’ educational needs to the foundation's
fulest potential.

Wat You Can Do: Recommendations for Public |nvol venent

There are rmany points in the conversion process at whi ch cont
nuni ty nenbers shoul d participate in order to hel p guide the best
out cone. These opportunities mght only arise, however, if the com
nmuni ty denands a di al ogue. Advocates shoul d:

Qgani ze local groups toidentify and set priorities for the cormuni -
ty's highest needs related to the nission of the nonprofit;

Hol d wor kshops for the public, community organi zations, and com
nunity leaders to explain the opportunities and process for engag-
ing in a conversion transaction;

Meet with nonprofit board nenbers to focus on your issues and the
communi ty’ s needs. Tal k about the community’s needs, whether a
conversionisinthe future or not;

Meet with nonprofit board nenbers once they have announced a
proposed conver si on;

Meet with the regulator to | earn how s/he intends to handl e the
conversion, what her/his process wll be, what opportunities wll
exist for conmunity participation, wat the tine frane wll be, etc.;
Participate in public hearings;
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Try to becone a fornal party to any administrative proceedings. |f
unsuccessful, attend the proceedings and work with the nedia to
rai se conmuni ty awareness of the conversion;

File position papers wth the Attorney General and demand t hat
these docunents be considered part of the public record of the
conver si on;

Participate in court proceedi ngs;

Advocate for a fornal role for community nenbers in the ongoi ng
work of the nonprofit foundation, e.g., a community advi sory com
mttee that identifies nonminees for the foundati on board and advis-

Jackson Foundat i on
Véstes Mtal Health Dollars

In one of the worst case
exanpl es, Qodl ark Hospital in
D ckson, Tennessee converted to
for-profit status in 1995 and
created the Jackson Foundation
with an $80 ml|ion endowrent.
Two brothers fromthe fanily
that founded the nonprofit hos-
pital were naned President and
Chair of the new foundation and
their father had a seat on the
board. Dougl as Jackson, Presi -
dent, received nore than
$200, 000 per year of nonpr of -
it assets to run the foundation.
He and the board used the health
care assets to buy airplanes and
run a flight-training program
for high school students.*

ks “Heal th Care Dividend-A

es on funding priorities for the foundation. 12

Protect the Public's Dol lars: Assuring
Full and Fair Val uation

Valuationis a financial analysis that cal cu-
| ates the purchase price or val ue of the con-
verting nonprofit. Deternining the proper val ue
of a nonprofit corporation and/or the reall oca-
tion of assets is critical in the reviewof any
conver si on because val uation detern nes how
much noney nust be preserved for the pub-
lic's benefit. These nonprofit assets are dollars
that by | awbel ong to the public because of the
favorabl e tax treatnent and ot her advant ages
the public bestowed on the nonprofit over the
years. The higher the valuation, the nore
noney W Il be set aside to benefit the public,
for exanpl e, through providing student aid or
keepi ng open a hospital energency room

There are nany exanpl es of the underval u-
ation of a nonprofit corporation’s assets, par -

ticularly where regul ators and communities have not been vigilant. In
each of these cases, the nonprofit corporation did not preserve the
full fair narket value of its assets for nonprofit purposes, but instead
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used sonme of the assets to benefit private individual s and investors,
or support the new for-profit’s endeavors. In sone cases, insiders
(officers, directors, and executives) wal ked away wth mllions of com
nunity dollars.

Because a nonprofit corporation has nany types of assets, the
val uation process tends to be conplicated. It can be particularly com
plex if anonprofit chooses to transfer sone of its assets to a for-prof -
it subsidiary or otherwse alignitself organizational ly wth other enti -
ties over the course of its existence. Assets include not only the
“bricks and nortar” of a nonprofit (buildings, equipnent, etc.), but
lists of subscribers, good wll, reputation in the coomunity, the val ue
of its tradenark, past and projected revenue and profit, as vell as sur-
plus it has accrued. The “cross” and “shiel d’ service narks of the B ue
Qoss and Bue Shield plans are wel | -known and carry wth themval ue
as a distinct product, sinmlar to the product tradenark “Goca Gola. 13
Smlarly, student |oan conpani es have established reputations that
create a benefit for the newfor-profit corporation that wll use their
nane. A thorough val uation shoul d i ncl ude everything, including the
value of a nonprofit’s intangi bl e assets, such as good will and nane
recogni tion.

Defining the val ue of a nonprofit corporation’s assets is best
done by the nmarket through conpetitive bidding. Wthout open, conmt
petitive bidding, valuation experts, such as investnent banking firng,
nust estinate the val ue of the organization. Because a variety of val -
uation nethods and formul as are used in particul ar industries, a val ua-
tion price can fall wthin a wde range. 14 The best way to ensure that
the valuationis full, fair, and reasonable is for regulators to engage
i ndependent experts to review any proposed val uati on and where pos-
sible to confirmits validity through a public biddi ng process.

Sudent Loans: An Exanpl e of |nadequate Val uati on, No | ndependence

nly one of the five nonprofit secondary narket |ending conpa-
ny conversions, Nellie Mae, involved a publicly available val uation
process. In the Chio and South Dakota conversions, the Attorney
General ' s revi ew process was confidentia and renai ns so today. In the
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Nebraska conversion, only a portion of the nonprofit was subject to a
val uation. Athough |ocal and national community organi zations urged
the Nebraska Attorney General to comm ssion an independent val ua-
tion, he chose not to do so.

Wien Nellie Mae el ected to convert, it commssioned its own
val uation. Rather than commission an i ndependent expert to reviewit,
the Massachusetts Attorney General’'s office relied onits charitable
trust division staff to reviewthe conplicated financial documents. To
our know edge, there was no i ndependent val uati on.

Wthin nine nonths of the Nellie Mae conversion, the nation's
largest for-profit secondary narket conpany, the Student Loan
Marketing Associ ation, al so known as Sallie Mae, purchased the for-
profit Nellie Mie Qorporation fromits parent conpany, the Nellie Me
Foundation, for $320 mllion. This represented a prem umof approxi -
nately $80 mllion above the original valuation figure that had been
pl aced on the nonprofit at the tine of the conversion. The founda-
tion's sale of its for-profit subsidiary to Sallie Me resulted in signifi-
cantly increased assets for the newfoundation. It al so generated a
huge wndfal | for the executive staff of the for-profit, individuals who
had been on the payrol| of the nonprofit secondary narket conpany
less than a year earlier. The wndfall cane about as a result of gener -
ous conpensation packages, including stock options that these exec-
utives had negotiated for thensel ves when they becane enpl oyees
of the newfor-profit Nellie Me Qxporation. Asnall handful of execu-
tives received $5.7 mllion in stock options upon the sale to Sl lie Me.

Wat You Gan Do: Recormendati ons for Cbtaining the H ghest Val ue for
Asset s

Wi [ e community groups on their own cannot determine the full
and fair market val ue of the converting nonprofit and probably cannot
afford to hire their own val uation experts, they are certainly able to
ask the right questions about the val uation process. Wen the conver -
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sion noves toward val uati on, communiti es shoul d denand that :

The regul ator engage an i ndependent val uation expert, paid for by
the nonprofit as a fee to reviewthe transaction, in order to get
naxi mumval ue for the comunity;

“Fair value” is at the high end of any range suggested, not the | ow
end;

The intangi bl es, subsidiaries, affiliates, and prior changes nade in
anticipation of a conversion of the corporation should al be includ-
ed inthe val uation;

The regul ator retains her/his oversight authority over val uation
i ssues to ensure the assets are protected;

Gonsideration is given to a portion of the stock of the for-profit
busi ness bei ng hel d by the renai ning nonprofit or foundation;

The i npact of any enpl oynent contracts, stock options, or any
other coomtnents of the for-profit on the val ue of the nonprofit.

Deci de How to Use the Mney: Oreating Community
Responsi ve Foundati ons and Endownent s

ne of the key considerations in a conversion transaction is
howto distribute the nonprofit assets consistent wth their original
nonprofit purposes and in keeping wth the cy pres doctrine. The nost
common use has been to create and fund a foundation to carry out
simlar purposes. Another optionis to create and pernanently fund a
communi ty- based servi ce organi zati on, such as a health clinic, to carry
out that purpose. But, wthout an explicit conversion |lawthat requires
that assets be preserved, the nonprofit dollars are at risk of being | ost
for use to further coomunity goal s. For exanpl e, when Bl ue Q oss and
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Bue Shield of Mrginia converted fromnonprofit to for-profit, the |eg-
islature wested control of the assets and applied themto the state’s
general operating budget for that fiscal year. The assets were not
dedi cated to health care.

Even when there is a legal requirenent or an agreenent that
the assets wll be preserved in a foundation, involvenent by regul a-
tors and consuner groups i s necessary to ensure that the foundation
w Il neet the highest standards for community engagenent, account -
ability, and philanthropic practices. As a threshold step, the founda-
tion's incorporation papers nust include provisions to insure that the
public’'s interest is protected and that conflicts of interest are avoid-
ed

Qe of the greatest concerns in the establishnent of the foun-
dation is the i ndependence of the new foundation' s board. In early
heal th care conversions, the board of the converting nonprofit—the
sane board that arranged and executed the conversi on—requently
continued as the board of the newy created foundation. The overl ap
led to conflicts of interest and the new foundati on being used to fur-
ther the business interests of the for-profit corporation.

Many new heal th care conversion statutes require that there be
no overlap anong the boards of directors of the new foundation, the
forner nonprofit agency, and the new for-profit corporation. 15 Ina
settlenent of a case involving Bue GQoss and B ue Shield of Mssouri,
all parties agreed on full independence of board nenbers and created
an outsi de commnity advisory coomittee to nomnate all new board
nenpers for the foundati on.

Nebraska: An Exanpl e of Qonflict of Interest

Sone of the nost serious problens in student | oan conversi ons
have been the I ack of foundation i ndependence and the resul ting con-
flicts of interest that have occurred in the foundations’ priorities and
grant naki ng processes. Federal |aw authorizing student | oan second-
ary market conversions requires that 80 percent of the board be
“i ndependent” directors. 16 | ndependence, however, is |oosely defined
and does not bar as directors of the new foundation forner board
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nenbers of the nonprofit that converted. The Nebraska conversion
serves as an exanpl e of why conpl ete separation and true i ndepend-
ence shoul d be required.

In 1998, Nebraska' s secondary student |oan narket converted
fromnonprofit to for-profit and created the charitabl e organization,
the Foundation for Education Funding (FEF). The conversi on occurred
wth no public scrutiny until community groups brought the issue to
the attention of the Attorney General. The board of FE- was created
entirely fromthe forner nonprofit’s board of directors. The |egal
counsel for the nonprofit secondary student |oan narket corporation
becane the President and Chai rnan of the Board of FE-

Inits first year of grantnaking, FE- |aunched a grant program
for lowincone students, with the funds distributed through the
state’ s postsecondary schools. In order to receive the grants, howev-
er, a student had to get her/his loans fromthe Federal Fanily
Educati on Loan Program (FFELP), which did nost of its student |end-
ing business wth the newfor-profit corporation. The FE- grant pro-
gramwas unavai l abl e to students attendi ng school s that partici pated
inthe Federal Drect Loan Program (FOLP), the FHFELP lenders’ direct
conpetitor. Students wshing to attend the Uhiversity of Nebraska-
Lincoln (UINL), the largest higher education institutionin the state
and a participant in the FOLP, were excluded fromthe new founda-
tion's grant program

The FE board al so used $800, 000 per year of foundation dol -
lars to fund educational planning centers in Nebraska. The centers
provi ded i nfornati on on school s, schol arships, and financial aid pro-
grans for prospective students. The FE board permitted only the for-
profit to advertise its student |oans in these centers. The only applica-
tion formavailable at the centers was for a programthat was operat -
ed by a subsidiary of the newfor-profit. No other |ender infornation
was directly available at the center’s three sites. Not surprisingly, the
infornation that was dissenminated at the centers served as narketing
vehicles for the newfor-profit conpany. 17

Wien they | earned that the | argest nonprofit organization in
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the state had quietly converted to for-profit, Gonsuners Uhion and
| ocal community groups called on the Attorney General to investigate
the transaction. Soon after the Attorney General initiated his review
he confirned conflict of interest problens wth the FE- board and
preferential treatnent for the newfor-profit. A a neeting with for-
profit lenders and UNL officials, the foundati on proposed that UNL
students coul d becone eligible for the special scholarship funds in
exchange for an agreenent by school officials to swtch fromthe
FOLP to the FFELP. This change woul d have translated into mllions of
dollars in newbusiness for the for-profit affiliated wth the FE. 18

The Attorney General’s investigation concluded that when the
foundation “pronoted the use of FFEL | oans i n exchange for schol astic
grants provided by [the foundation], a benefit was recei ved by the
for-profit FFEL I enders through the use of charitabl e grants given by
the nonprofit [foundation]. The charitabl e assets were being used for
the benefit of the for-profit corporation.”19 He al so found that the
foundation operated its educational planning centers inproperly by
pronoting loans by the for-profit. To his credit, the Attorney General
required that FE agree to nake its schol arships available to UNL stu-
dents, regardl ess of whether UN-L remai ned in the FOLP program He
also required the educational loan centers to provide information
about all types of student |oans.

Wiat You Can Do: Recormmendations for | ndependent,
Communi ty Responsi ve Foundati ons

There are a nunber of inportant factors to consider when a
foundation is forned in a conversion. Miny of these, such as defining
the nission, devel oping a board of directors, and drafting i ncorpora-
tion docunents, have not been addressed in this gui debook. You can
learn nore about them however, from other publications by
Gonsuners Lhion listed on the order format the back of this guide-
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book. See, for exanple, “Building Srong Foundations: Geating
GCommuni ty Responsi ve Phil anthropy in Nonprofit Conversions,” a nan-
ual by Gonsuners Lhion and Cormunity Catal yst on best practices for
the use of conversion proceeds. Thi s gui debook al so does not di scuss
options for conversion proceeds that do not result in the creation of a
foundation, but are instead used for other nonprofit purposes such as
endowng a clinic or establishing a reval ving student |oan fund or stu-
dent financia counseling center.

Thi s gui debook focuses on the need for independence between
the foundation's board and the boards of both the forner nonprofit
and new for-profit. Advocating for such i ndependence is key to avoi d-
ing conflicts of interest. Advocates shoul d denand:

Foundat i on i ndependence from both the forner nonprofit and the
newfor-profit;

A communi ty process for determining the mssion, governance, and
structure of the new foundation;

Srong conflict of interest provisions in the foundati on’s incorporat -
i ng docunents;

Afornal, ongoing role for the coomunity in the foundation itself,
to ensure that the foundation understands what the community’s
needs and priorities are;

Regul atory oversight of the foundation after the conversion is
appr oved,;

DO sclosure of all grants and contracts nade by the foundati ons.

ommuni ty advocates can create val uabl e resources for
their communi ties by being prepared and organi zed, thoughtful and
engaged. You can increase the |ikelihood that nonprofit corporations
wll conply wth their public benefit obligations if you:

Requi re public disclosure of conversion transactions, fromthe initial
consi deration of conversion through the establishnment of the foun-
dation;

Denand sufficient oversight, including pressuring regul ators to file
conversion proposal s wth a court before a nonprofit corporation is
allowed to becone a for-profit conpany;

Pursue strategies that pronote public participation at every stage
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of the conversion process;

Expect independent, arns-length val uations of the converting com
pany’ s assets;

Encourage regul ators to engage outsi de experts to reviewand cri -
tique those val uati ons;

Becone invol ved in the process to establish a foundation or other
endowrent and insist on forrmal nechani sns that ensure communi -
ty invol venent throughout the life of the foundation.

Thi s gui debook touches on the big issues that confront advo-
cates facing a conversion in their conmunities. Alist of naterials
whi ch address particul ar aspects of conversions and whi ch suggest
strategies for coomunity coalitions in greater depth are avail abl e from
Gonsuners Lhion. An order formcan be found in the back of this
gui debook.

V¢ do not know which nonprofit organizations wll be the next
to convert. Wat we do know is that communities can nake a signifi -
cant difference in nonprofit to for-profit conversions. Advocates
across the country have used the strategies we have identified inthis
gui debook with great success. V¢ hope that this guidebook wll give
you the tools to get answers, get involved, and get results.
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Checkl i st of Actions Communities Can Take

If a conversion is contenpl ated, conmunity advocates shoul d:

Call on nonprofit board menbers to nmeet with the comunity
before the board fornal |y files a proposal to convert;
Research and | earn nore about the | ocal nonprofit proposing con-
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version as well as the potential for-profit buyer or partner. (btain
filings fromregulators, and get the nonprofit’s annual I.RS Form
90 filings;

Informregul ators of community concerns through neetings, |et-
ters, and conmmunication wth the nedi g

Request publ i ¢ heari ngs;

Denand access to conversion-rel ated docunents;

Uge regulators to conduct an independent val uation of the non-
profit’s assets;

Mike sure the sal e proceeds are properly distributed and preserved
for charitabl e purposes in the nonprofit sector, wth community
input and needs in mnd, particularly the needs of vul nerabl e and
under ser ved popul ati ons.

Ask the fol l ow ng questions of regul ators and other policynakers:

Isthedea inthepudlicsinterest? That is, has fulfilling the nonprof -
it’s purpose truly becone untenabl e so as to warrant approval of a
conver si on?

D d board nenters ful fill their fiduciary duties?

Wio advocated for the deal ?

Wiat other options did the board consider? Hwdid they arrive at

the deal they are pursuing?

Wiat is the fair narket value of the charitable assets that are at

stake in the transacti on? Does the proposed pl an preserve themfor

charitabl e purposes?

D d an i ndependent expert conduct a val uation or at |east review
the val uati on?

WI1 board nenbers or executives get new jobs, stock options,

“gol den parachutes,” and/or severance paynents?

Wiat happens if the new conpany becones i nsol vent ?

Are services provided by the nonprofit likely to be | ost?

Wiat organi zation wll control the charitabl e proceeds? WII a new
foundation be establ i shed?

Checklist of Seps Regul ators Can Take to Protect the
Rublic

Regul ators with power to reject or require changes i n a nonprof -
it organization's proposed transacti on shoul d fol | ow standardi zed pro-
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cedures and rigorously reviewall proposed transactions. Wen revi ew
i ng conversions, regulators shoul d do the fol | ow ng: *

Provide public notice of the proposed conversion and broadly dis-
seninate such noti ce;

Mike al | docunents related to the proposed conversion avail abl e for
publ i c review

Det ermne whet her the proposed conversion is in the public interest
by a thorough anal ysis of the entire transaction;

Hold at least one public hearing, tined to ensure that public input
W Il be neani ngful to the decisi onmaki ng process;

Require that the full fair narket val ue of the converting entity is
preserved for charitabl e purposes;

Require that the converting entity submt a plan for the proper use
of charitable assets simlar to the purposes of the converting non-
profit;

Ensure that the board and executives of any nonprofit foundation
receiving the charitabl e assets are i ndependent of the ol d nonprofit
and lack ties to the newfor-profit corporation;

Anal yze the pl anned conpensation for the new board of directors
to ensure it does not exceed that received by board nenbers at
sinnlar institutions;

Prohibit any economic benefits to staff or directors of the nonprof -
it asaresut of conversion.
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* This list of required steps is largely taken from Daniel M Fox and
Phillip I'senberg, “Anticipating the Magic Monent: The Public Interest in
Health Fan Qonversion in Gilifornia “ Gant Vétch Essay; Health Affairs,
Vol . 15, No. 1, pp. 202-209.

Checkl i st of Questions to Ask Wen Eval uati ng
Gonver si on Legi sl ati on

An increasing nunber of states have, or have proposed, |egisla-
tion governi ng conversions. Sone proposal s are conprehensi ve and
provide for significant oversight and public participationin the regul a-
tory process. Qher bills are not as extensive and | ack inportant con-
suner protections. Bel ow are key questions commnities shoul d ask
when anal yzi ng conversion legislation. In states where conversion | eg-
islation has al ready been passed, the foll ow ng questi ons can be used
to deternine whether the | aw needs to be anended. Keep in nind t hat
“conversions” can take nany restructuring forns, fromthe obvious
(e.g. saleto afor-profit) tothe subtle (e.g. nonprofit assets trans-
ferred tojoint venture wth a for-profit). Any anal ysis of conversion
I egislation shoul d address the fol | ow ng questi ons: *

Wi ch state agency is responsible for review ng proposed conver -
si ons?

Wii ch conversions are covered? That is, is the statute linited to
one sector, such as healthcare, or does it cover all nonprofits?

Wiat are the standards for review ng and approving the conver -
si on?

Are there tine franes for the review? Do they all ow adequate tine
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| ease check the materials you would |like to recei ve and
fax/send wth the order formon back of this page. A so, you can find
thi s gui debook and nore infornation regardi ng our work on our web

for review by and input from
t he community?

Can regulators extend the
revi ew peri od?

Hww | the public be invol ved
inthe review of the transac-
tion?

Hww || the conversion af fect
t he comuni ty?

How are val uation and ot her
financial issues hand ed?

Are charitable assets ade-
quat el y protect ed?

Does the legislation prohibit
conflicts of interest and pri -
vat e i nurenent ?

Do regul ators have significant
powers of enforcenment and
the ability to nonitor the con-
version after it has been
appr oved?

Can a court review a regul a-
tor’s deci sion? Wio can bring
alawsuit?

Is the converting entity
responsible for paying the
costs of any expert assistance
recei ved by regul at ors?

Does the legislation a l owregul a-
tors to nake rules and regul a-
tions to hel p enforce the | aw?
Does the legislation al | owregu-
lators to engage i ndependent
experts to aidin reviewoaof the
proposed transaction, especial -
ly to provide an independent
financial analysis of the trans-
action (including independent
val uati on) ?

* See also “Questions to Ask Wen
Eval uati ng Gonversion Legi sl ation:
Detail ed Anal ysis and Expl anation,”
avail abl e fromthe order format the
back of this gui debook.

Internal Revenue Code 26
U S GCode 8§ 150(d) (Supp.

1999)

8§ 150. Definitions and special
rues
(d) Qualified scholarship

fundi ng bond. —For purposes of
this part and section
103—
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sources Material s Oder
Form

P ease conpl ete the follow ng i nformation

N a m e
;___r___ g a n i z a t [ 0O n
;_ d d r e S S
:J_t_y;;_at el Zip Code
P h 0 n e / F a X

To recei ve docurents by mail, please return conpl et ed
formby fax or nail to:

Consuners Uni on
1535 M ssion Sreet
San Franci sco, CA 94103
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