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T
he recent increase in change of
control activity in the nonprofit
healthcare sector prompts the

need to revisit the governing
board’s fiduciary duties when
considering such transactions. This
is particularly the case given state
statutes that require board
approval for a change of control,
several new high-profile dissolu-
tions of previously consummated
transactions, and the willingness of
state attorneys general to challenge
individual transactions for
perceived flaws in the review and
approval process (for which the
board is ultimately responsible).1
A change of control transaction is a
corporate event of such significance
that heightened oversight by an
informed, disinterested board is both
expected and required. Accordingly,
corporate counsel may play a valu-
able role in advising the nonprofit
board on its obligations as it evaluates
a change of control proposal.

The following discussion seeks to
provide a framework for such
advice, by discussing the applicable
fiduciary duties, to whom they are
owed, by whom they are enforced,
and how they are satisfied in the
context of a change of control
transaction. As the term indicates,
“change of control” refers to a
transaction in which control of the
governance of the corporate entity,
or of a majority of its assets, is
changed.2 This can occur through
a variety of mechanisms, including
through an asset sale, merger,
consolidation, long term lease, or
change of membership (among
other models). Our discussion
presumes that fiduciary duties must
be exercised in the consideration
of each of these transactions,
regardless of whether the organiza-
tion is “gaining” or ceding” control
over assets.

1.0 THE BASIC DUTIES
Generally accepted common law
principles apply the bedrock fidu-
ciary duties of loyalty, care, and

obedience to purpose to the
board’s consideration of a change
of control:

1.1 The Duty of Loyalty. This basic
duty requires directors to exercise
their power and authority in good
faith and in the best interests of
the corporation and its charitable
mission, not in their own personal
interests.3 In the change of control
scenario, this means that the
director is called upon to evaluate
the proposal from the corpora-
tion’s perspective, and not with
respect to its possible effects on the
director personally, his/her profes-
sional interests, or those of any
other organization or entity with
which the director may simultane-
ously maintain a financial or fidu-
ciary relationship. The duty of
loyalty encompasses several prin-
cipal components that have appli-
cation in the change of control
context:

Conflicts of Interest: A conflict of
interest does not, by and of itself,
constitute a breach of the duty of
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loyalty. Rather, directors are obli-
gated to be aware of the potential
for such conflicts, to make disclo-
sure of potential conflicts, and
otherwise to act with “care and
candor” in regard to conflicts.4

Confidentiality: Directors are obli-
gated to maintain the confiden-
tiality of information with respect
to the legitimate activities of the
corporation until such informa-
tion has been disclosed to the
public or is otherwise in the public
domain.5

1.2 Duty of Obedience to Purpose. This
duty provides that the corporation
has an obligation to further the
charitable purpose of the organiza-
tion, and to act in conformity with
all laws affecting the corporation.6
It is the first part of this particular
duty that has the greatest applica-
tion to change of control transac-
tions. Directors must evaluate
change of control proposals and
opportunities from the perspective
of the potential implications to the
charitable mission.

1.3. The Duty of Care. This duty
requires directors to act in an
informed, good faith manner when
participating in board decisions
and in the oversight of manage-
ment of the corporation, with the
care of an “ordinarily prudent
person in a like position under
similar circumstances.”7 This duty
often includes an express obliga-
tion of reasonable inquiry and
applies both with respect to normal
oversight of operational matters, as
well as with respect to significant
individual matters or transactions
(e.g., reviewing and approving
significant corporate actions such
as change of control transactions,
advising management on signifi-
cant issues or opportunities facing
the corporation).

1.4 Business Judgment Rule.
Application of the duty of care may,
in certain circumstances, be subject
to application of the “Business

Judgment Rule,” which exists to
protect and promote the discretion
of the board in the management 
of the affairs of the corporation.8
This rule is a presumption that in
making a business decision, corpo-
rate directors acted on an informed
basis, in good faith, and in the
honest belief that the action taken
was in the best interests of the
corporation. In other words, as
long as directors have not violated
their fiduciary duties and have
engaged in an appropriate deliber-
ative process, a court will not
“second guess” their decisions,
even those ultimately determined
to have been unwise.9 Thus, the
party challenging the board’s deci-
sion must rebut the presumption
that the board’s business judgment
was a good faith exercise of its
management authority and not in
violation of the applicable fiduciary
obligations. The determination of
whether a director’s business judg-
ment is informed will often turn on
the extent to which the directors
have conducted a reasonable
inquiry in order to inform them-
selves of all material information
reasonably available to them.
“Gross negligence” and/or “bad
faith” generally is considered the
required basis to challenge a board
decision that is subject to the
Business Judgment Rule.10

Boards should be aware, however,
that application of the Business
Judgment Rule to decisions of a
nonprofit board depends on rele-
vant state common law, and it may
not be uniformly recognized.
Furthermore, some states may
impose stricter standards for board
review and approval under specific
statutes applicable to change of
control transactions. This is partic-
ularly the case when the review
criteria are intended to assure that
the board does not exceed or fail
to carry out the corporation’s chari-
table purpose.

1.5 To Whom the Duties Are Owed.
Directors of nonprofit corporations
owe their fiduciary obligations to
the corporation itself—and not to
the personal interests of board
members, executives, donors, or
other private parties.11 In essence,
the fiduciary duties of loyalty,
obedience to purpose, and due
care, as described above, are
intended to ensure that charitable
assets are properly managed; that
there is not private benefit; and
that the charitable mission, as
manifested in the corporation’s
articles of incorporation, bylaws,
and historic uses, is carried out.

2.0 WHO ENFORCES THE DUTY
The regulatory agencies exercising
primary jurisdiction with respect to
the conduct of the governing
boards of tax-exempt, nonprofit
corporations are primarily the state
attorneys general, and the Internal
Revenue Service (IRS).

2.1 Attorney General. The attorney
general of the state of incorpora-
tion (and of those states in which
the corporation conducts opera-
tions or has sufficient contacts)
usually has both statutory and
common law authority to oversee
the operations of the charitable
corporation and ensure that it is
operated in a manner consistent
with law. Attorneys general have
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historically exercised jurisdiction
over change of control transactions
involving nonprofit healthcare
organizations (particularly those
involving conversion of assets to
for-profit ownership), either
pursuant to specific state statutes or
regulatory protocol, or common
law authority.

2.2 The Internal Revenue Service. The
IRS is vitally interested in the
governance structure of tax-exempt
organizations, and has made the
promotion of good governance,
management, and accountability a
“pillar” of its compliance program
for the exempt organization
sector.12 The IRS has continuing
concern with “lax” governance
practices in the nonprofit sector,
and in multiple ways has reflected
the view that the well-governed
organization is likely to be a tax
compliant organization.13

This commitment to oversee corpo-
rate governance should be consid-
ered together with the IRS’
long-standing interest in change of
control activity involving nonprofit,
tax-exempt hospitals, for multiple
exempt organization tax reasons.
These include the continuing
recognition of the nonprofit
hospital transaction parties as
income tax exempt under Internal
Revenue Code (IRC) Section
501(c)(3); the enforcement of
prohibitions against private inure-
ment and excess private benefit
potentially arising from the transac-
tion; the application of the inter-
mediate sanctions excise tax to
certain compensation arrange-
ments and other arrangements
potentially arising from the transac-
tion, and the structure and opera-
tion of nonprofit foundations
created to hold, invest, and
disburse proceeds from hospital
asset sales.14

3.0 SATISFACTION OF THOSE
DUTIES

The process by which the nonprofit
board evaluates a change of control
proposal should be designed to
position the directors to satisfy
their duties of obedience, loyalty,
and care (and the Business
Judgment Rule), together with any
additional obligations that may be
required by state statute or regula-
tion. Specific manifestation of the
appropriate standard of care may
vary depending upon whether the
organization is either gaining
control of another corporation, or
ceding control of its own assets.

3.1 Duty of Loyalty. Those particular
components of the duty of loyalty
that should be addressed at the
incipiency of proposal discussions
include:

Conflicts of Interest: Throughout
the change of control process, the
board should apply its conflicts of
interest policy and be acutely
sensitive to any relationships (or
the appearance thereof) among
its officers and directors that could
bias or otherwise inappropriately
influence individual decision-
making. Particular attention
should be placed on potential
conflicts arising from (a) physician
board members whose individual
practices could be impacted by the
transaction; (b) directors simulta-
neously serving as corporate
vendors, whose business with the
corporation could be at risk; 
(c) community directors with
close business and or social rela-
tionships with officers and direc-
tors of a potential corporate
partner; (d) officers and/or direc-
tors who may actually hold an
ownership interest in a potential
corporate partner; and 
(e) members of the executive
management team who could

benefit personally from consum-
mation of the transaction (e.g.,
from an agreement with the seller
outside the ordinary course of
business). The board should also
be sensitive to conflicts or
concerns presented when corpo-
rate executives receive (or are enti-
tled to receive) stock options,
retention or performance bonuses,
loans, or similar executive benefits
arising from the consummation of
the transaction. Note: some states
apply particularly strict conflicts-
related rules to board members
participating in change of control-
related negotiations.15

Confidentiality: The existence and
particularities of a change of
control proposal normally are
highly confidential and sensitive.
Inadvertent or unauthorized
disclosure of proprietary transac-
tion information may undermine
a corporation’s negotiating
leverage and strategic position in
the market, as well as create
unnecessary and premature
distress with corporate
constituents (e.g., patients,
medical staff members, employees,
vendors). Inappropriate disclosure
also may subject the corporation
to significant financial penalties
under a “confidentiality agree-
ment” that may have been
executed with a potential transac-
tion partner. As such, it is very
important that board members
protect confidential corporate
information so as not to damage
the corporation’s interests.

3.2 Obedience to Mission. Directors
must evaluate change of control
proposals from the perspective of
the potential implications to the
charitable mission. The board’s
deliberations must reflect a clear
and thorough evaluation of how
specific strategic proposals will
further the mission of the 
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organization. The failure to
adequately consider strategic
mission issues can imperil transac-
tions and provide the state attorney
general or other state charity offi-
cials with material grounds to chal-
lenge the transaction.16 Indeed, in
several prominent instances, state
attorneys general have challenged
change of control transactions on
charitable trust law grounds as
being inconsistent with the domi-
nant purpose of the organization,
as defined in the “purpose” clause
of the articles of incorporation.17

While seemingly self-evident, satis-
faction of this duty requires an
appreciation by the directors of the
actual mission of the organization,
as articulated in its governing docu-
ments. (This may include a brief
review of what it means to be a
nonprofit, charitable corporation.)
It is not meant as a criticism to say
that some well-intentioned direc-
tors may be less familiar with the
full breadth of the charitable
mission than they might otherwise
be. A carefully considered change
of control board review process will
begin with a review of the mission,
its heritage, and the ability of the
organization to further the mission
on a going forward basis without
change. This would allow for a
logical transition to a discussion of
strategic, economic, and other
factors that might prompt consider-
ation of a change of control as a
means of furthering the mission
(although, hopefully, the board will
be generally familiar with many of
those factors).

3.3 Duty of Care/Business Judgment
Rule. An important consideration
for the board is the appropriate
degree of care to be applied in
evaluating change of control
proposals; i.e., whether the inci-
dence of care is expected to be
higher when the board is presented

with complex or challenging trans-
actions outside of the ordinary
course of business. Delaware courts
have held such to be the case—
ruling that “special obligations” are
imposed on directors in situations
involving the sale or transfer of
control of a company and that the
courts will “apply enhanced
scrutiny to ensure that directors
have acted reasonably.”18 Attorneys
general and other state charity offi-
cials are likely to take the same
position and contend that a change
of control proposal is such an
extraordinary circumstance and so
outside the ordinary course of busi-
ness as to require exercise by the
board of a higher level of care in
connection with its evaluation.

Thus, the duty of care expectation
is that the nonprofit directors will
exercise an appropriately informed
business judgment reflective of
such “special obligations” when
evaluating a change of control
proposal. Whether a decision is
indeed “informed” will depend
upon the adequacy of the decision-
making process; i.e., whether the
directors have, before rendering a
decision, informed themselves of
all information material to the
transaction that is reasonably avail-
able to them, taking into considera-
tion the significance of the change
of control proposal. In a change of
control situation, elements of an
informed decision might logically
include the following:

• The strategic, operational, and
mission issues prompting the
proposal (i.e., overlap with duty
of obedience to mission factors);

• The history of the proposal and
how it came to be presented to
the corporation and the board;

• Application of specific criteria
against which a proposal is to be
considered;

• The fundamental terms and
conditions of the transaction;

• The legal requirements by which
the transaction (and the board’s
review thereof) must be struc-
tured;

• The financial feasibility of the
proposal and related implications;

• The advantages and disadvantages
of the proposal as well as the real-
istic alternatives to achieving the
desired strategic, operational, and
mission goals; and

• Whether the transaction is in the
public interest (e.g., projected
impact on access to and quality
of care, employees, medical staff,
donors, and other constituents).

It is important to note that the
Business Judgment Rule does not
seek to treat directors as “guaran-
tors” of the success or wisdom of
the change of control, but rather
allows for leeway and discretion in
exercising judgment.19 In exer-
cising their duty of care responsibil-
ities, directors are entitled to rely
on information, reports, and state-
ments prepared by corporate offi-
cers, legal counsel, and advisors to
the corporation (e.g., specific “valu-
ation,” “financial,” and “merger/
acquisition” advisors).20 However,
reliance is not available in those
circumstances where the director
has knowledge that would make
reliance unwarranted (e.g., a

Directors must evaluate
change of control
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report contains information a
director knows to be inaccurate).21

Directors are also authorized to
rely upon the recommendation of
board committees on which the
directors do not serve, as long as
the subject is within the
committee’s designated authority
and the directors believe that the
committee merits confidence.22

This is particularly important given
the fact that, for reasons of speed,
efficiency, confidentiality, or other-
wise, many boards evaluate change
of control options at least initially
through a special committee
formed for the purpose of evalu-
ating the proposal. Under this
approach, the committee members
to whom oversight of the process is
delegated are expected to (1) be
familiar with the detailed terms of
the agreement; (2) periodically
report to the board on transaction
status; and (3) ultimately to
summarize its provisions to the full
board for its approval. Both the
committee and the full board are
entitled to rely on their advisors,
particularly legal counsel and
strategic and financial/valuation
consultants, in understanding
definitive agreement terms. Legal
counsel may play an important role
in preparing document summaries
for board review.

While the competence and inde-
pendent makeup of such commit-
tees is a critical component from a
reliance perspective, the use of
such committees also raises an
important question regarding
disclosure to, and discussion with,
the full board. There may exist
legitimate conflicts/confidentiality
reasons to limit knowledge of, or
involvement in, the initial negotia-
tions concerning the proposal to a
standing (e.g., Executive) or
special committee. Regardless of
the immediate merits of such a

delegation, it should be made with
the full understanding that the
proposal will be shared with the
full board at an appropriate time,
which would allow the board to
render an informed decision based
in part on reliance on the
committee’s report. (This assumes
that the law of most states will
require full board approval of a
change of control transaction.)
The longer the committee delays
informing, and reporting to the
full board, the greater the risk the
board will be compromised in its
ability to render an informed deci-
sion in a timely manner.

3.4 Problem Areas. There is sufficient
evidence from judicial decisions,
regulatory proceedings, and media
coverage to provide helpful exam-
ples of duty of care-problematic
director conduct in change of
control transactions. These include
(but are not limited to) the
following:

• Failure to consider mission
factors in any aspect of the
board’s decision-making process;

• Failure to consider alternatives
to the proposed transaction;

• Failure to provide board/
committee members with
adequate information in a timely
manner to allow for an informed
decision;

• Failure to involve the full board
in the decision-making process;

• Failure of the board to commit
time and energy to render an
informed decision (e.g., failure
to familiarize itself with the rele-
vant terms and conditions of
proposals and definitive agree-
ment terms);

• Reliance on assumptions that 
the board knew (or had reason
to know) were inaccurate or
unreliable;

• Unwarranted/inappropriate
reliance on, or deference to,
executive management and/or
outside advisor/failure to exer-
cise “constructive skepticism”;

• Use of a selection criterion for
bidders that benefited manage-
ment or was non-responsive to
mission interests;

• Structuring an otherwise
“flawed” auction process for the
assets; and

• Absence of a written record
(e.g., board/committee
minutes) that reflects the
board’s deliberative process.

4.0 FOR-PROFIT ALTERNATIVES:
SPECIAL FACTORS

A change of control transaction
potentially involving a for-profit
purchaser requires additional
director diligence and inquiry
because of unique legal issues
posed by (a) the conversion to for-
profit use of assets originally dedi-
cated for nonprofit ownership;
(b) the transfer of assets from an
IRC tax-exempt entity to for-profit

An additional important
consideration is the
extent to which the
nonprofit board may
consider non-cash

factors in negotiating
and consummating a

change of control 
transaction. 
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ownership; and (c) the need for
proper allocation of any proceeds
from sale. In addition to the general
duty of care factors identified at
Section 3.3 above, the directors
should consider the following addi-
tional factors, among others, when
presented with a conversion
proposal. Information considered
material to rendering a decision on
a change of control proposal for
the corporation might logically
include (but would not be limited
to) the following:

4.1 Conversion Plan. Development
of an approach to the transaction
that satisfies the hospital’s chari-
table purpose. This would include
(1) confirmation of the provisions
of any state conversion statute and
of the organization’s charter, partic-
ularly as they relate to both the
fundamental authority to convert
assets to for-profit ownership and
director standards of conduct for
such transactions; and (2) prepara-
tion of an appropriate charitable uses
spending plan, to address the appli-
cation of the proceeds from sale.

4.2 Evaluation. Ability to appropri-
ately distinguish between offers
from nonprofit and from for-profit
partners, and their relative advan-
tages and disadvantages. This might
include a preliminary due dili-
gence-related examination of their
respective operational and financial
performing histories.

4.3 Advisors. (a) Retention of quali-
fied advisors with experience in
structuring a process designed to
elicit interest from the broadest
applicable section of the healthcare
sector and, (b) access to, and
appreciation of, the advice
provided by the advisors.

4.4 Market Process. The board must
be committed to a change of
control process that allows market

forces to work freely, not to imper-
missibly favor one bidder over
another in the establishment of any
auction or “market clear” process,
and to render an informed, disin-
terested decision with respect to
selection of a change of control
partner. Retention of a qualified
advisor to help structure this
process may be of significant
importance.

4.5 Fair Market Value. The board’s
duty of care will obligate it to
assure that fair market value is
received for corporate assets. This
may involve retention of an experi-
enced valuation advisor (particu-
larly a firm concentrating its
practice in the healthcare
industry). Subject to conflict of
interest considerations, this could
be the same advisor that helps
structure the “market clear.” An
inability to convince regulatory
authorities of the receipt of fair
market value in exchange for the
conveyed assets may place the board
at risk of personal liability. While
valuation reports and fairness opin-
ions may speak to general concepts
of value, regulators will likely take the
perspective that “the market” is the
best measure of asset value.

4.6 Conflicts Management. The board
should assure the thorough appli-
cation of the corporation’s conflicts
of interest policy to the change of
control process. This is particularly
the case given the complexities of
the change of control process, the
magnitude of dollars involved, and
the number of participants.
Specific focus would be made to
assure that no director is enriching
himself/herself at the corporation’s
expense; senior management who
is advising the board on the process
is not receiving financial advan-
tages from the transfer; and the
external advisors retained by the
board in connection with the trans-

action do not conduct material
business with any of the prospective
partners (unless such conflict is
expressly waived).

5.0 REVLON CONSIDERATIONS
An additional important considera-
tion is the extent to which the
nonprofit board may consider non-
cash factors in negotiating and
consummating a change of control
transaction. Case law in the public
company sector provides that when
negotiating change of control
transactions, the board must
conduct a “market check” and
accept the change of control
proposal that offers the highest
value. The board is thus respon-
sible for “the maximization of the
company’s value at a sale for the
stockholder’s benefit” (this is the
so-called Revlon standard).23

Of course, many nonprofit change
of control transaction processes are
structured only to involve other
nonprofit organizations in which
no assets go out of charitable trust
and in which Revlon duties appear
clearly inapplicable. Other such
processes may involve multiple
offers from nonprofit and for-profit
purchasers alike, with some offers
received at or in excess of the inde-
pendently determined fair market
value of the assets. Furthermore, in
many nonprofit change of control
transactions, the nonprofit board is
motivated to achieve certain
mission-related objectives. As such,
the board may wish to accept
certain forms of non-cash consider-
ation, such as capital improvement
commitments, quality and access to
acute care commitments, preserva-
tion of workforce, and preservation
of employee benefits, which are
consistent with the charitable
mission yet may reduce the ulti-
mate purchase price.

31
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As noted, it is without question that
nonprofit boards must satisfy “fair
value,” and “fair market value”
requirements for transactions
involving a sale of assets to a for-
profit entity (most likely through a
market clear or auction process), as
described above. This does not
mean, however, that nonprofit
corporations must satisfy the Revlon
standard in every instance. The
authors are unaware of any
reported decision in which any
court has applied the Revlon stan-
dard to nonprofit charitable corpo-
rations. To require otherwise could
significantly limit the flexibility of
the nonprofit in structuring a
change of control consistent with
mission goals. Indeed, it appears
that valid legal and policy reasons
exist to distinguish nonprofit
corporations from their for-profit
counterparts in this regard, particu-
larly when non-cash consideration
is offered (from either for-profit or
nonprofit entities) and is deemed
of material value to preserve or
promote the nonprofit’s charitable
mission, or when other legitimate
factors are present.

When the nonprofit board is
presented with several offers
reasonably close in value that satisfy
“fair value” requirements, the
nonprofit board should not be
required to accept the highest cash
offer to the exclusion of other
offers that include non-cash
elements that provide material
benefits relating to mission. Non-
cash factors that reflect a concern
for the best interests of the corpo-
ration and its charitable mission
should be an appropriate consider-
ation by the board. In addition to
the mission-related factors identi-
fied above, other non-cash factors
might include the structure of the
proposed or actual financing for
the offer, and the consequences of
that financing; the financial

strength and corporate integrity of
the putative purchaser; and the
experience of the putative
purchaser in serving the healthcare
consumer needs, and its particular
post-closing plans for the market.

In other words, nonprofit directors
should be entitled to exercise their
business judgment by conducting a
fair and unbiased process, carefully
considering all of the relevant
factors (including, among others,
the dollar amount of competing
offers, the terms and conditions of
those offers, and the non-price
considerations). Assuming that is
done, and absent self interest or
bad faith, it appears to the authors
that the Business Judgment Rule
should apply. Nevertheless, given
certain controversy on the topic,
corporate counsel should be
mindful of the issue.24

6.0 CONCLUSION
Regulators will view the nonprofit
healthcare board’s evaluation of
change of control options as
requiring a high degree of dili-
gence, loyalty, and care. A descrip-
tive “snapshot” of the appropriate
standard of care in such circum-
stances was provided by the
Tennessee courts in evaluating
such a transaction:

The members of the boards them-
selves devoted substantial time,
energy and effort to analyzing,
pondering and considering the
ramifications of the proposed sale.
They thought about their
constituents, about the implica-
tions of not selling the hospital’s
assets, about a sale to others,
about such options such as
networking, about continuing to
stand alone, and other alterna-
tives, and the affects upon the
members of the public who utilize
the hospital and the community

itself. They reflected upon the
consequences to the patients, the
employees, the businesses in the
community which encourage or
direct employees to utilize the
hospital, and to the continued
availability of primary care and
specialized physicians for the
community.25
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