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Introduction

Glance at the news, whether you prefer to read it electronically or in print, 
and you soon realize that we are once again becoming a nation of service-
minded individuals. Arkansans are ahead of this curve and in a position 
to demonstrate leadership in this era of renewed interest in service and 
in the non-profit sector. This book was written as a guide to help those 
individuals achieve their goals and see their projects come to fruition. As 
Dean of the Bowen School of Law and as an inaugural faculty member 
of the University of Arkansas Clinton School for Public Service, I have 
a unique perspective on how people become interested in public service 
and volunteerism. Law degrees are often associated with high-powered 
individuals working in tall buildings and commanding large salaries. 
While some do use their education to pursue that type of career, others 
end up pursuing service related careers, especially in the non-profit sector. 
The mission statement of the Bowen School of Law states that one of 
our five main objectives is “To serve public interest through a wide range 
of public service activities for the State of Arkansas…” By exposing our 
students to volunteerism during law school, Bowen Law School fulfills its 
mission and provides service to the community. The “service connection” 
with the UA Clinton School for Public Service is much more apparent 
(the name of the school gives it away). The concurrent JD/MPS degree, 
a one-of-a-kind program, produces individuals who not only use their 
education to serve local communities but also the global community. 
Think of it – students who have a connection to Arkansas are affecting 
change world-wide. I am glad that so many people found the first edition 
of this book helpful and I hope this second edition is used even more 
often; by those whom I have had the privilege to teach and by those I’ll 
never meet. I hope all of you experience the joy of seeing your ideas come 
to life, the reward of seeing your projects help those in need, and the 
satisfaction of serving instead of being served.   

John M.A. DiPippa 
Dean and Distinguished Professor of Law and Public Policy 

UALR William H. Bowen School of Law
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CHAPTER 1

The Birth of a Nonprofit

Big News in Little Dipper
Obesity and poor nutrition are major problems among children in com-
munities across America. Claire Morgan’s hometown of Little Dipper, 
Arkansas, is no exception. In fact, the Arkansas Department of Educa-
tion just published a study listing the children of Little Dipper Elemen-
tary School as among the heaviest in the state. 

The report was front-page news in the Little Dipper Gazette and caused 
a tremendous stir among Little Dipperans. Mayor Janet Hightower 
called an emergency town-hall meeting. Because Claire is Mayor High-
tower’s personal trainer and a local physical fitness guru, the Mayor 
asked her to attend. Everyone at the meeting agreed that a comprehen-
sive community initiative was needed. They even came up with a clever 
name for the program: K-Child, which stands for “Keeping Children 
Healthy In Little Dipper.”
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Each chapter of this book begins by describing a situation confront-
ing the fictional nonprofit organization, K-Child, in the imaginary 
town of Little Dipper, Arkansas. From there, the author discusses the 
legal issues that K-Child may face and options for meeting those chal-
lenges. This book is not intended as legal advice and should not be 
used as a substitute for consulting an attorney familiar with nonprofit 
law. It may, however, help nonprofit officers, directors and managers 
understand the scope of their legal obligations and gain a sense for 
when to seek professional advice. 

Returning to Claire, it seems like she is off to a great start. She has an 
office, volunteers, money, and community support. So, why is she still 
worried? It turns out that there are good reasons for Claire’s concerns, 
and a few things she needs to do before K-Child begins full-scale op-
erations.

The Nature of Nonprofits
Arkansas law recognizes three basic categories of organizations: gov-
ernments, for-profit businesses, and nonprofits. Each category has 
distinct legal structures and the differences are significant under the 
law. The most notable characteristic of a nonprofit organization is 
that it cannot distribute its earnings to the individuals who control 
it.1 Unlike a for-profit entity, a nonprofit does not have private own-
ers or shareholders who benefit personally from the activities of the 
organization. 

In its definition of a corporation exempt from taxation, section 501(c)

It seemed like the whole town had promised its support. Local car deal-
er “Big Bill” Robbins was so inspired that he immediately wrote a check 
for $10,000 and pledged his fleet of minivans to the program. Reverend 
Marcus Bailey said K-Child could use a spare office in his church’s gym-
nasium. Principal Cynthia Roosevelt promised her cooperation and 
support in working with the children at the elementary school. Several 
people signed a mailing list to volunteer their skills and time to the ef-
fort. Claire offered to organize the entire initiative.

When she got home from the meeting, Claire was excited about all of 
the good things she planned to do to help the children of Little Dipper 
lead healthier, more active lives. At the same time, she began to won-
der if she had taken on too much responsibility. Questions and doubts 
started to fill her mind: Did she need to have a meeting? Who was re-
sponsible for making sure everything worked out? What was she going 
to do with the check for $10,000? What if someone got hurt at an activ-
ity? Did she need insurance? 

Introduction

Claire has reason to feel overwhelmed. Coming together to solve 
community problems is an exciting adventure, but the enthusiasm of 
a new venture is often accompanied by fear and confusion. This can 
be especially true when significant legal matters are involved. This 
book will explore many of the legal issues that people face when estab-
lishing nonprofit organizations. Recognizing that most of this book’s 
readers will not have formal legal training, the author seeks to de-
scribe legal issues from the point of view of nonprofit managers and 
directors, in terms of situations they commonly face. 
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at least two people agreeing to act for a common, nonprofit purpose is 
considered a UNA.2 Although it has not filed any formal documents 
with the state, a nonprofit association is a legal “person,” that is, it can 
own property and sue (or be sued) separate from its members.3 This 
means that, if K-Child was a UNA, Claire could open a checking ac-
count and enter into contracts in K-Child’s name instead of her own. 
Even better for someone like Claire, K-Child’s status as a UNA would 
limit her liability for the organization’s obligations.4 

A person is liable (or has liability) if she may be held legally respon-
sible to another person or to society.5 Liability is an important idea in 
the law. If there is a lawsuit and a jury finds that a person is liable, the 
court can order that person to pay money to another person. As long 
as Claire tells the people she deals with that she is acting on behalf of 
K-Child, and not herself individually, she should not be liable for its 
debts.6 

A 2011 revision to the Arkansas UNA statute goes a step further and 
establishes default governing rules that will apply to a UNA that has 
not adopted policies of its own on the topics covered.7 If K-Child were 
functioning as a UNA, but had no practice or policy for the removal of 
members, for example, the new statute provides that it must have ap-
proval of its members to admit, suspend, dismiss or expel a member.8 
The revision also gives each member one vote and establishes that ap-
proval of a matter by members requires an affirmative majority of the 
votes cast at a meeting of the members.9 A UNA can adopt governing 
principles that differ from the statute. 

(3) of the Internal Revenue Code states that “no part of the net earn-
ings . . . inures to the benefit of any private shareholder or individual.” 
This means that no part of the net earnings of the organization may be 
used to benefit a private shareholder or individual. A nonprofit may 
earn a profit and may even engage in commercial activities. For exam-
ple, the Girl Scouts may sell cookies and the Red Cross may buy, sell, 
and hold real estate. Profits or earnings from these endeavors must 
be used in a way that furthers the nonprofit purpose of the organiza-
tion. Nonprofit status is conferred by the State, but to be recognized as 
exempt from income tax, an organization must apply to the Internal 
Revenue Service (IRS).

This guide is written primarily for the incorporated nonprofit chari-
table organization that qualifies for tax-exempt status under Internal 
Revenue Code (IRC) section 501(c)(3). Unless otherwise indicated, 
the author uses the terms “nonprofit”, “organization” and “exempt 
organization” interchangeably to refer to 501(c)(3) exempt nonprofits. 
Readers should be aware that there are many other varieties of non-
profit entities, most of which are not addressed in this book.

Like most charitable groups that intend to solicit donations from the 
general public, K-Child will probably choose to incorporate and ap-
ply for IRS recognition of its 501(c)(3) status. It is possible, however, to 
operate as a nonprofit under a less formal structure. 

Creating an Unincorporated Nonprofit Association
Under Arkansas law, K-Child could become an unincorporated non-
profit association (UNA) without taking any formal steps. A group of 
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tions, and other donors may be unfamiliar with UNAs and, therefore, 
more comfortable giving to organizations that have incorporated. 
Similarly, banks and other businesses may be disinclined to deal with 
unincorporated groups. For these reasons, an organization like K-
Child that intends to seek funding and expand its services usually 
will incorporate.

This is the point at which many groups like K-Child begin to wonder 
whether they need the services of an attorney. While it is certainly 
possible to establish a tax-exempt nonprofit corporation without legal 
assistance, an attorney who is knowledgeable about nonprofit issues 
can be a big help. Incorporating as a nonprofit involves drafting ad-
equate articles of incorporation and filing with the Arkansas Secre-
tary of State. After incorporating, most nonprofits seek recognition 
of their tax-exempt status from the IRS, a process that is considerably 
more complicated than incorporation. Legal representation, while not 
strictly necessary, can ease the burden of dealing with the IRS and 
free the group to attend to the many tasks inherent in getting a new 
nonprofit off to a good start. 

Drafting and Filing Articles of Incorporation
To incorporate as a nonprofit, K-Child will need to draft articles of 
incorporation and file them with the Arkansas Secretary of State. 
Under Arkansas law, the articles of incorporation must include: 
•	 the name of the organization, 
•	 the name and address of the corporation’s incorporators, 
•	 a statement as to whether the organization will have members 	
	 (see discussion of membership below),

While several people have volunteered to help K-Child achieve its 
goals, it is not clear that anyone other than Claire can be considered 
a member of the organization.10 For this reason, it is a good idea for 
Claire to undertake some formal steps so that everyone can be sure 
that K-Child is clearly a UNA under Arkansas law. First, she should 
contact the other potential members and discuss the overall purpose 
of the organization. Then, they should put their understanding in 
writing, stating the organization’s name, describing its purpose, list-
ing its members, and stating what property belongs to the association. 
This organizing document does not need to have any particular name, 
but it may be called the “Articles of Association,” or “Constitution.”11 
It should be signed and dated by at least two members.12 Because 
Claire’s organization already has significant funding and numerous 
volunteers, she may want to engage an attorney to help K-Child come 
up with a more detailed organizing document. 

State and Federal laws allow an organization like K-Child to operate 
as a UNA, but most choose to incorporate. The incorporation process 
is described below.

Incorporating as a Nonprofit 
Although K-Child could continue to operate as a UNA, it probably 
will decide to become a corporation, a more formal structure that 
adds stability and credibility to the organization. One advantage 
of incorporation is that the law of corporations is better developed 
than the law of UNAs. Consequently, an incorporated nonprofit has a 
clearer legal position and its directors, officers and members are more 
likely to be insulated from liability. Foundations, for-profit corpora-
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initial directors of the newly formed corporation should hold an 
organizational meeting.17 The purpose of this meeting is to elect 
officers, adopt bylaws and conduct any other necessary business. 
If initial directors are not named in the articles of incorporation, 
then the incorporators should elect a board of directors, which will 
then proceed to conduct the necessary business. The directors need 
to choose an “accounting year” and authorize bank accounts and 
signatories, the filing of documents necessary to obtain tax-exempt 
status, and other actions necessary to begin operations. 

An organization’s “accounting year” or “fiscal year” is the annual 
period that the organization uses for computing its income and 
keeping its books. Thus, the organization should choose an ac-
counting year that corresponds with its natural cycle of financial 
activity. The organization can choose the normal calendar year, 
which would mean an accounting year that begins January 1 and 
ends December 31, or it can choose another 12-month period that 
ends on the last day of any month other than December. 

Arkansas Reporting Requirements
Reporting to the Secretary of State
A law passed by the 2007 General Assembly requires nonprofit 
organizations to make an annual disclosure to the Secretary of 
State.18 By August 1 of each year, K-Child must file a statement 
with the Arkansas Secretary of State that provides the following 
information:
•	 The name of the corporation,
•	 The corporation’s place of incorporation,

•	 an explanation of how the organization’s assets will be  
	 distributed if it shuts down, 13 and 
•	 the name and address of the corporation’s first registered 	
	 agent.14

The Articles may also include:
•	 a statement of the organization’s purpose,
•	 the names and addresses of the initial directors, and
•	 provisions related to the management and governance of the 	
	 organization.15

The Articles must declare whether the organization is a public ben-
efit, mutual benefit, or religious corporation.16 Usually a nonprofit 
that intends to seek recognition of 501(c)(3) tax status will be either 
a public benefit or religious corporation. A mutual benefit corpora-
tion is an organization such as a trade association or chamber of 
commerce that exists primarily to advantage its members. Since K-
Child’s purpose is to serve the children of Little Dipper and it is not 
a religious organization, it is a public benefit corporation.

The office of the Arkansas Secretary of State is a useful resource for 
developing nonprofits. Its website offers general information about 
nonprofit corporations and accommodates on-line filing of articles 
of incorporation. Articles of incorporation also may be filed at the 
Secretary of State’s office in the Arkansas State Capital Building, 
room 256. There is a filing fee.

Holding an Organizational Meeting
Once the articles of incorporation are filed, the incorporators or 
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upon application to the Attorney General, be permitted to file its 
tax or information return within six months after the close of its 
fiscal year.  If a charitable organization files a form 990EZ or 990-
N, it must also submit additional information on forms provided 
by the Attorney General.  A charitable organization with gross 
revenue in excess of five hundred thousand dollars in any fiscal 
year must include an audit report of a certified public accountant 
with its submission of the tax records or annual report.

Each contract between a charitable organization and profession-
al fundraiser must be in writing and submitted to the Attorney 
General prior to the performance of any material services.  All 
paid solicitors and fundraising counsel must also be registered 
with the Attorney General.  The charitable organization must file 
a copy of the contract with the Attorney General prior to the per-
formance of any material services.  The contract must contain 
specific provisions, including the particular services the fund-
raising counsel is to provide and the manner of compensation.

All organizations that solicit donations from the public at large 
for a charitable purpose are required to register.  If a corporate 
charity or private foundation does not solicit donations, it does 
not fall under the registration statute, and would not be required 
to register.  In general, if a corporate foundation does not solicit 
from the public, but merely serves to maintain and facilitate cor-
porate benevolence, no registration is required.  Also, it need not 
register if it solicits donations only from its own employees.  IRS 
regulations require a foundation to send a copy of its 990-PF to 

•	 The name and address of the corporation’s registered agent 	
	 for service of process,
•	 The address of the corporation’s principal office,
•	 The names of the corporation’s principal officers, and
•	 The names and addresses of the corporation’s directors.19

If a nonprofit fails to file this statement within sixty (60) days 
after it is due, the Secretary of State is authorized to commence a 
proceeding to dissolve the corporation.20

Registration with the Attorney General
Charities that solicit donations in Arkansas must register with 
the Consumer Protection Division of the Office of the Attorney 
General, save for certain types of organizations that are exempt.  
These include churches, accredited educational institutions, 
governmental organizations, and small, volunteer-run organi-
zations.  The purpose of the registration is to protect the public 
from fraudulent fundraising activities.  The Consumer Protec-
tion Division collects information about charities, such as the 
purpose of the organization, how much money it has raised, how 
much it spent fulfilling its charitable mission, the amount spent 
on administrative costs, and the amount spent on fundraising 
expenses.

Charitable organizations that solicit in Arkansas must file An-
nual Reports, along with copies of all tax or information returns 
on or before May 15th of each year.  If a charitable organization 
maintains its books other than on a calendar year basis, it may, 
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ticipants with no power to elect the board of directors or otherwise 
participate in governance. For example, a nonprofit athletic club may 
charge “membership” dues to use its facilities, but not afford such 
members a vote. For the sake of clarity, it is better to find a term other 
than “member” to describe such persons. At a minimum, the organi-
zation should make it clear that these are non-voting memberships. 

In most nonprofits without members, the board of directors is self-
perpetuating, meaning that the board members themselves elect the 
board. For this system to work well, most boards will need to make 
an ongoing effort to recruit new members and otherwise provide for 
a turnover of power.

Tax-Exempt Status
As it now stands, K-Child may have to pay income taxes on money 
that the organization receives. In addition, anybody who makes a gift 
to K-Child will not be able to deduct the donation from his or her fed-
eral or state income taxes. Of course, both of these issues could make 
it much harder for the organization to raise money, do its work, and 
achieve its goals. For these reasons, K-Child should seek IRS recogni-
tion of its tax-exempt status immediately.

Private Foundations and Public Charities
Federal tax law differentiates private foundations from public char-
ities. Essentially, a charitable organization that does not qualify as a 
public charity is considered a private foundation. The primary dif-
ference between the two types of organizations is in the degree of 
public involvement. 

the Arkansas Attorney General.

More information about charitable registration is available on 
the Arkansas Attorney General website.

Deciding Whether to Have Members
Some nonprofits choose to have members; others do not. The primary 
reason for members is to allow a large number of people to be in-
volved in the governance of the organization by electing the board 
of directors and deciding other major issues. Members of a nonprofit 
organization may be compared to shareholders in a for-profit, but 
they do not hold stock and they do not really own the organization. 
If anybody can be said to “own” a nonprofit, it is the public served 
by the organization. Members and directors represent the interests of 
that public.

Membership can be a good way to build support for the mission of 
the organization, but only if members are motivated to stay informed 
and play a meaningful role. Recruiting members and keeping them 
informed and involved can be time-consuming and expensive. A 
membership organization should have a good plan for keeping up 
with members and ensuring that they are involved enough to take 
their role, including election of the board of directors, seriously. The 
Arkansas Nonprofit Corporation Act of 1993 requires a nonprofit cor-
poration to maintain a membership list, including an address for each 
member and the number of votes to which each member is entitled.25 

Some organizations have “members” who are actually donors or par-
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of 501(c)(3) status from the IRS. 

K-Child will apply for tax-exempt status by using IRS Form 1023. 
Before K-Child may complete Form 1023, though, it must obtain 
an Employer Identification Number (EIN) from the Internal Rev-
enue Service.27 An Employer Identification Number is an organi-
zation’s account number with the IRS, similar to an individual’s 
Social Security Number. It is needed even if K-Child does not plan 
to have any employees.28 K-Child can apply for an EIN by calling 
1-800-829-4933, submitting Form SS-4, or visiting the IRS website 
at www.irs.gov.29

At twenty-eight pages long, Form 1023 is rather complicated, seek-
ing information regarding the nonprofit’s structure, operations, fi-
nances, fundraising activities, and membership.30 It also requires 
that an organization’s organizing document contain a “Purpose 
Clause” and a “Dissolution Clause.”31 Many nonprofits seek an at-
torney to help them obtain tax-exempt status, often the same attor-
ney who helped to draft the organizing documents. Once the IRS 
issues a Tax Determination Letter, the nonprofit may also apply for 
an exemption from Arkansas income taxes using Form AR1023CT, 
a form much shorter than the federal version.32

What is the IRS looking for when it reviews Form 1023? In recent 
years, the IRS has taken a heightened interest in nonprofit gover-
nance. In training materials developed in 2009 to update IRS ex-
empt organization examination agents, determinations special-
ists, tax law specialists and managers on governance of tax-exempt 

Most private foundations are funded by one source, such as a fam-
ily or a corporation. They derive their income mainly from invest-
ments and they make grants for charitable purposes. A private 
operating foundation operates its own programs instead of, or in 
addition to, funding the programs of other organizations.

Public charities generally are supported by donations from the 
public, including individuals, foundations, and government enti-
ties. Because public charities depend on the public for support, the 
IRS expects them to be subject to public scrutiny. Therefore, they 
are subject to fewer restrictions than private foundations. Also, for 
purposes of federal income tax, the deductibility of contributions to 
private foundations is more limited. Like most organizations that 
intend to seek donations from the public and carry on charitable 
programs, K-Child undoubtedly will want to be recognized as a 
public charity rather than a private foundation. 

Attaining Tax-Exempt Status
An organization may be exempt from state and federal income tax 
if it is organized and operated “exclusively for religious, charitable, 
scientific, testing for public safety, literary, or educational purposes, 
or to foster national or international sports competition…or for the 
prevention of cruelty to . . . animals.”26 Exempt nonprofits are com-
monly called “501(c)(3) organizations” because of the section of the 
U.S. tax code where the exemption is found. Because it is organized 
for the purpose of educating children about good nutrition and 
physical activity, K-Child will probably qualify under section 501(c)
(3). Both UNAs and incorporated nonprofits may seek recognition 
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boards may have a more difficult time getting down to business and 
making decisions. If an organization’s governing board is large, the 
organization may want to establish an executive committee with 
delegated responsibilities or advisory committees.

Composed of primarily independent members
Irrespective of size, a governing board should include independent 
members and should not be dominated by employees or others who 
are not, by their very nature, independent individuals because of 
family or business relationships. The Internal Revenue Service re-
views the board composition of charities to determine whether the 
board represents a broad public interest, and to identify the poten-
tial for insider transactions that could result in misuse of charitable 
assets. The Internal Revenue Service also reviews whether an or-
ganization has independent members, stockholders, or other per-
sons with the authority to elect members of the board or approve or 
reject board decisions, and whether the organization has delegated 
control or key management authority to a management company 
or other persons.

Structure: who is governing the organization?
The directors or trustees, provided they have voting rights, are 
members of the governing body, who are in charge and govern the 
organization’s affairs. Members of advisory boards that do not have 
voting rights (thus do not exercise any governing authority over the 
organization) are not considered directors or trustees.

One of the most important functions of the board is keeping the 

organizations, the IRS identified the following “areas of interest.” 
These areas of interest, though not requirements for exemption, are 
instructive as to what the IRS is looking for from a 501(c)(3) orga-
nization.

Active and engaged
The Internal Revenue Service encourages an active and engaged 
board and believes that it is important to the success of a public 
charity and to its compliance with applicable tax law require-
ments. Governing boards should be composed of persons who 
are informed and active in overseeing a charity’s operations and 
finances. If the governing board tolerates a climate of secrecy or 
neglect, there is concern that charitable assets are more likely to be 
diverted to benefit the private interests of insiders at the expense 
of the public and charitable interests. Successful governing boards 
include individuals who are not only knowledgeable and engaged, 
but selected with the organization’s needs in mind (e.g., accounting, 
finance, compensation and ethics).

Appropriately sized
Attention should also be paid to the size of the board ensuring that 
it is the appropriate size to effectively make sure that the organiza-
tion obeys tax laws, safeguards it charitable assets, and furthers its 
charitable purposes. Very small or very large governing boards may 
not adequately serve the needs of the organization. Small boards 
run the risk of not representing a sufficiently broad public interest 
and of lacking the required skills and other resources required to 
effectively govern the organization. On the other hand, very large 
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Child is conducting its affairs in a manner that furthers the purpose 
for which it was organized, educating children about good nutrition 
and physical activity. They are also designed to discourage K-Child 
from engaging in activities that cause K-Child to look more like a 
for-profit company than an organization with a charitable purpose.

IRS Form 990; Notice Under the Pension Protection Act of 2006
Most tax-exempt organizations must file an annual Form 990. 
Form 990 is often called an “informational return,” as it requires 
the organization to provide the IRS with information about its re-
ceipts, disbursements, expenses, and all other information required 
under section 6033 of the IRC. Form 990 is not a typical tax return, 
in that it is not used by the IRS to determine the amount of tax 
owed. Rather, it is a mechanism by which the IRS is reassured that 
K-Child and other nonprofits deserve to keep the tax-exempt status 
that they have been granted.

The following tax-exempt organizations do not have to file a Form 
990: (1) “churches, their integrated auxiliaries, and conventions 
or associations of churches;” (2) certain organizations that are not 
private foundations and whose yearly gross receipts normally do 
not exceed $5,000; and (3) “the exclusively religious activities of any 
religious order.”34 The IRS also has the discretion to exempt other 
organizations from this filing requirement, and it has done so by in-
creasing the $5,000 yearly gross receipts limit to $25,000 for many 
tax-exempt organizations that are not private foundations.35

Even though there are several organizations that do not have to file 

resources and efforts focused on the charity’s mission. This requires 
the board to have an adequate understanding of the organization’s 
programs, people, and resources available to achieve the organiza-
tion’s goals. Successful governing boards include individuals who 
are not only knowledgeable and engaged, but selected with the or-
ganization’s needs in mind (e.g., accounting, finance, compensation 
and ethics).

Are the meetings documented?
The Service encourages the organization to take steps to ensure that 
every meeting held and written actions taken by its governing body 
and committees with authority to act on behalf of the governing 
body are documented.

Policies and practices
The Internal Revenue Code does not require charities to have gov-
ernance and management policies; however, the Service reviews an 
organization’s application for exemption and annual information 
returns to determine whether the organization has implemented 
policies relating to conflicts of interest, whistleblower claims, docu-
ment retention and destruction policies, compensation, and invest-
ments.33

Keeping Tax-Exempt Status
After attaining tax-exempt status, K-Child will be subject to certain 
federal requirements and restrictions with which it must comply in 
order to maintain its tax-exempt status. These requirements and re-
strictions have similar objectives. They are designed to ensure that K-
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her control over the organization. Examples of a disproportionate 
benefit are paying excessive compensation to one of K-Child’s of-
ficers or making a below-market rate loan to one of K-Child’s board 
members. Under the inurement limitation, if an insider receives a 
disproportionate benefit, the only sanction is a severe one, revoca-
tion of the organization’s tax-exempt status. 

Because of the severity of the sanction, the IRS historically did not 
enforce the inurement limitation very often. There was a concern 
that an organization would have to suffer a disproportionately se-
vere punishment for a small inurement violation. Things changed 
in 1996 when section 4958 was added to the Internal Revenue Code. 
Section 4958 is known as “intermediate sanctions” legislation be-
cause it creates a middle ground between no sanction and the ul-
timate sanction (revocation of tax-exempt status) for violation of 
the inurement limitation. Rather than revoking an organization’s 
tax-exempt status for engaging in an inurement transaction, sec-
tion 4958 imposes a lighter penalty, an excise tax. 

This is how it works. The IRS may impose an excise tax on any in-
sider who received an excess economic benefit and on any organiza-
tion manager or director who approved the transaction knowing it 
was improper. The individual who received the excess benefit must 
return it, plus interest, to the organization. In addition, the indi-
vidual must pay an excise tax to the IRS. Generally, the excise tax is 
equal to twenty-five percent of the excess benefit, but under certain 
circumstances, such as when the benefit is not returned promptly, 
the IRS may impose an additional tax equal to two hundred percent 

a Form 990, the Pension Protection Act of 2006 (the “PPA”) created 
new notification requirements for organizations whose yearly gross 
receipts normally do not exceed $25,000.36 Under section 1223 of 
the PPA these organizations must provide, in electronic form, the 
following information: (1) the legal name of the organization; (2) 
any name under which the organization operates or does business; 
(3) the organization’s mailing address and website address (if it has 
one); (4) the organization’s taxpayer identification number; (5) the 
name and address of a principal officer; and (6) evidence of the con-
tinuing basis for the organization’s exemption from the Form 990 
filing requirement in section 6033 of the Internal Revenue Code.37

The Act also describes the penalty for an organization’s failure to 
file a Form 990 or failure to comply with the Act’s notification re-
quirements. If an organization does not comply with the Form 990 
or notification requirement for three consecutive years, the organi-
zation’s tax-exempt status will be revoked.38 An organization whose 
status is revoked must re-apply if it wants to have its tax-exempt 
status reinstated.39 

Section 4958 Intermediate Sanctions 
As mentioned above, IRC section 501(c)(3) states that “no part of the 
net earnings of [a tax-exempt organization may inure] to the benefit 
of any private shareholder or individual.” This restriction is often 
referred to as the inurement limitation. The inurement limitation 
addresses transactions between an organization and “insiders,” 
such as founders, directors, and officers. Inurement occurs when 
the insider receives a disproportionate benefit as a result of his or 
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zations have been more inclined to pay higher salaries to their offi-
cers and directors, since now they know how to determine whether 
compensation is reasonable or excessive.

Unrelated Business Income Tax
Despite the misleading label “tax-exempt,” nonprofits often are sub-
ject to taxation, such as sales taxes, property taxes and the unrelat-
ed business income tax (UBIT), which is imposed on income from 
business activities regularly carried on by an exempt organization 
and not substantially related to the organization’s tax-exempt pur-
pose. This is a complex area of the law. The following information is 
intended to provide nonprofit officers, directors and managers with 
a general overview of basic principles to help determine whether 
they need legal advice. 

Regularly carried on
A business activity is considered regularly carried on if it demon-
strates frequency and continuity. For example, K-Child might sell 
cute children’s workout clothes at an annual community festival 
to raise funds while promoting healthy lifestyles. Since the sale 
happens only once a year, the IRS probably would not consider 
it to be the regular conduct of a business. If, on the other hand, 
K-Child sold the same clothes year-round, the activity would be 
“regularly carried on” and would be taxable unless it meets the 
IRS definition of a “related” activity. 

Related and unrelated business activities
A business activity is considered related if it makes an important 

of the benefit.40 The IRS may impose a tax equal to ten percent of the 
excess benefit on any officer, director, or trustee of the organization 
if she knowingly allowed the organization to engage in the transac-
tion; however, she will not be subject to the penalty if she can show 
that her involvement in the transaction was “not willful and [was] 
due to reasonable cause.”41

A significant aspect of the section 4958 intermediate sanctions is 
that they apply to anyone considered a “disqualified person.” An 
individual with a formal title, such as chairman of the board of di-
rectors, is a disqualified person. But, additionally, someone without 
a formal title, yet still in a position to exert substantial control over 
the organization, is also treated as a disqualified person.42 Further-
more, the family member of a disqualified person is treated as a 
disqualified person for purposes of imposing the penalty, as well 
as certain entities in which a disqualified person owns more than a 
thirty-five percent interest.43

While the section 4958 intermediate sanctions appear daunting 
and penalty-oriented, most tax-exempt organizations appreciate 
section 4958 and its regulations. Before section 4958, an organiza-
tion had no way to know whether a particular compensation pack-
age would be considered excessive compensation, in violation of 
the inurement limitation. The section 4958 Treasury Regulations 
describe a process that, if followed, will assure the organization that 
the payments it makes to a disqualified person, if such payments 
are part of a compensation package, will be presumed not to be an 
excess benefit transaction.44 As a result of these regulations, organi-
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Lobbying and Political Activity
A 501(c)(3) nonprofit may engage in only an insubstantial amount 
of lobbying and may not engage in political activity. The IRS takes 
these prohibitions seriously; a nonprofit that wants to influence leg-
islation or participate in electoral politics should seek legal advice. 

A 501(c)(3) organization may engage in no more than an insubstan-
tial amount of lobbying, which can be defined as directly or indi-
rectly attempting to influence legislation, including acts of Con-
gress, state legislatures, city councils, and other governing bodies. 
There are exceptions to the general prohibition against these activi-
ties, such as sharing the results of nonpartisan research and provid-
ing technical advice in response to a written request from a govern-
ing body. In deciding whether lobbying was a substantial part of a 
nonprofit’s activities, the IRS looks at factors such as the amount of 
compensated and volunteer time involved and the relative amount 
of the organization’s budget that was associated with lobbying. A 
501(c)(3) nonprofit that wants to lobby should consider establishing 
a related organization with a tax status that allows these activities. 
Alternatively, some organizations may elect to qualify under sec-
tion 501(h), which allows an organization to conduct more than an 
insubstantial amount of lobbying. Election involves submitting IRS 
Form 5768 and complying with additional regulations and report-
ing requirements. 

A nonprofit may be fined or may lose its 501(c)(3) status by directly 
or indirectly engaging in any political activity. A 501(c)(3) non-
profit may not contribute to or otherwise participate in political 

contribution to advancing the exempt purposes of the organiza-
tion. Whether an activity is related is considered on a case-by-
case basis by examining, for example, the size and extent of the 
activities involved in relation to the extent of the exempt func-
tions that they serve. This determination can be difficult, as it 
involves a complex and changing area of tax law. Generally, but 
not always, activities conducted by volunteers are deemed to be 
related.

If the purpose of the business activity is to earn money rather 
than furthering the organization’s programs, it is unrelated even 
if the money earned is used for exempt purposes. For example, if 
K-Child were to develop membership mailing lists and regularly 
sell the lists to business firms, the proceeds probably would be 
taxable. The sales themselves would not contribute substantially 
to K-Child’s mission, even though the proceeds would be used to 
fund exempt activities. By contrast, if K-Child operated a booth 
at Little Dipper Elementary School selling healthy snacks and 
distributing nutrition flyers geared toward children, the activity 
should be considered related and not subject to income tax. 
 
UBIT exemptions
One of the complicated aspects of UBIT law is that there are 
several exemptions or exclusions, activities to which UBIT does 
not apply. For example, a business activity in which the work is 
performed mostly by uncompensated volunteers usually will not 
create UBIT liability. This exemption is useful in avoiding taxa-
tion on the proceeds of fundraising events.
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campaigns. Although it may take a stand on a public policy issue, 
it may not do so in a way that endorses a particular candidate. Pub-
lic forums and other events where candidates are invited to speak 
should be designed in such a way that a sponsoring nonprofit does 
not inadvertently promote a candidate or participate in a prohibited 
activity. The IRS offers a free publication aimed at churches that 
discusses lobbying, political activity and related issues in a way that 
is applicable to all 501(c)(3) organizations.45

Low-Profit Limited Liability Companies 
Some states have enacted legislation allowing for the formation of 
a new form of business that operates primarily to achieve a socially 
beneficial objective. The low-profit limited liability company (L3C) 
is intended to provide a structure that will encourage investment in 
socially beneficial enterprises. Like any other business, an L3C is in-
tended to be profitable, but, like a nonprofit, the primary focus of an 
L3C is to benefit the public.46 In essence, the L3C is a hybrid intended 
to overcome the barriers to social enterprise created by the traditional 
for-profit and nonprofit models. While the L3C promises the benefits 
of for-profit and nonprofit entities (monetary return on investment 
plus charitable mission), it poses the challenges inherent in combin-
ing a commercial motive with a charitable mission.47 Arkansas has 
not yet passed low-profit limited liability legislation, but the Arkansas 
L3C is something to watch for in the future.48 

[Endnotes]
1	  See Henry B. Hansmann, Reforming Nonprofit Corporation Law, 129 U. Pa. L. Rev. 497, 501 (1981).
2	  Ark. Code Ann. § 4-28-501(2) (Repl. 2001).
3	  Ark. Code Ann.  §§ 4-28-504, 506 (Repl. 2001).
4	  Ark. Code Ann. § 4-28-506 (Repl. 2001).
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CHAPTER 2

The Nonprofit Board of Directors

K-Child, Inc., is Born
Mayor Hightower suggested that Claire talk to an attorney about the 
advantages of incorporating and getting recognition of tax exempt sta-
tus from the IRS. Claire asked around and got the name of Sandy Stone, 
a local attorney who was familiar with legal issues related to nonprofit 
organizations. A few days later, Claire and Sandy met for breakfast at 
Dipper Diner on the Little Dipper town square. The two hit it off and 
Sandy was able to answer Claire’s questions and explain the process of 
establishing a tax exempt nonprofit corporation. 

Claire decided to invite people interested in the project to meet and talk 
about whether they should incorporate K-Child and apply for tax ex-
empt status. On the appointed date, the group gathered in the spare 
office offered by Reverend Bailey. Claire reviewed what she had learned 
from Sandy about the advantages of incorporation and the importance 

38	 Id. at § 1223(b)(1).
39	 Id. at § 1223(b)(2).
40	 26 U.S.C. § 4958(a)(1), (b) (2006). 
41	 26 U.S.C. § 4958(a)(2) (2006).
42	 26 U.S.C. § 4958(f)(1) (2006).
43	 Id.
44	 See generally Treas. Reg. § 53.4958-6.
45	 IRS.gov, Charities and Non-Profits:Tax Guide for Churches and Religious Organizations, available at www.irs.gov/

charities/churches/ 
 index.html (last visited September 15, 2011).

46	 Carter G. Bishop, The Low-Profit LLC (L3C): Program Related Investment by Proxy or Perversion?, 63 Ark. L. 
Rev. 243 (2010).

47	 Id. at 243.
48	 An L3C may be formed in a state with an L3C statute and operated in Arkansas.
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pose a slate of candidates. Zoey, who liked to write and had served on 
other nonprofit boards, promised to draft some bylaws for the others to 
consider. The three arranged to meet again in two weeks. 

In the meantime, Tim and Claire talked to prospective board members. 
Some had never served on a nonprofit board and asked lots of ques-
tions. What was the purpose of the K-Child board? What were directors 
expected to do? Would they have legal responsibilities and liabilities? 
Sandy provided Tim and Claire with some basic information on the 
role and responsibilities of the nonprofit board to support their recruit-
ment efforts. 

Introduction

If K-Child is to prosper, Tim and Claire will need to take their recruit-
ment duties seriously. Nothing is more important to the success of a 
nonprofit organization than a highly motivated, well-informed, active 
board of directors. The first step to having a great board is thoughtful 
recruiting. That means the organization will determine what skills 
and attributes it needs on the board and then look for people who 
match those requirements. Prospective directors should be informed 
about the responsibilities of board membership, the programs of the 
organization, and what will be expected of them if they are selected 
to serve.

Role of the Nonprofit Board
The role of a nonprofit board of directors is to safeguard the public 
trust by providing effective governance for the organization. Non-

of being recognized as tax exempt. The group decided K-Child should 
pursue both. 

Luckily, Little Dipper is blessed with numerous active, community-
minded citizens. One of them is Tim McSwain, the town’s fire chief who 
also runs the little league (the “Little Dipper League,” to be exact). An-
other is Zoey Wright, a retired school teacher and the owner of Little 
Dipper Doggy Daycare. Tim and Zoey together volunteered to help 
Claire draft the Articles of Incorporation. They also agreed to serve as 
incorporators and initial directors. 

Meeting the following week, Claire, Tim, and Zoey had to make some 
initial decisions in order to draft the Articles. They all liked the name 
K-Child and came up with the following statement of purpose: to im-
prove nutrition, fitness, and general health among the students at Little 
Dipper Elementary School. They agreed that K-Child would not have 
members. When the Articles were completed, Claire filed them with the 
Arkansas Secretary of State and paid the required filing fee. K-Child, 
Inc., was born. 

After incorporating, Claire invited Tim and Zoey to join her for an or-
ganizational meeting. Reviewing a proposal from Sandy, they decided 
to hire her to help them get tax-exempt status from the IRS. Tim volun-
teered to work with Sandy during that process. The three incorporators 
agreed that they needed to expand the board of directors in order to 
provide for effective governance of K-Child. Claire, Tim and Zoey de-
cided that twelve directors, including themselves, would be a good start. 
Tim and Claire volunteered to interview community members and pro-
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profit corporations and the legal standards are basically the same. 

The Duty of Loyalty
The duty of loyalty requires directors to act at all times in the best 
interest of the organization and always put the organization’s in-
terests above their own. To ensure that directors comply with the 
duty of loyalty, a nonprofit should establish policies and procedures 
to address potential conflicts of interest between the organization 
and its directors. 

A conflict of interest is created when a discussion or action of the 
board might result in a direct personal benefit to a director or cre-
ate a situation in which the director’s loyalties might be divided. 
The Arkansas Nonprofit Corporation Act of 1993 defines a conflict 
of interest as a transaction with the corporation in which a direc-
tor has either a direct or indirect interest.2 A direct interest would 
involve a potential loss or benefit to the director herself. An indirect 
interest occurs when another entity in which the director has an 
interest is a party to the transaction.3 Examples of direct or indirect 
interests include: a director serves on the board of two nonprofits 
that are competing for the same grant or contract, an organization 
is accepting bids for construction of low-income housing and one 
of its directors works for a contractor that is interested in the job, 
a nonprofit’s insurance agent serves on its board (the agent has a 
direct interest in decisions involving insurance), and a director’s 
friend or family member applies for a job with the organization. 
If a nonprofit organization cannot determine whether a director 
has a conflict of interest concerning a particular matter, it may be  

profits occupy a privileged position in our society. Generally, they 
are exempt from income tax and enjoy other significant benefits. The 
tradeoff is that nonprofits exist to serve the public, not to generate 
profits for individuals. A nonprofit organization should hold itself to 
the highest standards of legal and ethical behavior. While everybody 
concerned – board, staff and volunteers – carries this responsibility, 
the board of directors sets the standard and oversees compliance with 
it. 

Legal Duties of the Nonprofit Board
Prospective board members may ask Tim and Claire about what the 
law expects of nonprofit board members. How much are directors 
expected to know about the finances and day-to-day running of the 
organization? Will directors be held liable if the board makes a poor 
decision or relies on bad advice? Is it permissible for a board member 
to work for another entity that does business with K-Child?

Even seasoned board members are sometimes surprised to learn that 
they have legal duties to the organization and may incur legal liability 
as a result of their board service. It is only fair that potential directors 
have the opportunity to understand and evaluate both the benefits 
and risks of being a member of a nonprofit board. Accordingly, they 
should be educated about their legal obligations before they agree to 
stand for election. 

A director has three legal duties under the Arkansas Nonprofit Cor-
poration Act of 1993: the duty of loyalty, the duty to act in good faith, 
and the duty of care.1 These duties are derived from the law of for-
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others believe the duty of good faith is incorporated into the duty 
of loyalty. 6 When treated separately, the duty to act in good faith 
might be used to impose liability upon a director who recklessly 
misleads members, yet lacks a conflict of interest.7 In other words, 
the director has acted unreasonably but has not violated the duty 
of loyalty. It is unclear whether Arkansas law views this duty as a 
freestanding duty or as an extension of the duty of loyalty. 

The Duty of Care
The duty of care requires a director to act “with the care an ordinar-
ily prudent person in a like position would exercise under similar 
circumstances.”8 Prudent means cautious, careful and sensible. So, 
to the extent that an average, ordinary person would be cautious 
under a certain set of circumstances, a person acting in his role as 
director of a nonprofit organization is expected to conform to that 
standard of care.

As a practical matter, the duty of care means that directors must be 
reasonably informed and participatory. They must pay attention, 
ask questions, and oversee the management of the organization in 
a responsible manner. Directors should review minutes, financial 
statements, audits, plans, policies and other board documents. Ig-
norance is no excuse. In fact, failure to attend meetings and partici-
pate in the decision-making process increases the possibility that a 
director will be held personally liable for an act of the board or the 
organization. 

In discharging the duty of care, a director may rely on information 

prudent to consult an attorney. 

How can K-Child and other nonprofits prevent such conflicts? 
First, they can avoid choosing board members who have obvious 
conflicts, such as close relatives of staff members, those who serve 
on the boards of organizations that compete with them for grants 
or contracts, and individuals who have connections to entities that 
might do business with the organization. Second, they can have a 
comprehensive conflict-of-interest policy.4 A sample conflict of in-
terest policy is provided in Appendix B. Third, each director should 
be asked to complete and sign a conflict-of-interest statement each 
year. Finally, each board member should disclose conflicts of inter-
est when they arise and recuse from discussion and decision-mak-
ing that creates a conflict. 

Another way that directors should exercise their duty of loyalty is 
by not divulging confidential information about the organization. 
The common-sense key to fulfilling the duty of loyalty is to put the 
organization’s interests before personal interests.

The Duty of Good Faith
To act in “good faith” essentially means to be honest, above-board, 
and to act in a reasonable manner.5 For example, to attempt to ma-
nipulate others in service of a secret purpose would not be acting in 
good faith. If a director honestly believes his actions are in the best 
interest of the organization, and tells the truth about his motiva-
tions, he is probably acting in good faith. Some view the duty to act 
in good faith as a duty independent of the duties of care and loyalty; 
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thor has attempted to touch on the board responsibilities most vital 
to compliance with applicable law. The board should carry out all of 
these functions in compliance with the duties of good faith, care, and 
loyalty and with the use of good business judgment. 

Providing for the Recruitment and Training of Board Members
Tim and Claire may be in a hurry to fill K-Child’s board slots, but 
time and effort spent in recruiting the right board members ulti-
mately will benefit the organization’s mission. Before they start re-
cruiting, Tim and Claire should be able to answer some basic ques-
tions such as what the organization intends to accomplish and what 
will be expected of its board members. They should be able to com-
municate their enthusiasm for K-Child’s mission in a few sentences. 
They also need to have a clear understanding of what the K-Child 
board should look like, what characteristics, skills and talents will 
enable the group to fulfill its mission.

Once elected, K-Child board members will need orientation and 
ongoing training. Initial orientation should include: a thorough 
grounding in the history and mission of K-Child; a review of 
governing documents, policies and procedures; a description of 
K-Child’s programs; and a presentation about the purpose, legal 
duties, and role of the board of directors. Board training should 
not stop there. One way for K-Child to develop the knowledge and 
skills of board members would be to set aside some time at each 
meeting for board training, even if only a few minutes. The direc-
tors themselves might volunteer to brush up on specific topics and 
provide a review for their fellow board members.

and opinions provided by certain people the director reasonably 
believes to be reliable and competent, including officers, employees 
of the organization, attorneys, public accountants, and committees 
of the board.9 If the director knows that such reliance is unjustified, 
then acting on the information or opinions provided is acting in 
bad faith.10

The Business Judgment Rule
The business judgment rule applies to nonprofit and for-profit cor-
porations. Under the rule, nonprofit directors generally will not be 
held liable for action or inaction taken in the role of director as long 
as they fulfill their legal duties, acting in good faith and consistent 
with their duties of care and loyalty.11 Directors are not required 
to make the best decision every time, or even a particularly good 
decision. The law recognizes that governance involves a great deal 
of judgment and discretion. Directors are expected to make rea-
sonable efforts to be informed and to follow the organization’s es-
tablished decision-making process. A board can decrease the pos-
sibility of adverse legal consequences of a controversial or difficult 
decision by making a serious effort to inform itself and discussing 
the matter thoroughly before taking a vote. The minutes should re-
flect these activities, so directors can show that they met their duty 
of care.

Functions of the Nonprofit Board
In order to be successful, K-Child’s board will need to understand 
what it is expected to do for the organization. Although not all of the 
possible functions of a nonprofit board are discussed here, the au-



Legal Guide for Arkansas Nonprofit and Volunteer Organizations     3938    Chapter 2       The Nonprofit Board of Directors

Rules of order
One of the first decisions K-Child’s board must make is how it 
will conduct its business as a group. Some nonprofits seem to 
pride themselves on the informality of their decision making. 
The agenda, developed and distributed beforehand, is largely ig-
nored as the meeting gets into full swing. Every voice is heard 
and sometimes several are heard at once! A development com-
mittee report that was allotted fifteen minutes on the agenda 
turns into an extensive discussion of the pros and cons of golf 
tournaments as fundraising events. A meeting that was planned 
for two hours lasts for three; decision-making continues as par-
ticipants with other commitments make their apologies and 
dribble out. Although informal decision-making may work for 
very small groups, the failure to adopt and follow standardized 
rules of order can severely undermine the effectiveness of a non-
profit organization. Too much informality is inefficient and can 
drive orderly, results-oriented people away from an organization.

To avoid that problem, a board should adopt and follow rules 
of order. The Modern Rules of Order by Donald A. Tortorice is 
a good choice for many small and mid-sized boards. Available 
from the American Bar Association (www.abanet.org, click on 
“Web Store”), the Modern Rules are shorter and simpler than the 
better-known Robert’s Rules of Order, but meet the needs of most 
organizations. The Modern Rules would be a good choice for an 
emerging organization like K-Child. 
 

Like most nonprofits, K-Child will probably establish term lim-
its for its board members. Therefore, recruitment of future board 
members will be an ongoing process.

Deciding and Protecting the Organization’s Mission 
Mission is the heart of any nonprofit organization. A clear under-
standing of mission is important to the board, because one of the 
board’s fundamental responsibilities is to ensure that all of the or-
ganization’s resources are used to further the mission. 

Every board member, employee and volunteer should be able to 
express the organization’s mission in a sentence or two, with en-
thusiasm. If donors and other members of the community can do 
the same, that is even better. For this reason, most nonprofits have 
a short, written statement of their mission. A common-sense ap-
proach to creating a mission statement is for the board to discuss 
the organization’s purpose, approach and values, and then to assign 
one or two members to draft several possible mission statements for 
the board to consider. Once the organization has a written mission 
statement, the board should review it annually.

Establishing Governance Policies and Procedures
The board is responsible for creating and abiding by governance 
policies and procedures. Polices generally refer to rules or guide-
lines established by the board, while procedures describe how to 
implement policies.
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bylaws and take responsibility for seeing that the organization 
follows them. For an outline of subjects typically covered in by-
laws, see Appendix C.

Minutes
Like most nonprofits, K-Child probably will elect a secretary 
who will be responsible to see that written minutes of each board 
meeting are prepared, distributed, approved and retained in a 
safe place. Board minutes are important governance documents 
because they document the work and decisions of the board. 
Many nonprofits also retain minutes of committee meetings. 
Boards often assign the task of preparing, distributing and re-
taining minutes to staff members, but the ultimate responsibility 
for these important functions remains with the board.

Code of ethics
All nonprofit boards should consider adopting a policy describ-
ing the ethical principles by which the organization seeks to op-
erate. A sample code of ethics is available from the Independent 
Sector, www.independentsector.org, but no sample should be ad-
opted as is. The organization’s board and staff members should 
be involved in creating a code that reflects the unique values and 
outlook of the organization itself.

Policy manual
Some organizational policies and procedures will be set out in 
separate documents such as bylaws. Others may be imbedded in 
minutes or other documents approved by the board. For exam-

Larger boards may choose Robert’s Rules of Order, a well known 
system of parliamentary procedure. Robert’s Rules offer several 
benefits. They are widely known and accepted. Because they have 
been around a long time, Robert’s Rules have been supplemented 
and revised numerous times and they cover just about any situ-
ation a nonprofit is likely to encounter. Unfortunately, the com-
pleteness of Robert’s Rules creates a burden. They are long and 
complicated; consequently, many groups believe they are using 
Robert’s Rules, but end up with a homegrown variation that is 
confusing and inconsistent. A group using Robert’s Rules should 
consider appointing a parliamentarian who will study the Rules 
and help the organization’s leaders use them correctly. The of-
ficial Robert’s Rules of Order website, www.robertsrules.com, is a 
good resource.

Bylaws
Bylaws are a nonprofit’s primary governing document. They es-
tablish the procedures by which the organization will conduct 
its business. Bylaws must comply with state and federal require-
ments, but the law allows substantial leeway for the organization 
to govern and manage itself in a manner appropriate to its mis-
sion and activities. Therefore, an emerging nonprofit should be 
wary of copying the bylaws of another organization or delegating 
the entire task of creating bylaws to an attorney or other outside 
individual. The actual drafting may be done by one person, but 
the entire board should discuss and decide on key provisions 
such as the number of board members, the length of their terms, 
and voting procedures. All directors should be familiar with the 
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and selecting the right chief executive is critical to the success of an 
organization. Therefore, a board may want to seek assistance from a 
paid consultant, board member, or other volunteer who is familiar 
with the hiring process. 

The board should provide its chief executive with clear goals and 
priorities that lend themselves to regular evaluation. The chief exec-
utive also needs ongoing support and cooperation from the board. 
Usually the board chair takes the lead in this function. Alterna-
tively, the board may appoint a small committee to work directly 
with the chief executive.

Participating in Organizational Planning and Evaluation
Planning and evaluation are essential to the responsible use of an 
organization’s resources. In addition, many donors want to know 
what the organization has accomplished. The planning process en-
ables the board to establish measurable goals and objectives that 
support its mission. Evaluation measures progress towards those 
goals and objectives.

Depending on the size of the nonprofit, the requirements of its 
funders, and the complexity of its activities, a nonprofit may need 
to hire a consultant to help with planning and evaluation. This can 
be a good use of organizational funds because donors, particularly 
those who make substantial grants, are often attracted to programs 
that can show concrete, measurable results. Evaluation profession-
als are skilled in structuring an organization’s activities so that re-
sults can be quantified and reported. Although the board may not 

ple, if K-Child’s board decides that the organization will always 
purchase liability insurance to cover injury resulting from a K-
Child event, the directors have made a statement of policy. The 
board and staff will be better able to comply if policies are gath-
ered together in a separate document or manual that references 
the board minutes reflecting their adoption. 

Establishing Management Policies and Procedures
The board’s role in the development of management policies and 
procedures will depend on many factors, including the size of the 
organization and the number of staff. Day-to-day management of 
a nonprofit is generally left to the staff, if there is one. The board, 
however, should exercise final approval over all important policies 
and procedures. An employee handbook, for example, is a criti-
cal document, since employment-related disputes are a common 
source of legal problems. Therefore, the board should approve the 
employee handbook and may want to hire an attorney to review it. 

Recruiting, Advising, Supervising and Evaluating  
Top Management
Hiring a chief executive may be the most important task a board 
undertakes. In addition to following general legal and ethical re-
quirements related to hiring, a nonprofit board has a responsibility 
to hire the very best chief executive available. Toward that end, a 
board should make a careful examination of the state of the orga-
nization and its current needs before beginning a search. Direc-
tors may want to survey compensation packages offered by similar 
groups in order to attract good candidates. Hiring can be complex 
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committee will guide the board of directors in understanding of the 
organization’s financial reports and documents, making it easier for 
the board to maintain financial accountability and transparency.

A nonprofit board should also consider having an annual indepen-
dent audit. Some funders require an audit, which is an examination 
of the financial statements of an organization by a qualified person 
outside of the organization. An independent audit helps to ensure 
that the organization’s financial statements accurately portray its 
financial position. Additionally, an audit adds credibility to the 
organization’s financial statements. If the board decides to hire an 
independent auditor, it should appoint an audit committee or ask 
the finance committee to oversee the process. An audit committee’s 
duties include, but are not limited to: (1) selecting the audit firm, (2) 
reviewing and approving the scope and cost of the audit, (3) keep-
ing a direct line of communication with the auditor, (4) reviewing 
the financial statements provided by the board, and (5) making sug-
gestions for improving the financial statements. 

Arkansas law establishes standards that nonprofit and governmen-
tal organizations must follow when managing and investing in-
stitutional funds.12 For example, a governing board may spend as 
much of an endowment fund as it determines to be prudent, but 
only for the uses and purposes for which the fund was established.13 
When a donor has restricted the use of his donation, the organiza-
tion must comply with the restriction and cannot release it without 
the written permission of the donor or, if the donor is unavailable, 
the permission of a circuit court with jurisdiction over the matter.14 

be directly involved in program evaluation, it must be informed 
enough to ensure that the organization’s resources are used in ser-
vice of its mission. 
 
Assuring the Organization’s Financial Accountability 
Financial “accountability” refers to the idea that an organization’s 
financial activity should be legal, ethical, easy to monitor, and easy 
to understand. A nonprofit receives its tax-exempt status based on 
the understanding that it is dedicated to providing a benefit to the 
public, so it must be able to show that it is using its resources and 
assets in furtherance of its charitable purpose. In order to main-
tain financial accountability, the board of directors should review 
financial reports and policies frequently. The board should review 
financial data with an eye toward ensuring that: (1) officers are not 
misusing funds and resources, (2) officers’ compensation is reason-
able, (3) the organization is being properly managed, and (4) the 
financial objectives are being met.

K-Child, like other nonprofits, will probably need to recruit and 
maintain a finance committee that is familiar with its financial 
records and management systems. The board of a tax-exempt or-
ganization is often made up of people from diverse backgrounds 
with different skills and expertise. Nonprofits tend to look for board 
members who have positions of influence in the community, repre-
sent key populations, and can raise money. However, these people 
do not necessarily have any expertise in the area of financial over-
sight. Nonprofits should make sure that they have some people with 
business and financial skills on the board. A strong, active finance 
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funds to carry out its mission. The board generally sets fundraising 
goals and priorities. The board must also ensure that all fundraising 
on behalf of the organization is done in a manner that is legal and 
ethical. Most fundraising professionals insist that every nonprofit 
board member make an annual financial contribution, on the theo-
ry that it is unseemly to ask for money to support an organization’s 
mission if the board members themselves do not contribute.

Representing the Organization to the Public
Board members are ambassadors of a nonprofit. They should be 
able to talk in a general way about the organization’s mission, pro-
grams and achievements. When a specific issue arises, however, the 
board should identify a spokesperson to discuss that matter with 
the public. This is particularly important if the issue is controversial 
or complex or if the media is involved. No individual board mem-
ber should claim to speak for the organization without authoriza-
tion from the board.

Separating Governance from Management
One of the most damaging things a nonprofit can do is to blur the line 
between governance and management. This issue is particularly chal-
lenging for startups like K-Child, which have officers, directors and 
volunteers, but no staff. To lay a strong foundation for future growth, 
K-Child should distinguish between these two important functions 
right from the beginning. The board of directors governs. Individual 
directors may engage in management functions as volunteers, but 
those activities are separate and apart from their roles on the board.
One effective tool for separating governance from management is a 

This is a complex and changing area of law, so organizations should 
seek expert advice if they have any question about the permissible 
investment or use of institutional funds.

Developing, Approving and Monitoring  
the Organization’s Budget
A budget is a financial plan. In most nonprofits, the board works 
with the staff of the organization to set goals and develop a plan for 
achieving those goals. The plan, when expressed in dollar terms, is 
the organization’s budget. The board should begin to prepare and 
review the budget well before the start of the organization’s fiscal 
year so that there is plenty of time to discuss plans for fundraising 
and spending. Depending on the size of the organization and its 
programs, the board may need to seek input from the staff several 
months before it considers the final budget for approval. Often a 
substantial portion of a nonprofit’s revenues comes from sources 
such as grants and individual donations, which can be difficult to 
predict. For that reason, some organizations develop alternative 
budgets, also called “contingency budgets,” in addition to the ex-
pected budget. Contingency budgets reflect various circumstances 
that the organization may encounter, such as an unusually large 
grant or the loss of past funders. 

Raising Money to Support the Organization
Many nonprofits require each board member to raise a certain 
amount of money each year. Others do not expect their directors 
to be involved in fundraising at all. Nevertheless, it is the respon-
sibility of the board to ensure that the organization has sufficient 
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CHAPTER 3

Theories of Liability and  
The Nonprofit Board Member

Board Work and Worry Begin
The newly-elected K-Child board of directors got together for the first 
time at a reception hosted by Mayor Hightower. Tim and Claire had 
done a great job of recruiting and the three incorporators had a hard 
time choosing nine new directors from a field of twenty-five well-qual-
ified and willing candidates. The directors were a lively group, full of 
energy and enthusiasm and eager to make K-Child a success. They 
chatted excitedly about their vision of the future of Little Dipper, which 
would boast the healthiest children in Arkansas. 

Following the reception, the directors convened their first official meet-
ing. After rigorous discussion, the board adopted the following state-
ment of mission:

comprehensive set of position descriptions for officers, the board, staff 
members, and volunteers. Another is education. Boards should take 
the time to understand governance and how it differs from manage-
ment. This is not merely an intellectual exercise. A board’s deep and 
comprehensive understanding of governance is essential to maintain-
ing a healthy and lawful nonprofit organization. 

[Endnotes]
1	  Ark. Code Ann. § 4-33-830(a) (Repl. 2001). 
2	  Ark. Code Ann. § 4-33-831(a) (Repl. 2001).
3	  Ark. Code Ann. § 4-33-831(b) (Repl. 2001).
4	  See Ark. Code Ann. § 4-33-831 (Repl. 2001).
5	  See, e.g. Ark. Code Ann. § 4-72-202(8) (Repl. 2001).   
6	  Andrew S. Gold, A Decision Theory Approach to the Business Judgment Rule: Reflections on Disney, Good 	
	 Faith, and Judicial Uncertainty, 66 Md. L. Rev. 398, 408 (2007).
7	  Id.
8	  Ark. Code Ann. § 4-33-830(a)(2) (Repl. 2001).
9	  Ark. Code Ann. § 4-33-830(b) (Repl. 2001).
10	 Ark. Code Ann. § 4-33-830(c) (Repl. 2001).
11	 Ark. Code Ann. § 4-33-830(d) (Repl. 2001).
12	 Uniform Prudent Management of Institutional Funds Act of 2006, Ark. Code Ann. § 28-69-801 et seq. 

(Supp. 2011).
13	 Ark. Code Ann. § 28-69-804 (Supp. 2011).
14	 Ark. Code Ann. § 28-69-806 (Supp. 2011).
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through the courts. 

Theories of Liability
The following summaries are not comprehensive and do not take the 
place of legal training. Brief overviews such as these do not examine 
all of the nuances related to these complex legal concepts. This synop-
sis is intended to help nonprofit organizations stay out of legal trouble 
and to realize when they might need the assistance of an attorney. 
 

Contracts
A contract is simply an agreement between two or more parties. 
A party can be either an individual or an organization, such as a 
business or a nonprofit organization. Some contracts, like a purely 
social agreement to meet for lunch, are not legally enforceable. If 
properly formed, business-type contracts are enforceable in a court 
of law. Examples include agreements to buy, sell, lease, or perform 
certain work. Although people often use the word contract to refer 
to a written document, an enforceable contract may be oral, writ-
ten, or even implied from the circumstances. 

Suppose K-Child enters into a contract with Theo. K-Child agrees to 
pay Theo $2,000 to paint K-Child’s facility by the end of the month. 
K-Child pays Theo. At the end of the month Theo has not fulfilled 
his promise to paint K-Child’s facility. K-Child may file suit against 
Theo for breach of contract. Unless Theo has a legal excuse, such as 
fraud or an unexpected event leading to the impossibility of per-
formance, the court probably will hold Theo liable for breach of 
contract. In any event, Theo likely will be liable to K-Child for the 

K-Child promotes the good health of Little Dipper children and youth 
by providing nutritional information and recreational opportunities 
for children, youth and their families.

The mood became serious when Ron Lee, the owner of a Little Dipper 
sporting goods store, Fitness Frontiers, asked about the liability of non-
profit board members. “I’m all for this project. I have kids of my own 
and I sure want to see them get away from those computer games and 
be more active. Still, I have to admit I’m a little hesitant to serve on this 
board. Am I opening myself up to getting sued? I don’t want to lose my 
home, or my business, over this.”

Introduction

Many nonprofit directors are concerned about how their board ser-
vice might hurt them, especially in the pocketbook. Board service is a 
big responsibility and it involves a certain amount of risk. Fortunate-
ly, the law provides the conscientious director with some protection, 
which will be discussed in this chapter. Nevertheless, a good direc-
tor asks questions about legal liability, for his own protection and the 
benefit of the organization. Before jumping into a discussion of risks, 
it will be helpful to discuss the concept of liability itself and review the 
broad legal areas from which liability could arise. 

 
The Meaning of Liability
Liability generally means the state of being obligated or accountable. 
For example, an individual or organization may be liable to perform 
a certain act or to pay money. A legal liability usually is enforceable 
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ways to define “intent,” for legal purposes the focus is on whether 
someone knew or was fairly certain that the particular consequenc-
es would result from his or her conduct. Intent, however, does not 
require intent to cause harm to someone or something. 

For example: Suppose K-Child has organized a 5K run to raise 
money and to encourage the children and adults of Little Dipper to 
be more active. Antonio, a spectator, is waiting at the 2-mile mark 
of the 5K. He is looking for his friend Nancy. When he spots her, 
he decides it would be funny to hit Nancy with a water bottle – not 
to hurt her, but only to catch her attention. There are hundreds of 
people running in the 5K, several running very close to Nancy. An-
tonio throws the water bottle at Nancy. The bottle hits Jade, another 
runner, who trips, falls, and sprains her ankle. Although Antonio 
did not mean to harm Jade, if Jade can prove that Antonio should 
have known that the water bottle would hit someone running near 
Nancy, Antonio likely would be liable to Jade for battery. K-child 
probably would not be liable to Jade unless the organization itself 
was negligent or committed an intentional wrong through the act 
of one of its agents, such as a director or employee.

Generally, indemnification and other insurance coverage do not 
cover liability arising from intentional torts and criminal acts. In-
demnification is discussed later in this chapter.

Defamation 
A false statement of fact that tends to, or is reasonably calculated to, 
damage another’s reputation may form the basis of a lawsuit for def-

$2,000 payment.

Negligence and Gross Negligence
Simply put, negligence is “the failure to do something that a reason-
ably careful person would do” or “the doing of an action that a rea-
sonably careful person would not do.”1 Liability for a negligent act is 
grounded in a legal concept known as the “duty of ordinary care.”2 
Generally, individuals have a legal duty to use the level of care that a 
reasonably careful person would use under the circumstances. Cer-
tain relationships, such as a parent and child or a teacher and stu-
dent, heighten the duty one person owes to another. The duty of or-
dinary care will apply to most volunteer activities. An individual or 
organization that fails to use ordinary care, and in doing so harms 
the person or property of another, may be liable for negligence.

Gross negligence is the failure to use even slight care.3 If someone 
participates in an act of gross negligence, that person is considered 
to have acted with “carelessness or recklessness to a degree that 
shows utter indifference to the consequences that may result.”4 

Clearly, gross negligence is worse, and more punishable, than or-
dinary negligence.

Intentional Torts and Criminal Acts
Intentional torts are intentional acts that interfere with the person 
or property of another. They include assault, battery, false impris-
onment, intentional infliction of emotional distress, and trespass. 
The most important distinction between negligence and intention-
al torts is based on the concept of intent. While there are different 
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procedures in place for giving truthful, verifiable references and for 
keeping records of the information it provides in response to a re-
quest for information. Furthermore, the organization should limit 
access to personnel and client files. A nonprofit also should have a 
procedure for verifying the truth of potentially defamatory state-
ments before providing the information on its website or otherwise 
dispensing the information. It would be a good idea for the organi-
zation to determine whether it has insurance coverage for defend-
ing defamation claims. Lastly, it is always a good idea to obtain legal 
review of potentially defamatory material before it is published. 

Liability and the Nonprofit Board Member

Liability of Board Members for Their Own Actions
Arkansas law imposes legal duties on every board member, as dis-
cussed in Chapter 2. If a board member fulfills his legal duties of 
good faith, care and loyalty, he should not be liable to third parties, 
or to the organization, for anything he did or did not do in his ca-
pacity as a board member.8 Of course, if a board member does not 
exercise the duty of care and engages in an act or omission consti-
tuting negligence, he can be held personally liable for the damage 
he caused.9 Additionally, a board member can be held personally 
liable if he commits an intentional tort.10 An example of an inten-
tional tort would be a board member getting into an argument with 
a volunteer, then grabbing the volunteer’s cell phone out of her hand 
and smashing it.

amation.5 Written defamation is called libel; spoken defamation is 
slander.6 In order to prove a claim of defamation, the plaintiff must 
show: (1) that the statement was defamatory; (2) that the statement 
identified or referred to the plaintiff; (3) that the defendant “pub-
lished” the statement (he communicated the statement verbally or 
in writing to someone besides the plaintiff); (4) that the statement 
was false or misleading; and (5) that the plaintiff was damaged.7 

Nonprofit organizations, by the nature of their activities, can be ex-
posed to defamation claims. Some common scenarios out of which 
a defamation claim may arise are: statements published in the or-
ganization’s newsletter or on its website, statements made by a staff 
member during a speech, and providing references on former em-
ployees. Since the statement must have been false or misleading, 
truth is an absolute defense to a defamation claim. In other words, 
a truthful statement cannot be defamatory. The plaintiff making 
the defamation claim has the burden of proving that the statement 
was false. 

There are several steps that a nonprofit organization can take to 
prevent defamation suits from being filed against it and to mount 
a strong defense if such a suit is filed. First and foremost, when 
responding to requests for information about a former employee, 
the organization should provide only minimal information. The 
organization should adopt a reference policy assuring that: (1) job 
candidates and employees provide written permission for the orga-
nization to request references from former employers and provide 
references to subsequent employers and (2) the organization has 
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Liability of Board Members for Conflict of Interest Transactions 
As mentioned in Chapter 2, the board member’s duty of loyalty in-
cludes the duty not to engage in conflict of interest transactions. A 
conflict of interest transaction is a transaction between the board 
member and the organization from which the board member (or 
a relative of the board member) could directly or indirectly real-
ize a personal benefit. However, simply because a board member 
engages in a conflict of interest transaction does not mean that she 
will be liable to the organization. In the following situations a board 
member’s participation in a conflict of interest transaction will not 
create liability for the board member: (1) the transaction was fair 
to the organization at the time it was entered into; (2) the mate-
rial facts of the transaction and the board member’s interest were 
disclosed or known to the board of directors and the board autho-
rized, approved, or ratified the transaction; or (3) the material facts 
of the transaction and the board member’s interest were disclosed 
or known to the members of the organization and they authorized, 
approved, or ratified the transaction.15 

To be certain that board members are able to recognize and avoid 
harmful conflict of interest transactions, nonprofit organizations 
are strongly encouraged to adopt conflict of interest policies. A con-
flict of interest policy describes how the organization will handle 
disclosure of conflicts of interest, the duty to disclose a conflict or a 
potential conflict, and the actions to be taken after disclosure. It is 
designed to prevent persons with decision-making authority from 
taking actions that benefit themselves, members of their families, 
or their business and corporate affiliates. While the main purpose 

Liability of Board Members for Actions of Others
Arkansas has a tort liability immunity statute in place that is spe-
cifically intended to shield board members from liability for the 
negligence of others.11 The statute acknowledges that nonprofit or-
ganizations provide valuable services and assistance to Arkansans 
and encourages people to serve on the board of directors of such 
organizations so that they may function effectively.12 Thus, board 
members are not personally liable for damages resulting from an 
employee’s negligent act or omission or another board member’s 
negligent act or omission.13 However, if a nonprofit organization 
sells alcoholic beverages, Arkansas law is unclear on whether board 
members will continue to enjoy the protection of the tort liability 
immunity statute.14 

To demonstrate how this immunity would shield board members 
from liability, consider the following. Suppose K-Child has an after-
school program for children. K-Child maintains a list of the autho-
rized caregivers who may pick up the children in the program. One 
afternoon a woman named Judy comes to pick up one of the chil-
dren, Tina. Judy is not one of the people authorized to take Tina. 
Unfortunately, the K-Child staff member in charge did not check 
the list and releases Tina to Judy. The staff member committed an 
act of negligence, perhaps even gross negligence. Nonetheless, the 
directors should not be held liable for that staff member’s negli-
gence. K-Child, on the other hand, may be held liable depending on 
whether it is entitled to charitable immunity. (For more on chari-
table immunity, see Chapter 6.)
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If a board member agrees to or votes for a distribution not permit-
ted by law, she will be personally liable to the organization for the 
amount of the distribution that exceeds the permissible amount.20 
For example, suppose that Tim, a board member of K-Child, has 
been sued because he recommended that K-Child hire a child care 
worker who later turned out to be negligent in supervising chil-
dren in the after school program. Tim made the recommendation 
in good faith and fulfilled his duties of care and loyalty, so Claire 
and other board members decide that K-Child should reimburse 
Tim for his legal expenses, plus a weekly stipend of $2,000 to cover 
his transportation, meals, and other expenses related to the lawsuit. 
Under Arkansas law, K-Child is permitted to reimburse Tim for 
reasonable expenses that he incurs during trial.21 The $2,000 week-
ly stipend probably is not a reasonable expense. Therefore, Claire 
could be personally liable to K-Child for the amount of the weekly 
stipends paid to Tim. 

However, Claire should not be personally liable for those distribu-
tions if, when authorizing the distributions, she complied with the 
legal duties described in Chapter 2, the duty to act in good faith, the 
duty of care, and the duty of loyalty. Also, if Claire is held liable for 
the unlawful distributions, she would be entitled to reimbursement 
(1) from every other board member who agreed to or voted for the 
distribution without having complied with his or her legal duties, 
and (2) from each person who received an unlawful distribution, 
who, in this case, would be Tim.22 

of a conflict of interest policy is to prevent board members from 
engaging in transactions that are not in the organization’s best in-
terest, it serves other valuable functions. Such a policy is a way for 
the organization to assure the IRS that no unwarranted benefits are 
conferred on officers and directors; this is important because an or-
ganization’s tax-exempt status can be jeopardized if it provides un-
warranted benefits, or excess benefits, on its officers and directors. 
Additionally, if the board adopts and is dedicated to implementing 
a conflict of interest policy, the board members can assure them-
selves that they are fulfilling their duties of care, loyalty, and the 
duty to act in good faith. Lastly, when a nonprofit organization has 
a conflict of interest policy in place and abides by the policy, donors 
and the public community are more likely to have confidence in the 
organization’s integrity, honesty, and mission. See Appendix B for a 
sample conflict of interest policy. 

Liability of Board Members for Unlawful Distributions
Under Arkansas law, a “distribution” is the payment of a dividend 
or any part of the income or profit of an organization to its mem-
bers, directors, or officers.16 Arkansas law only permits distributions 
under certain circumstances. An organization that is a mutual ben-
efit organization may make distributions in order to purchase its 
memberships but only under certain conditions.17 An organization 
is also permitted to make distributions upon dissolution, provided 
the organization complies with the laws governing dissolution.18 
And lastly, an organization may make distributions if the organiza-
tion is organized and operated as a “cooperative.”19 
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ises to indemnify board members for the legal expenses they incur 
in defending themselves against suits based on their work as board 
members. Consequently, many nonprofit organizations obtain D&O 
coverage so that they are better able to fulfill their promise to indem-
nify. Board members of all nonprofit organizations should consider 
whether D&O insurance, or some other coverage, is necessary and af-
fordable for the organization. The board may even appoint an individ-
ual to serve as the manager of the organization’s insurance program.
 
[Endnotes]
1	  Howard W. Brill, Law of Damages § 33:1 (5th ed. 2004).
2	  Id.
3	 Spence v. Vaught, 236 Ark. 509, 512, 367 S.W.2d 238, 240 (1963) (citing Memphis & L.R.R.R. v. 	
	 Sanders, 43 Ark. 225 (1884)).
4	  Robinson Ins. & Real Estate Inc. v. Southwestern Bell Telephone Co., 366 F. Supp. 307, 311 (W.D. Ark. 	
	 1973).
5	  Dodson v. Allstate Ins. Co., 365 Ark. 458, 464, 231 S.W.3d 711, 716 (2006).
6	  Id.
7	  Id.
8	  Ark. Code Ann. § 4-33-830(d) ( Repl. 2001). 
9	  Ark. Code Ann. § 16-120-103(a) (Repl.  2006).
10	 Id.
11	 Ark. Code Ann. § 16-120-102 (Repl.  2006).
12	Clayborn v. Bankers Standard Ins. Co., 348 Ark. 557, 563, 75 S.W.3d 174, 177 (2002) (overruled on 	
	 other grounds, Low v. Insurance Company of North America, 364 Ark. 427, 220 S.W.3d 670 (2005)).
13	 Ark. Code Ann. § 16-120-102(a)(1) & (2) (Repl.  2006).
14	 Ark. Code Ann. § 16-120-103(b) (Repl.  2006).
15	 Ark. Code Ann. § 4-33-831(a)(1)-(3) ( Repl. 2001).
16	 Ark. Code Ann. § 4-33-140 (11) ( Repl. 2001).
17	 See Ark. Code Ann. § 4-33-1302(a) ( Repl. 2001).  
18	 Ark. Code Ann. §§ 4-33-1401-1440 ( Repl. 2001).
19	 Ark. Code Ann. § 4-33-1302(c) ( Repl. 2001).  
20	 Ark. Code Ann. § 4-33-833(a) ( Repl. 2001).
21	 Ark. Code Ann. § 4-33-853(a) ( Repl. 2001).
22	 Ark. Code Ann. § 4-33-833(b) ( Repl. 2001).
23	 Ark. Code Ann. § 4-33-851 (Repl. 2001).
24	 Ark. Code Ann. § 4-33-852 (Repl. 2001).
25	 Ark. Code Ann. § 4-33-857 (Repl. 2001).

Indemnification
Indemnification means that one entity agrees to cover certain losses 
to another. The Nonprofit Incorporation Act of 1993 allows a non-
profit to indemnify a director or employee who is made a party to a 
lawsuit or criminal proceeding because of her service to the organi-
zation if the director or employee meets all of the following condi-
tions: conducted herself in good faith; reasonably believed that her 
conduct was in the best interests of the organization; and, in the case 
of a criminal proceeding, had no reasonable cause to believe her con-
duct was unlawful.23 Unless limited by its articles of incorporation, 
a corporation must pay the reasonable legal expenses incurred by a 
director who wins a lawsuit that arose because of her board service.24 
A nonprofit may purchase insurance to cover these costs.25

Whether to indemnify and how much insurance to buy are business 
decisions that are the responsibility of the organization’s board of di-
rectors. Indemnification without insurance is only helpful to the ex-
tent of the organization’s assets available to cover the costs.

Directors’ and Officers’ Liability Insurance
Directors’ and officers’ (D&O) insurance coverage addresses actual or 
alleged wrongful acts by directors, officers, and other persons insured 
under the policy. Most often the person bringing a lawsuit covered 
by a D&O policy alleges that a board member has engaged in wrong-
ful acts in governing and managing the organization. The plaintiff in 
such a suit may be an insider, such as an employee or volunteer, or an 
outsider, such as a client, donor, or governmental official. Most orga-
nizations do not have sufficient assets set aside to fulfill their prom-
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CHAPTER 4

Liability and Volunteers

Asking Good Questions
“We have the best volunteers in the state,” commented director Henry 
Gonzales over a cup of coffee before the monthly meeting of K-Child’s 
board. Henry was a fifth grade teacher at Little Dipper Elementary and 
took pride in the fact that all of his students participated in K-Child 
sports programs. “We had a minor accident during a K-Child bike safe-
ty course last week and that got me thinking. What will happen if some-
one gets injured while volunteering for us? Will K-Child be responsible 
for the medical bills? What if one of our volunteers hurts someone else? 
Is the volunteer liable? Is K-Child?”

“Chill out,” responded Zoey and Tim almost simultaneously. Zoey was 
accustomed to the nearly risk-free pet care business; Tim was used to 
the dangerous world of firefighting and felt prepared for risks. 
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dren. The children participating in K-Child’s activities and programs 
will see adult volunteers as trusted authority figures. Sadly, some vol-
unteers might abuse that trust. K-Child could be liable for any result-
ing injury.

Where no immunity protects a volunteer organization,4 the organiza-
tion may be subject to direct liability for negligent hiring, retention, 
or supervision when third parties are injured by the acts of unfit, in-
competent, or unsuitable employees or volunteers.5 Negligent hiring 
litigation, which includes lawsuits arising from the acts of volunteers, 
is a growing problem. Volunteer organizations that work with vul-
nerable populations such as children and the elderly are particularly 
susceptible to infiltration by unsuitable volunteers with histories of 
violence, molestation or other unacceptable behavior. A volunteer in 
such an organization may have access to otherwise unsupervised chil-
dren or vulnerable adults. Child molesters and other criminals some-
times use volunteer opportunities to target their victims.6 

The doctrine of negligent hiring requires a volunteer organization to 
perform reasonable investigations to determine the fitness of appli-
cants wishing to work with the organization when members of the 
public are likely to come into contact with such volunteers.7 This rule 
does not necessarily impose a duty to supervise directly the activities 
of a properly screened volunteer if such supervision is inconsistent 
with the organizational structure.8 Under the negligent hiring doc-
trine, the reasonableness standard is “flexible enough to take into ac-
count and balance both the unique financial character of nonprofit 
organizations and the availability (in terms of access and cost) of new 

Although Claire secretly agreed with Tim and Zoey, she was wary of 
factions developing on the K-Child board. She wisely decided to bring 
in an outsider for guidance. “Maybe it’s time for Sandy to attend one 
of our meetings,” Claire suggested. “She could help answer these ques-
tions.”

Introduction

Like other nonprofits, K-Child needs volunteers to achieve its mission. 
Volunteers are the life blood of most nonprofit organizations. Over 
sixty million Americans donate over three billion hours of time to or-
ganizations each year.1 Recent trends in volunteering include families 
participating in volunteer projects together, for-profit corporations 
providing volunteer teams for special events, short-term volunteer 
assignments, and web-based volunteerism.2 Volunteers increasingly 
donate highly specialized skills that nonprofit organizations need and 
could not necessarily afford to purchase.3 

All volunteer programs create risk of liability. This chapter discusses 
some of the most common risks and the scope of federal and state vol-
unteer-protection acts. Risks associated with volunteer programs can 
be reduced with the use of tools such as screening and orientation, 
followed by ongoing training and supervision of volunteers. These 
preventive techniques are discussed in Chapter 5. 

Liability of the Organization for Acts of Volunteers
The K-Child board is wise to educate itself about the risks associated 
with volunteers, particularly since the organization’s focus is on chil-
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is at fault for the volunteer’s injury, provided that the injury resulted 
from the organization’s operations or on its premises.14 These policies 
are relatively inexpensive because they normally provide only excess 
coverage, which means they kick in only after other available insur-
ance is exhausted, does not apply, or is subject to a deductible or co-
payment provision. Essentially, a volunteer accident policy covers any 
additional costs, up to a limit, if the volunteer’s personal health insur-
ance is inadequate to cover his or her medical expenses.15

Another option for the organization is to obtain a commercial general 
liability (CGL) policy, which typically has a section providing cover-
age for medical expenses associated with an injury arising from an 
organization’s operations or on its premises.16 Many CGL policies, 
however, do not cover volunteers.17 If a volunteer sues the organiza-
tion seeking damages for harm suffered because of the organization’s 
negligence, a CGL policy can usually protect the organization. A third 
option, a directors’ and officers’ (D&O) policy, may also protect an 
organization against claims made by a volunteer, although a typical 
D&O policy does not cover bodily injury or property damage.18

Finally, an organization may have a Workers’ Compensation (WC) 
policy, which covers accidental injuries. A WC policy pays for medical 
expenses as well as lost wages resulting from a work-related injury.19 
If an organization has a WC policy, it may consider including vol-
unteers on that policy. Thus, if a volunteer is injured while working 
for a nonprofit organization, the volunteer could have his medical ex-
penses covered. A WC policy also is beneficial to the organization, as 
it limits injured volunteer’s remedies to the benefits provided under 

screening techniques.”9

In order to recover, an injured party must show that the organiza-
tion knew, or in the exercise of ordinary care should have known, that 
its volunteer’s or employee’s conduct would expose members of the 
public to an unreasonable risk of harm.10 Allegations that a particu-
lar background check was inadequate must include evidence that an 
alternative background check would have discovered the employee’s 
propensity to engage in the conduct which caused the injury.11 See 
Chapter 5 for more information on recruitment, screening, training, 
placement and supervision of volunteers.

Liability of the Organization to Volunteers
Providing recreational opportunities for children, youth and families 
is part of K-Child’s mission, so it’s not unlikely that a volunteer will be 
injured during one of K-Child activity. If so, the volunteer might look 
to K-Child to help, particularly if he has no medical insurance him-
self. Volunteer claims against nonprofits usually seek: (1) payment of 
medical expenses for injuries suffered while volunteering or (2) dam-
ages for the organization’s negligence in supervising the program or 
activity in which the volunteer was injured.12 While prevention is the 
first line of defense, a nonprofit has options for covering the cost of 
such claims. 

The organization could acquire a volunteer accident insurance policy, 
which is a policy that typically pays the costs of emergency-room ser-
vices and follow-up treatment to predetermined limits based on the 
nature of the injury.13 Such a policy will pay a claim regardless of who 
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defense, fees and damage awards arising from volunteer activities. 

Generally, neither insurance nor any other form of indemnification 
covers liability resulting from an intentional act, such as a volunteer 
striking a client. Of course, a volunteer is subject to prosecution if she 
commits a crime. 

Volunteer Protection Act of 1997
In 1997, Congress passed the Volunteer Protection Act (VPA).23 The 
goal of the VPA is to encourage people to serve as volunteers by 
shielding them from liability for harm that they may cause while 
serving as volunteers. The VPA provides protection for volunteers 
of a nonprofit organization or a governmental entity. Under the 
VPA, a volunteer is an individual performing services for a non-
profit organization or a governmental entity, whether she is serv-
ing as a director, officer, trustee, or direct service volunteer.24 The 
individual is only treated as a volunteer if she does not receive (1) 
compensation (other than reasonable reimbursement or allowance 
for expenses actually incurred) or (2) any other thing of value in 
lieu of compensation, in excess of $500 per year.25

Several conditions must be satisfied for a volunteer to benefit from 
the protection of the VPA. A volunteer will not be liable for harm 
caused while serving a nonprofit organization or a governmental 
entity if:

1.	 the volunteer was acting within the scope of her responsibilties 	
	 in the organization or entity at the time of the act or omision;26

the policy. This means that the volunteer may not have his medical 
expenses covered and also bring a lawsuit against the organization.20 
For more information on insurance, see Chapter 6.

Liability of Volunteers to Third Parties
K-Child’s volunteers may be concerned about their own liability for 
accidents or injuries occurring during K-Child activities. Volunteer 
service, like virtually any activity, carries some risk of personal li-
ability for harm caused to people or property. Federal and state laws, 
the federal Volunteer Protection Act of 199721 and the Arkansas Vol-
unteer Immunity Act, enacted in 1987,22 limit this liability, but do not 
prevent lawsuits against volunteers.

Unless protected by state or federal law (the uncertainty of the scope 
of that protection is discussed below), a volunteer can be held liable if 
his behavior is negligent. Even when an individual is not being paid 
and acts with the best of intentions, he may be liable for negligence if 
he fails to use ordinary care, as described in Chapter 3. 

Volunteers may carry personal insurance that covers certain types of 
negligence. For example, individuals who provide transportation in 
their own vehicles as part of their volunteer activities may be covered 
for liability arising from that transportation. Some vehicular insur-
ance policies, however, may exclude such coverage, especially if the 
volunteer is being “paid” with reimbursement for gas or other ex-
penses. Alternatively, a nonprofit may have liability insurance cover-
ing acts of volunteers or may agree to indemnify its volunteers. A non-
profit that indemnifies its volunteers agrees to cover the costs of legal 
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the plaintiff will sue the organization rather than the volunteer. If 
the plaintiff obtains a judgment against the organization, the or-
ganization may look to, or sue, the volunteer for contribution or 
indemnification. In other words, if a volunteer causes harm that the 
organization must pay for, the organization likely will demand that 
the volunteer reimburse the organization, whether in part or in full. 

The VPA also places limitations on protection depending on the 
type of misconduct involved. The VPA does not protect a volunteer 
if the volunteer’s misconduct (1) constitutes a crime of violence or 
an act of international terrorism, (2) constitutes a hate crime, (3) 
involves a sexual offense for which she has been convicted, (4) in-
volves a violation of a federal or state civil rights law, or (5) occurs 
while the volunteer is under the influence of intoxicating alcohol or 
any drug.30 The fourth limitation may be of greatest consequence to 
a volunteer because most lawsuits against volunteers are employ-
ment disputes, which primarily involve civil rights claims. This is 
yet another reason for a volunteer to be aware of potential lawsuits 
and liability rather than assuming that the VPA will be her stead-
fast shield.

Arkansas Volunteer Immunity Act
Arkansas’s Volunteer Immunity Act limits the civil liability of 
qualified volunteers for personal injury or property damage result-
ing from their volunteer efforts.31 A “qualified volunteer” is “any 
person who, of free will, provides goods or services without finan-
cial compensation to or through any volunteer agency in connec-
tion with a volunteer program.”32 A “volunteer agency” is “any vol-

2.	 when appropriate or required, the volunteer was properly  
	 licensed, certified, or authorized by the appropriate  
	 authorties;27 

3.	 the harm was not caused by willful or criminal misconduct, 	
	 gross negligence, reckless misconduct, or a conscious, flagrant 	
	 indifference to the rights or safety of the harmed individual;28 	
	 and

4.	 the harm was not caused by the volunteer operating a motor 	
	 vehicle, vessel, aircraft, or other vehicle for which the state re	
	 quires an operator’s license or insurance.29

A close examination of these requirements illustrates that the VPA 
does not provide absolute protection to all volunteers all of the time. 

For example, often a volunteer’s responsibilities are vague or unde-
fined, which makes it difficult to determine whether the first condi-
tion has been satisfied. Furthermore, it is not always clear when it 
is appropriate for a volunteer to be authorized to act. Additionally, 
plaintiffs often use the third condition to their benefit by alleging 
willful misconduct or flagrant indifference to the rights or safety 
of the harmed individual. In doing so, the plaintiff makes it much 
more difficult for the volunteer defendant to find protection under 
the VPA, often requiring the volunteer defendant to spend time and 
money defending the claim. 

Even if the above-mentioned conditions have been met and the vol-
unteer is entitled to the protection of the VPA, the volunteer is not 
necessarily home-free. Often if a volunteer is protected by the VPA, 
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law applies.40 It is difficult to compare the amount of protection 
provided by the Arkansas Volunteer Immunity Act with that pro-
vided by the VPA. Under the Arkansas Act, a volunteer may be held 
liable when she causes personal injury or property damage if she 
is covered by an insurance policy, but her liability will be limited 
to the amount of coverage provided.41 Under the VPA, a volunteer 
may be protected when she causes harm, whether or not she is cov-
ered by an insurance policy; however, the VPA expressly recognizes 
that the protection afforded to volunteers is not protection from a 
suit brought by the nonprofit organization against the volunteer. At 
first glance it may seem that the VPA offers greater protection than 
the Arkansas Act. Nonetheless, after considering the possibility of 
a suit by the organization against the volunteer, the Arkansas Act 
and the VPA may be of equal value to a volunteer. 

[Endnotes]
1	 Giving and Volunteering in the United States (2001), study by the United States Department of Labor 	
	 Bureau of Labor  
	 Statistics, available at http://www.cpanda.org/pdfs/gv/GV01Report.pdf. 
2	 Melanie L. Herman et al., Managing Risk in Nonprofit Organizations, A Comprehensive Guide 149-50 (2004).
3	 Id. at 151.
4	 See infra Chapter VI, Charitable and Governmental Immunity.
5	 See Sparks Reg’l Medical Ctr v. Smith, 63 Ark. App. 131, 134-35, 976 S.W.2d 396, 398-99 (1998).
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	 to Screen  
	 Volunteers, 76 Tex. L. Rev. 143, 144 (1997).  
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10	Smith, 63 Ark. App. at 135, 976 S.W.2d at 398-99.  The court distinguished negligent hiring from liability 	
	 under the theory of respondeat superior, which requires the tortious employee’s act to be within the scope 	
	 of the employment.  Id. Negligent hiring, on the other hand, is premised upon the employer’s negligence 	
	 being the proximate cause of the plaintiff’s injury. Id.  
11	See Mark v. Borough of Hatboro, 51 F.3d 1137, 1154-1155 (3rd Cir. 1995) (finding that because a 	
	 volunteer fire company did perform criminal background checks on each applicant, any allegation that the 	
	 need for psychological screening was  

unteer program of all departments, institutions, and divisions of 
state government, community volunteer organization, or any not-
for-profit corporation which has received a 501(c)(3) designation 
from the United States Internal Revenue Service, other than one 
established principally for the recreational benefit of its stockhold-
ers or members.”33 

Under the Volunteer Immunity Act, qualified volunteers cannot be 
held liable in damages for personal injury or property damage sus-
tained by anyone participating in or using the services or benefits 
of the volunteer.34 In addition, a volunteer is not liable for the neg-
ligence of another person in connection with his or her volunteer 
activities.35 

However, the Volunteer Immunity Act does not eliminate liability 
for qualified volunteers completely. Volunteers are still liable when 
acting outside the scope of the volunteer program,36 for gross neg-
ligence, when acting in bad faith,37 and for negligently operating a 
motor vehicle, aircraft, or boat.38 Because few cases have interpreted 
the Act, it is unclear how broadly these exceptions will be interpret-
ed. They could take away much of the protection given by the Act. 
For example, “acting in bad faith” might include any negligent act. 
If so, the Act would not protect a volunteer found to be negligent. 

In most instances, the federal VPA preempts state law.39 Therefore, 
if state law provides less protection to volunteers than the VPA, the 
VPA overrides that state law. On the other hand, if state law pro-
vides greater protection to volunteers than the VPA, then the state 
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CHAPTER 5

Personnel Issues in Volunteer Management

Volunteers Welcome
News spreads fast in Dipper County, and the K-Child board is espe-
cially attuned to the local grapevine. The next meeting was abuzz with 
news of what had happened in the nearby city of Ursa Minor. 

Following the lead (as always) of Little Dipper, Ursa Minor had insti-
tuted its own children’s fitness organization called the “Star Bears.” Un-
fortunately, the Star Bears’ first annual track meet was the scene of a 
small crime wave. It seems that the volunteer in charge of safekeeping 
the participants’ property was a kleptomaniac.
	
Henry quickly brought up the issue of liability. “Most of our volunteers 
are terrific, but it’s always possible we’ll get a bad apple. And, even 
the best volunteer can have a bad day or take on something he can’t 
handle,” said Henry. “We have to take our volunteers and their activi-

	 “obvious” would have to measure the extent to which psychological screening provides a better benchmark 	
	 for discovering potential arsonists than the police background check already employed); accord Porter v. 	
	 Harshfield, 329 Ark. 130, 138-39, 948 S.W.2d 83, 87 (1997) (recognizing that the mere fact that a man 	
	 has engaged in homosexual conduct “in no way indicates that he would commit a sexual assault”).  
12	Melanie L. Herman et al., No Surprises, Managing Risk and Reward in Volunteer Management 108 (2004).
13	 Id. at 108.
14	 Id. at 109.
15	 Id. at 108-09.
16	 Id. at 109.
17	 Id.
18	 Id. at 112; see also infra Chapter VI for more information on D&O policies.
19	 See Herman et al., supra note 2, at 109.  
20	 Id. at 111; see also infra Chapter VI for more information on Workers’ Compensation. 
21	 42 U.S.C. §§ 14501-14505 (2006).
22	 Ark. Code Ann. §§ 16-6-101to -105 (Repl. 2010).
23	 42 U.S.C. §§ 14501-14505 (2006).
24	 42 U.S.C. § 14505(6)(B) (2006).
25	 42 U.S.C. § 14505(6)(A)-(B) (2006).
26	 42 U.S.C. § 14503(a)(1) (2006). 
27	 42 U.S.C. § 14503(a)(2) (2006). 
28	 42 U.S.C. § 14503(a)(3) (2006).
29	 42 U.S.C. § 14503(a)(4) (2006).
30	 42 U.S.C. § 14503(f)(1) (2006).
31	 See Ark. Code Ann. § 16-6-101to -105 (Repl. 2010).
32	 Ark. Code Ann. § 16-6-103(1) (Repl. 2010).
33	 Ark. Code Ann. § 16-6-103(2) (Repl. 2010). 
34	 Ark. Code Ann. § 16-6-105 (Repl. 2010).
35	 Ark. Code Ann. § 16-6-104(a) (Repl. 2010).
36	 Ark. Code Ann. § 16-6-104(b) (Repl. 2010).
37	 Ark. Code Ann.   § 16-6-105(2) (Repl. 2010).
38	 Ark. Code Ann. § 16-6-105(3)(A) (Repl. 2010).
39	 42 U.S.C. § 14502(a) (2006).
40	 Id.
41	 Ark. Code Ann. §§ 16-6-105(1), (3)(B), (4)(B)(i) (Repl. 2010).
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iar with basic employment law, a subject that is beyond the scope of 
this publication. Because volunteers should be treated with the same 
fairness and respect as employees, this book will touch on those per-
sonnel issues of particular relevance to volunteer management.

A nonprofit also has a responsibility to protect its employees, clients, 
and the general public from harm caused by its volunteers. Conse-
quently, an organization should take the same care in recruiting, 
screening, training, supervising, and evaluating volunteers as it does 
paid employees. A comprehensive volunteer management program 
will help minimize an organization’s legal exposure.

The essence of volunteer service is that it is given freely. Sometimes a 
nonprofit may unknowingly make an employee out of a volunteer by 
giving cash, gift certificates, or other taxable benefits. Non-cash gifts 
of nominal value are generally safe, but cash equivalents are taxable 
and cast doubt on an individual’s volunteer status. More information 
is available at the IRS website, www.stayexempt.org, at the link to the 
workshop on employment issues. 

From Recruitment to Placement

Recruitment
Most nonprofits are in constant need of volunteers, so they will 
benefit from a vigorous and ongoing recruitment program. A suc-
cessful recruitment effort will look beyond the “usual suspects” and 
seek volunteers from all walks of life. There are talented people ev-

ties seriously; essentially, they’re unpaid employees.” 

Claire turned to Ron, who was known to have his own personnel prob-
lems in the retail sporting goods business. “Ron, you have dealt with 
employee supervision and screening before. Can you help us learn how 
to screen and supervise volunteers?”

Ron replied sheepishly, “Honestly, that’s something my wife Kim han-
dles as our store’s human resources officer. What if I ask her to prepare 
a summary of personnel issues related to volunteer management for the 
next board meeting? We’ll make a presentation and let the board decide 
what else we’d need to know about these matters.” 

The board enthusiastically supported Ron’s proposal. They all hoped 
that Kim would be willing to help.

Introduction

The K-Child board is onto something here. Volunteer managers have 
many of the same concerns as employers. Establishing a comprehen-
sive volunteer management program will help K-Child avoid trouble 
and keep its volunteers happy and productive. Board members will 
also gain some valuable information and skills that will serve them 
well if they later decide to hire staff for K-Child. 

The most common causes of legal action against nonprofits, and their 
directors and officers, are related to employment. Complaints include 
discrimination, wrongful termination, sexual harassment, and wage 
and hour disputes. Any organization with employees should be famil-
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	 ask the audience to volunteer.

•	 The presenter should use visual and auditory aids, if possible. 	
	 There are many different learning styles; audiences are much 	
	 more likely to respond when they are engaged and enjoy what 	
	 they are learning. Visual aids are a powerful persuasive tool.

•	 The presenter must be prepared for audience members to  
	 volunteer by taking along brochures, descriptions of jobs that 	
	 need to be filled, sign-up sheets, and other necessary materals. 	
	 The presenter or other members of the organization should be 	
	 sure to get contact information for anyone expressing interest 	
	 in volunteering.1

Job Descriptions
Volunteer job descriptions serve several purposes. They set out what 
a particular volunteer is expected to do and define what a volunteer 
is authorized to do on behalf of the organization. A well-written 
job description will clarify the risks associated with the position, 
minimize misunderstandings, and guide decisions about screen-
ing, training and supervision. If a volunteer goes beyond the scope 
of his designated duties and injures someone in the process, a job 
description could help insulate the organization from liability.

A comprehensive volunteer job description may include the follow-
ing elements: purpose, duties, qualifications (including degrees, 
licensure or certification, if necessary), supervisor, where volun-
teer activities will take place, number of hours required per week 

erywhere who do not volunteer simply because they haven’t been in-
vited or haven’t found a program that fits their interests and needs. 
Volunteer programs should strive to be as diverse as the communi-
ties they serve in terms of race, religion, socio-economic status, age, 
sex and disability. An organization’s mission or programs, however, 
may necessitate restricting volunteers. For example, a church-based 
project may require volunteers to be members of the congregation. 
Such restrictions should be implemented only when necessary to 
achieve the objectives of the program. Children and teenagers can 
be great volunteers, but minors should be required to submit writ-
ten consent from their parents or guardians.

As part of its recruitment efforts, an organization should consider 
making presentations to local clubs and other groups. By reaching 
out to the community in this way, an organization not only recruits 
new volunteers, but also has an opportunity to inform the public 
about the organization’s mission and activities. An organization 
that chooses to make presentations as part of its recruitment efforts 
should consider the following tips.

•	 Target groups should be chosen carefully. The best groups are 	
	 (1) those whose members regularly participate in community 	
	 service, and (2) those whose members likely have a common 	
	 interest in the mission and/or activities of the organization. 

•	 The presenter must be carefully selected; she must be able to 	
	 explain what the organization does and what the organization 	
	 needs from potential volunteers. The presenter should directly 	
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	 number, driver’s license number, insurance information
•	 Qualifications and Interests: educational background,  
	 occupation, relevant skills and knowledge
•	 Limitations: health concerns, time constraints
•	 References: employers, teachers, friends

When appropriate, volunteers should also provide written permis-
sion to conduct a background check. References are particularly 
important if the volunteer is not well known to the organization 
or if he will not be directly supervised at all times. The application 
form also should include a certification that the information pro-
vided is true and a waiver of any right of confidentiality. 

Screening
Volunteer screening procedures vary greatly depending on the na-
ture of the organization’s activities and the risks involved in the 
specific volunteer position. Common categories of screening in-
clude: general references, health, criminal background and driving 
records. Because of privacy concerns, background checks should be 
no broader than necessary and should be tailored to the require-
ments of a specific volunteer position. In most circumstances, an 
organization should avoid conducting a background check on a 
volunteer if the volunteer’s tasks are considered low risk and she is 
not working with vulnerable client populations, such as children, 
dependent adults, and individuals with disabilities.2

If a volunteer is performing a service that ordinarily requires a spe-
cific license or other qualification, the organization should ensure 

or month, specific days and times the volunteer will be needed, 
and required references and background checks. A job description 
might also include prohibited activities, such as inviting clients to 
the volunteer’s home or lending money to clients. Some organiza-
tions include a term of service, such as two years, renewable by mu-
tual agreement. A well-written job description will help a potential 
volunteer decide whether the job is right for her and will also enable 
the organization to evaluate the match between volunteer and posi-
tion.

Before placement, job descriptions are an important screening tool. 
Specific information about necessary abilities, skills, knowledge 
and personal qualities will help match volunteers to appropriate 
volunteer duties. After placement, job descriptions provide struc-
ture for training, supervision, and evaluation. 

Volunteer Applications 
An application form is an important tool for recruiting and screen-
ing volunteers, and matching potential volunteers to the organiza-
tion’s needs. A smaller nonprofit might choose to have one general 
application form, but many organizations will need specialized 
forms for particular volunteer positions. An application form might 
include the following inquiries, tailored to the needs of the organi-
zation and the role for which the volunteer is applying. 

•	 Identification: name, address, phone numbers, email address
•	 Specialized identification that may be required for some  
	 volunteer positions and background checks: Social Security 	
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reasonable and necessary screening should be disqualified. It is 
both risky and discriminatory to make exceptions. If the prescribed 
screening is unnecessary, the screening policy should be changed, 
not ignored.

Negligent Hiring
Negligent hiring is a doctrine that imposes a duty on employers 
to conduct reasonable investigations of potential employees to de-
termine whether a potential employee would pose an unreasonable 
risk of harm to others.3 The idea is that if the employer, through 
reasonable efforts, could have obtained information that would 
have warned the employer that a potential employee was unfit for 
employment, the employer should be held responsible for any harm 
that that employee causes. Although this doctrine traditionally has 
been applied to employer-employee relationships, there is a strong 
argument that it does, or should, apply to organization-volunteer 
relationships.4 The argument is that a volunteer is an instrument of 
the organization’s charitable activity and is acting under the guid-
ance of the organization, and this is sufficient to establish an em-
ployment relationship.5 Consequently, it is within the realm of pos-
sibility that an injured party could make a claim of negligent hiring 
against a nonprofit organization for injuries caused by a volunteer.

In the interest of safety and risk management, nonprofits should ex-
amine their screening techniques to determine whether those tech-
niques are as effective as they should be. After such an examination, 
nonprofits should at least consider the feasibility and/or necessity 
of using more extensive or advanced screening resources. Having 

that the volunteer has the appropriate credentials. Specialized in-
surance may also be necessary. For example, a volunteer attorney 
should be licensed to practice law and have malpractice insurance 
that covers volunteer activities. 

Screening usually starts with a job description and correspond-
ing volunteer application form, followed by a personal interview 
and appropriate background checks. For some positions, such as 
food preparation and working with medically fragile clients, health 
screening may be necessary. Similarly, if the volunteer position re-
quires certain physical abilities, such as lifting, the organization 
may require the applicant to bring a medical release to demonstrate 
that he can safely perform the necessary tasks.

Organizations must be particularly careful in screening volunteers 
who work with children or other vulnerable populations. In addi-
tion to conducting a criminal background check, an organization 
can find out more about a potential volunteer by asking for ad-
dresses and employers for the past several years. This information 
should be verified and if the applicant has moved or changed jobs 
frequently, the applicant should provide an explanation. Frequent 
moves sometimes signal a serious problem. It is also a good idea to 
include a review of the National Sexual Offender Registry and State 
Child Abuse Registry. 

A nonprofit should decide what screening procedures are appro-
priate for each volunteer position and enforce those procedures 
uniformly. Any potential volunteer who refuses to cooperate with 
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a current tuberculosis (TB) skin test. It is particularly important 
to obtain an individual’s consent before conducting any health 
screening, especially drug or blood screening.

Criminal Background Checks
The Criminal History for Volunteers Act, enacted in April 2005, 
specifically authorizes volunteer organizations in Arkansas to re-
quest and receive criminal background information from the state 
police department and the Arkansas Crime Information Center 
(the “ACIC”).9 Such criminal background information includes all 
records of an individual’s Arkansas felony arrests, criminal convic-
tions, and whether the person is a registered sex offender.10 To be 
eligible, the volunteer organization must first register with the Ar-
kansas State Police Department.11 Currently, the State Police charge 
a $11.00 fee for conducting criminal background checks on behalf 
of registered volunteer organizations.12 Criminal background in-
formation from the Federal Bureau of Investigation is also available 
if the volunteer organization submits a copy of the minutes from 
its most recent board meeting that lists offenses that it considers 
sufficient to disqualify a volunteer applicant.13 Some organizations 
will find it prudent to go beyond the State Police background check 
when screening volunteers who have moved to Arkansas within the 
past year. A volunteer may have a relevant criminal record where he 
previously lived. 

Once a volunteer organization is registered with the State Police, 
it must make its request for criminal background information 
through the State Police Identification Bureau (the “Identification 

a good screening system in place is a precaution that may be well 
worth an organization’s time and money.

Resources
Many companies offer a wide range of background screening ser-
vices, such as driving records, social security number validation, 
personal reference checks, civil and criminal court records, pro-
fessional credential validation, workers compensation reports, 
and education verification.6 Outsourcing extensive background 
checks to commercial search services can be expensive, but it 
can save time and resources. All professional licensing boards in 
Arkansas provide a license verification service. These licensing 
boards are listed on the state website at www.arkansas.gov.7 Most 
of these licensing boards charge a fee to verify the status of a pro-
fessional’s license. 

Keep in mind that a suit alleging negligent hiring would be based 
on the nonprofit’s failure to conduct a reasonable investigation of 
a potential employee. If the cost to conduct background checks is 
much greater than the organization can afford, requiring such a 
background check likely would be unreasonable and the organi-
zation probably would not be liable for negligent hiring.8 

Health Screening
Depending on the organization and the duties of its volunteers, it 
may be necessary to conduct health screening of prospective vol-
unteers. For example, Arkansas Children’s Hospital requires that 
all volunteers who have direct contact with patients must provide 
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signed a risk level of 3 (high risk) or 4 (sexually violent preda-
tor).21 Information about sex offenders from other states is avail-
able through the respective state websites, commercial services,22 
or through the National Sex Offender Public Website, available 
at www.nsopr.gov. 23 The national website includes access to in-
formation about offenders who have been convicted of a criminal 
offense against a minor or a sexually violent offense.24 

Privacy Concerns
If an organization plans to conduct any screening of a prospective 
volunteer, that individual’s privacy will be jeopardized. Nonprofits 
cannot ignore this privacy issue, since an organization’s screening 
techniques could work as a deterrent to innocent individuals wish-
ing to volunteer.25 An organization should strive to conduct the 
least invasive screening possible. On the other hand, an organiza-
tion must recognize that the safety of its clients, especially if they 
are members of a vulnerable population, is extremely important. 

A good practice for a nonprofit is to advise the prospective volun-
teer about its screening process and to request written permission 
from the individual to conduct a background check.26 Additionally, 
if the organization uses a written application form, the signature 
block should include a statement of consent to verification of the 
information on the application and a waiver of any rights to confi-
dentiality.27

Management
A nonprofit should treat paid employees and volunteers similarly 

Bureau”).14 This can be done through the Identification Bureau’s 
website at https://www.ark.org/criminal/index.php. The requesting 
organization must provide its name, the identifying information of 
the volunteer or applicant, and a form signed by the volunteer or 
applicant authorizing the release of criminal history information.15 
The Identification Bureau will then conduct the search through the 
ACIC records.16 Upon completion of the state records search, the 
volunteer organization may then ask the Information Bureau to 
conduct a national criminal information search through the FBI.17 
However, only the Information Bureau can view the FBI report, and 
it will then notify the volunteer organization of whether the vol-
unteer or applicant meets the qualifications already submitted for 
serving as a volunteer with the organization.18 

All information that the volunteer organization receives in response 
to a criminal background check is confidential.19 Any organization 
that obtains criminal background information is subject to pros-
ecution for a Class A misdemeanor if it knowingly releases such 
information to any unauthorized volunteer organization or person 
or if it obtains the information for an unauthorized purpose.20 

Resources
While full criminal background checks will indicate whether an 
individual is a registered sex offender in addition to having oth-
er convictions, internet searches of registered sex offenders are 
available to the public for free though the ACIC website, www.
acic.org/soff/index.php. This registry provides only the names of 
those sex offenders who have registered and who have been as-
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•	 Depth of staffing (to ensure that volunteers understand that 	
	 they are required to work in pairs or groups with clients),
•	 Prohibition against fraternization with clients,
•	 Drug and alcohol policy,
•	 Sexual harassment policy, and
•	 Consequences of violating the organization’s rules and  
	 procedures. 29 

The organization should provide written materials on these topics 
along with the orientation presentation, compiled into a volunteer 
handbook for easy reference.

In addition to the orientation program, a nonprofit should offer 
specific on-the-job training to provide volunteers with the infor-
mation and skills necessary to perform their assignments. The 
timing and methods of such training should be appropriate to the 
complexity of the position and the capabilities of the volunteer.30 
Furthermore, if the volunteers will be working with clients from a 
vulnerable population, it is important for the organization to pre-
pare the volunteers to address abuse-related issues, such as (1) iden-
tification of abuse, (2) the actions to be taken if a volunteer suspects 
a service recipient has been abused, and (3) the volunteer’s legal 
responsibilities.31 The organization should also consider making 
continuing education available to its volunteers, either by provid-
ing educational programs or recommending educational programs 
offered by other groups. 

A nonprofit must consider the type of supervision its volunteers 

when it comes to training and supervision. Like an employee, a volun-
teer should be prepared to undertake her assigned duties and should 
be given the support she needs to perform well. If necessary, a volun-
teer should be disciplined and even terminated. Some policies, such as 
attendance requirements, may be quite different for volunteers than 
for employees. Nevertheless, basic standards for job performance and 
behavior should be enforced across the board. Many nonprofits have 
far more volunteers than employees, so volunteers may be the pri-
mary force behind the organizations’ effectiveness, reputation and 
corporate culture. 

Training and Supervision
Volunteers in most positions need comprehensive orientation be-
fore they go to work. By conducting an orientation program, the or-
ganization reduces the risk that a volunteer will behave inappropri-
ately and increases the likelihood that a volunteer will understand 
the organization’s mission, policies, procedures, and expectations.28 
Following is a list of topics commonly covered during volunteer ori-
entation:

•	 Mission and purpose of the organization,
•	 Identifying and reporting abuse,
•	 Confidentiality,
•	 Working with clients who have physical impairments,
•	 Definitions of appropriate and inappropriate behavior,
•	 Expectations for volunteer interaction with families and care	
	 givers,
•	 Emergency exit procedures,
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work, note contributions and achievements, and make suggestions 
for changes and perhaps further training. The volunteer should 
appraise his own performance, set goals, and provide feedback 
on the strengths and weaknesses of the organization’s volunteer 
management program. Together, the parties should discuss how to 
strengthen the relationship between the volunteer and the organi-
zation and how to maximize the effectiveness of the volunteer. The 
organization should keep a written record of the evaluation session. 
If the organization is unhappy with the volunteer’s performance, it 
may be appropriate to take corrective action, which can occur fol-
lowing the evaluation. Corrective action could include the require-
ment of additional training, re-assignment of a volunteer to a new 
position, suspension of the volunteer, or dismissal from volunteer 
service.35

Discrimination
Title VII of the federal Civil Rights Act of 1991 prohibits employers of 
fifteen (15) employees or more, whether for-profit or nonprofit, from 
discriminating on the basis of race, color, religion, sex, or national 
origin.36 The Age Discrimination in Employment Act of 196737 and 
the Americans with Disabilities Act of 199038 prohibit discrimination 
based on age and disability. State civil rights laws vary. The Arkansas 
Civil Rights Act of 1993 prohibits discrimination and applies to em-
ployers of nine (9) or more.39 Unless they fall under a specific exemp-
tion, all employers must comply with both federal and state employ-
ment laws. Churches and other religious entities have some leeway 
in that they may require their employees to adhere to their religious 
doctrines.40

require and how it will be accomplished. Nonprofits may have a 
volunteer coordinator to supervise volunteers or may appoint other 
staff members.32 In any event, the supervisor should dedicate suf-
ficient amount of time to answering questions, addressing issues, 
and providing guidance to volunteers. In an all-volunteer organi-
zation, the supervisors themselves will be volunteers, presumably 
those with the most experience, skill or history with the organiza-
tion.

K-Child, for example, has no paid staff and works with children, a 
population that is vulnerable to accidental and intentional injury. 
The K-Child board will need to develop policies and procedures to 
protect the children in its program. One concern is who will su-
pervise the release of children to authorized caregivers.33 The re-
sponsible volunteer must know who is authorized to leave with the 
child and the parents or caretakers must know that, if someone new 
will be picking up the child, they must provide that information to 
K-Child. If there is any doubt about the identity of the person pick-
ing up the child, the volunteer must understand the importance 
of verifying that person’s identity before letting the child leave the 
facility or event.34

Evaluation and Disciplinary Action
Like paid employees, volunteers deserve periodic performance re-
views. Most want feedback and will appreciate an opportunity to 
improve their skills and effectiveness. Evaluation is a multi-faceted 
process designed to improve the performance of both the volunteer 
and the agency. The organization should examine the volunteer’s 
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Sexual Harassment
Any nonprofit developed enough to have written policies should 
address the issue of sexual harassment. It should have a written 
policy, make sure every member of the board, staff and volunteer 
corps is aware of it, and enforce it with a strict and even hand. Some 
organizations also need policies and procedures to prevent sexual 
harassment by clients. Nonprofits serving vulnerable populations 
such as children and youth, the elderly and people with disabilities 
should be particularly vigilant to prevent sexual harassment and 
abuse. 

Grievance Procedure
Like employees, volunteers should have access to appropriate griev-
ance procedures. A volunteer should know who to go to with prob-
lems or concerns related to his volunteer service. If an organiza-
tion finds it necessary to discipline or terminate a volunteer, there 
should be a procedure in place for the volunteer to appeal the deci-
sion. An emerging organization like K-Child, which has no paid 
staff, may establish a grievance committee to address volunteers’ 
concerns.

Dismissal and Resignation

Dismissal of a Volunteer
A nonprofit must be ready and willing to discharge a volunteer 
when necessary. All volunteers should be held to a high standard 
and expected to adhere to organizational rules and procedures. 
Volunteers should be advised of grounds for discharge, which may 

Definition of Employee
Under the federal Civil Rights Act of 1991, the term “employee” 
means an individual employed by an employer, excluding any per-
son elected to public office or any person chosen by an elected of-
ficial to work for her, as a staff member or immediate adviser.41 The 
Arkansas Civil Rights Act of 1993 defines “employee” by stating 
that “employee does not include: (A) any individual employed by 
his or her parents, spouse, or child; (B) an individual participating 
in a specialized employment training program conducted by a non-
profit sheltered workshop or rehabilitation facility; or (C) an indi-
vidual employed outside the State of Arkansas.”42 These definitions 
do not specifically address whether a volunteer would be considered 
an employee for purposes of a claim of employment discrimination. 
Nevertheless, a nonprofit should implement non-discriminatory 
practices and procedures even if it has few employees who may sue 
for discrimination. The most obvious reason is that it is the right 
thing to do; a more practical consideration is that the organization 
may eventually grow into civil rights law coverage. 

One of the most effective ways to avoid discrimination and the ap-
pearance of discrimination is to make sure that the organization 
reflects the diversity of the community served. Directors, officers, 
volunteers and employees should reflect diversity of, for example, 
age, race, sex, religion, national origin and disability. Many groups 
also feel the need for other types of diversity, such as geographic 
and socio-economic. 
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about improving the organization. If the volunteer is leaving with 
negative feelings, an exit interview may actually prevent the resig-
nation, or at least give the organization an opportunity to address 
the problem. Volunteers and former volunteers are ambassadors 
from the organization to the community, so a nonprofit should do 
all that it can to see that volunteers leave on a positive note.

Wage and Hour Issues
Federal and state statutes prohibit employees from working without 
pay. With some exceptions, these statutes also prohibit employers 
from paying less than the designated minimum wage. How do these 
laws affect K-Child and other nonprofits that depend on volunteers to 
carry out their programs? Can a volunteer ever demand to be paid for 
work performed? Can an employee of a nonprofit organization volun-
teer extra hours for which he is not paid? 

Volunteers are vital to Arkansas nonprofits and Arkansans are very 
generous in giving their time as well as their money. Nonprofits 
should be aware, however, that workers cannot waive their rights un-
der state and federal wage and hour law. A nonprofit could accrue sig-
nificant liability by failing to pay minimum wage for hours it consid-
ers to have been donated if state or federal authorities later determine 
that those hours should have been compensated. If there is any doubt 
as to whether certain hours worked must be compensated, a nonprofit 
should seek legal advice.

Fair Labor Standards Act 
The federal Fair Labor Standards Act (FLSA) of 1938 establishes 

include theft, being under the influence of alcohol or drugs dur-
ing volunteer service, mistreatment of clients or co-workers, inap-
propriate dress or language, and unsatisfactory performance.43 The 
organization should address its standards, reasons for dismissal, 
and dismissal procedures during volunteer orientation and in its 
volunteer handbook. 

Except in an emergency, such as when a volunteer’s actions put a 
client at immediate risk, a volunteer’s supervisor should meet with 
her prior to dismissal to discuss the problem and possible remedies. 
An organization should make every attempt to be fair and to hear 
all sides of the story before discharging a volunteer. If discharge 
becomes necessary, it is important to document the problem, the 
steps that were taken to correct it, and the ultimate reasons for the 
discharge.

Resignation of a Volunteer
Volunteers may, of course, resign at any time. Since volunteers 
are vital to the functioning of most nonprofit organizations, they 
should be asked to give notice of their resignations as soon as pos-
sible. Job descriptions should include information about how much 
notice the organization requests for that particular job, depending 
on the needs of the organization.

Ideally, a nonprofit will conduct an exit interview with each depart-
ing volunteer. Of course, the organization wants to know why the 
volunteer is leaving. A final interview also provides an opportunity 
to thank the volunteer for his service and to ask for suggestions 
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	 transportation),
•	 expectations of benefits in the future,
•	 whether the activity is less than a full-time occupation,
•	 whether regular employees are displaced,
•	 whether the services are offered freely without pressure or  
	 coercion, and
•	 whether the services are of the kind typically associated with 	
	 volunteer work.51

The largest exemption to the definition of employee under the FLSA 
is for volunteers for public agencies.52 Someone is a volunteer for a 
public agency if (1) “the individual receives no compensation or is 
paid expenses, reasonable benefits, or a nominal fee to perform the 
services for which the individual volunteered; and (2) such services 
are not the same type of services which the individual is employed 
to perform for such public agency.”53 A volunteer has been defined 
as “[a]n individual who performs hours of service for a public agen-
cy for civic, charitable, or humanitarian reasons, without promise, 
expectation or receipt of compensation for services rendered.”54 An 
individual will only be a volunteer if his services are given freely 
without pressure or coercion from an employer.55 While a person’s 
motivation to volunteer will be a factor in determining whether one 
intended to be a volunteer, that motivation does not have to always 
be altruistic.56 

When looking at whether someone falls under the definition of 
a volunteer, a court will apply that definition in a common-sense 
manner, taking into account the “totality of the circumstances sur-

requirements for employers that aim to ensure employees’ mini-
mum standard of living and general health and well-being.44 Those 
requirements regulate the minimum wage, overtime pay, equal pay, 
and child labor for employees covered by the act.45 Most employers 
and employees are covered by the FLSA. 

Ordinarily the protections of the FLSA do not apply to someone 
who claims to be a volunteer. “An individual who, ‘without promise 
or expectation of compensation, but solely for his personal purpose 
or pleasure, worked in activities carried on by other persons either 
for their pleasure or profit,’ is outside the sweep of the [FLSA].”46 
This is usually the case with volunteers, students and trainees.47 
However, in determining whether someone is an employee, courts 
also use the economic reality test.48 The focal point of the test is 
whether the individual is economically dependent on the business 
to which the individual renders services.49 In addition, a volunteer 
who works in a commercial enterprise that is part of a nonprofit, 
such as a store or restaurant, may not qualify as a volunteer for pur-
poses of the FLSA.50

The U.S. Department of Labor (DOL), which enforces the FLSA, 
uses a variety of factors in determining whether an activity is vol-
unteerism and, thus, exempt from wage and hour requirements. 
The DOL will consider:

•	 the nature of the entity receiving the services (whether it is a 	
	 nonprofit, for-profit or public agency),
•	 compensation received (such as stipends, meals and 
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the individual is employed to perform for the same public agency 
he works for.65 The phrase, “the same type of services” means 
“similar or identical services.”66 Some examples of services that 
are not considered the same type of services for volunteer pur-
poses include a city police officer volunteering as a referee in a 
basketball game sponsored by the city and an office employee of 
a city hospital spending off duty hours with disabled persons as 
an act of charity.67 

The same rule applies to employees of nonprofit organizations. 
Employees may volunteer for their nonprofit employers, but, un-
less they are exempt from the minimum wage requirements of 
the FMLA, should not volunteer in a capacity similar to the ser-
vices they perform for pay. For example, an administrative as-
sistant may volunteer to operate a booth at a fundraiser but may 
not stay late at his desk finishing up his regular duties without 
pay, even if he wants to do so. All volunteer work performed by 
employees must truly be voluntary, meaning that employees are 
not required or pressured to volunteer for their employer.

Arkansas Wage and Hour Law
State wage and hour regulations apply to employers that do not fall 
under the jurisdiction of the FLSA and have four or more employ-
ees.68 Most workers are covered, but there are many exceptions, 
including volunteers, defined as “[a]ny individual engaged in the 
activities of any educational charitable, religious, or nonprofit orga-
nization in which the employer-employee relationship does not in 
fact exist or in which the services are rendered to the organizations 

rounding the relationship between the person providing services 
and the entity for which the services are provided, in light of the 
goals of the FLSA.”57 The main factor will be whether both parties, 
using common-sense, understand that the person performing ser-
vices is doing so on a voluntary basis.58 When analyzing whether 
the parties understood the services to be voluntary, a court will 
look at the parties’ “statements, attitudes, and outward manifesta-
tions of their motivations . . . as well as any other available objective 
indicia that indicate whether a volunteer or employment relation-
ship was contemplated by the parties.”59 The person seeking com-
pensation under the FLSA bears the initial burden of proving an 
employer-employee relationship existed.60 Once the burden is met, 
the employer must prove an exemption or exception under the act.61

“Volunteers may be paid expenses, reasonable benefits, a nomi-
nal fee, or any combination thereof, for their service without los-
ing their status as volunteers.”62 A short list of some of the things 
allowed include uniforms, out of pocket costs incurred incidental 
to providing volunteer services, cost of meals, cost of transporta-
tion, tuition, books, supplies, materials, group insurance, and pen-
sion plans.63 Whether compensation for expenses, benefits, or fees 
would result in an individual losing her volunteer status will be de-
termined by “examining the total amount of payments made . . . in 
the context of the economic realities of the particular situation.”64

Employees who volunteer
An employee cannot be considered a volunteer for a public agen-
cy if his volunteer services are the same type of services which 
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22	 See Criminal Records by State, Backgroundferret, http://www.backgroundferret.com/ (last visited Sept. 24, 	
	 2011).
23	 U.S. Dept. of Justice, Dru Sjodin National Sex Offender PublicWebsite (NSOPW), http://www.nsopr.gov (last 	
	 visited Sept. 24, 2011).  
24	 U.S. Dept. of Justice, Search, Dru Sjodin National Sex Offender PublicWebsite (NSOPW), http://www.nsopw.	
	 gov/Core/OffenderSearchCriteria.aspx (last visited Sept. 24, 2011). A criminal offense that is a “specified 	
	 offense against a minor” refers to the following range of offenses: kidnapping/false imprisonment of a 	
	 minor (except by a parent), criminal sexual conduct toward a minor, solicitation of a minor to engage in 	
	 sexual conduct, use of a minor in a sexual performance, solicitation of a minor to practice prostitution, any 	
	 conduct that by its nature is a sexual offense against a minor, video voyeurism, production or distribution 	
	 of child pornography, or an attempt to commit any of these offenses. 42 U.S.C. § 16911(7) (2006). 	
	 Sexually violent offenses are Tier III sex offenses comparable to or more severe than aggravated sexual 	
	 abuse or sexual abuse or abusive sexual contact. 42 U.S.C. §16911 (4) (2006). 
25	 Lear, supra note 3, at  178.
26	 Herman et al., supra note 2, at 158.
27	 Id. at 199.
28	 Id. at 201.
29	 Id. at 201-02.
30	 See CASA, Working with Volunteers, State and Local Programs, http://www.casanet.org/program-	
	 management/volunteer-manage/sample-manage.htm (last visited Sept. 24, 2011). (follow “Training 	
	 Volunteers” hyperlink) (providing further information and suggestions on training employees). 
31	 Herman et al., supra note 2, at 202.
32	 See CASA, supra note 30 (follow “Retaining Volunteers” hyperlink).
33	 Herman et al., supra note 2.
34	 Id. at 202.
35	 See CASA: A Guide to Program Development, Section II, Chapter 12: Volunteer Management, available at 	
	 http://www.casaforchildren.org/site/c.mtJSJ7MPIsE/b.5466427/k.ED80/National_CASA_Guide_to_	
	 Program_Development.htm (last visited Sept. 24, 2011).
36	 42 U.S.C. §§ 2000e(b); 2000e-2(a) (2006).
37	 29 U.S.C. §§ 621-634 (2006 & Supp. 2008).
38	 42 U.S.C. §§ 12101-03 (2006 & Supp. 2008).
39	 Ark. Code Ann. §§ 16-123-101 to -108 (Repl. 2006). 
40	 42 U.S.C. § 2000e-1(a) (2006); Ark. Code Ann. § 16-123-103(a) (Repl. 2006).
41	 42 U.S.C. § 2000e(f) (2006).
42	 Ark. Code Ann. § 16-123-102(4) (Repl. 2006).
43	 See CASA, supra note 35 (follow hyperlink for “Volunteers”; then follow hyperlink for “Disciplinary Action”).
44	 29 U.S.C. § 202 (2006).  
45	 29 U.S.C. §§ 206-207 (2006 & Supp. 2009).
46	 Tony & Susan Alamo Found. v. Secretary of Labor, 471 U.S. 290, 295 (1985) (quoting Walling v. Portland 	
	 Terminal Co., 330 U.S. 142, 152 (1947).
47	 Id. at 299-300.
48	 Id. at 301.
49	 Id. at 301. In this case individuals were mainly rehabilitated drug addicts and criminals claiming to 	
	 volunteer their services to a religious organization.  Many testified that they did not want compensation for 	

gratuitously.”69 There is little case law interpreting Arkansas wage 
and hour statutes because most employees fall under the coverage 
of the FLSA. Because the state and federal requirements are similar, 
the case law interpreting the FLSA provides some guidance in in-
terpreting the Arkansas statutes.70
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2	 Melanie L. Herman et al., Managing Risk in NonProfit Organizations , A Comprehensive Guide 158 (2004).
3	 Mark C. Lear, Just Perfect for Pedophiles? Charitable Organizations That Work with Children and Their Duty 	
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16	 Ark. Code Ann. § 12-12-1607 (Repl. 2009).
17	 Ark. Code Ann. § 12-12-1607(b) (Repl. 2009).
18	 Ark. Code Ann. § 12-12-1607(b)(4) (Repl. 2009).
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	 information shall not be subject to disclosure under the Freedom of Information Act.  Ark. Code Ann. § 12-	
	 12-1610(c) (Repl. 2009).
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70	 There could be a different interpretation as to a volunteer who refuses to take compensation as in Alamo, 	
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	 statute.  Ark. Code Ann. § 11-4-213 (Repl. 2002).
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52	 29 U.S.C. § 203 (2006).
53	 29 U.S.C. § 203(4)(A) (2006).  	
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	 with retarded or handicapped children or disadvantaged youth, helping in you programs as camp 	
	 counselors, soliciting contributions or participating in civic or charitable benefit programs and volunteering 	
	 other services needed to carry out charitable or educational programs.”  Id.
55	 29 C.F.R. § 553.101 (2010).
56	 Todaro v. Twp. of Union, 40 F.Supp.2d 226, 230 (D.N.J. 1999).
57	 Id.
58	 Id.
59	 Id.
60	 Benshoff v. City of Virginia Beach, 180 F.3d 136, 140 (4th Cir. 1999).
61	 Id.
62	 29 C.F.R. § 553.106 (a) (2010).
63	 29 C.F.R. § 553.106 (2010).
64	 29 C.F.R. § 553.106(f) (2010).See Evers v. Tart, 48 F.3d 319, 320 (8th Cir. 1995) (finding that $35/	
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	 judges did not take individuals out of their volunteer classification); cf Krause v. Cherry Hill Fire Dist., 969 	
	 F.Supp. 270, 278 (D. N.J. 1997) (finding that firefighters were employees not volunteers when they were 	
	 paid eight dollars an hour and then their pay was reduced to twenty dollars per shift).  
65	 29 U.S.C. § 203(4)(A)(ii) (2006).  
66	 29 C.F.R. § 553.103 (2010).  When making a determination of whether the individual is performing the 	
	 same type of services, the Administrator will consider, among other things, the duties and factors 	
	 contained in the definitions of the three digit categories of occupations in the Dictionary of Occupational 	
	 Titles. Id. Some examples that would constitute the same type of services are a nurse working for a state 	
	 hospital and claiming to volunteer to perform nursing services at a state health clinic which does not 	
	 qualify as a separate public agency, or a firefighter claiming to volunteer as a firefighter for the same 	
	 public agency. Id.
67	 29 C.F.R. § 553.103(c) (2010).
68	 Ark. Code Ann. § 11-4-203(4) (Supp. 2011).
69	 Ark. Code Ann. § 11-4-203(3)(D) (Supp. 2011).  Nonprofit recreational or educational camps that do not 	
	 operate for more than seven months in a year are also one of the many occupations that are not included 	
	 in the definition of employee. § 11-4-203(3)(L).  Also not included in the definition is “[a] nonprofit child 	
	 welfare agency employee who serves as a houseparent who is: (i) [d]irectly involved in caring for children 	
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CHAPTER 6

Risk Management

Protecting K-Child
Kim’s presentation on personnel issues in volunteer management was 
received with great enthusiasm. “It’s a lot to digest,” admitted Zoey, 
“but this information is going to help me manage employees in my busi-
ness. I didn’t realize how much I didn’t know about managing people.” 
Tim nodded in agreement.

“And, we’re also preparing for the day when we hire staff for K-Child,” 
said Claire. 

“Now that we’re getting a handle on how to minimize the risks associ-
ated with volunteers,” noted Henry, “I’d like to see us step back and look 
at the bigger picture. What are the other risks K-Child faces and how 
can we best protect the organization?”
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it.3 The doctrine of charitable immunity protects “charities” from fi-
nancial disaster by disallowing the execution of judgments against 
them due to the negligent acts of their agents.4 In other words, this 
doctrine is designed to protect a charity’s assets from being dimin-
ished because of an injury caused by the charity’s agent or employee.5

As an example of how the doctrine works, assume K-Child is enti-
tled to charitable immunity. Suppose that K-Child has organized a 
kickball game for the children of the community. One of K-Child’s 
volunteers, Meredith, is driving a K-Child van, picking up those chil-
dren needing a ride to the game. After stopping to pick up Erin at 
his house, Meredith places the van in reverse and begins backing out 
of the driveway. At the same time, Bobby, Erin’s younger brother, is 
wandering behind the van. Meredith, not seeing Bobby, hits him with 
the van and injures him. Bobby’s family sues K-Child. Even if Bobby’s 
family prevails in the suit, the family’s judgment against K-Child is 
meaningless because K-Child’s property is sheltered from that judg-
ment. Thus, even though K-Child is found liable, K-Child does not 
suffer any penalty or punishment because of the protection provided 
by the charitable immunity doctrine. 

Not all organizations that consider themselves nonprofits will qualify 
for immunity under this doctrine. The following factors often are 
used to determine eligibility for charitable immunity:

1.	 whether the organization’s charter limits it to charitable pur-
poses,

2.	 whether the organization’s charter contains a “not for profit” 

“I see where you’re going,” agreed Claire. “Some combination of preven-
tion and insurance, I would think. Let’s set aside some money in our 
budget and ask Sandy to prepare a presentation on risk management.” 
The resolution passed unanimously.

After the meeting, Claire called Sandy, who agreed to make a presen-
tation at the next board meeting. To help focus her presentation, she 
asked that each board member email questions and concerns to her 
before the meeting. Sandy also asked Claire to copy and distribute some 
simple printed materials on risk management so that board members 
would be prepared to discuss the subject.

Introduction

Like any individual or organization, K-Child is subject to various 
kinds of risks. Internal risks include potential loss of the nonprofit’s 
property through theft, flood or fire. Other areas of exposure, such 
as the risk of being sued, are external. The board of directors, in con-
junction with the executive director, should discuss potential risks 
and establish policies and procedures to reduce the organization’s 
exposure. 

 
Charitable and Governmental Immunity
While there are no Arkansas statutes that provide immunity for non-
profit organizations themselves, a nonprofit may be entitled to protec-
tion from tort liability under the common law doctrine of charitable 
immunity.1 This doctrine has a long standing history in Arkansas,2 
although the vast majority of other states have completely abandoned 
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this could not be expected to operate in the same humble manner 
as other nonprofits because of the complex nature of the industry.11 
Another large hospital was granted immunity in a later case.12 In that 
case, the court noted that most hospitals would find it extremely dif-
ficult to operate on donations alone. The fact that the defendant re-
ceived most of its funding from sources other than charitable dona-
tions did not negate charitable immunity.13

Since whether a nonprofit has charitable immunity is a fact-specific 
inquiry with sometimes unpredictable results, the best course for an 
organization is to align itself as closely as possible with the eight fac-
tors above. Ultimately, the totality of the circumstances (especially 
who is injured and how foreseeable the injury was) will dictate wheth-
er a nonprofit organization will fall under the protection of charitable 
immunity.

Arkansas nonprofits may not be able to count on charitable immunity 
in the future. The Arkansas Supreme Court has urged the General As-
sembly to consider abolishing the doctrine, as other state legislatures 
and courts have done.14 In a recent decision, the Supreme Court ruled 
that the circuit court erred in granting a motion to dismiss based on 
the defendants’ admission that they were nonprofit organizations.15 
The nonprofits carried the burden of pleading and proving that they 
were entitled to charitable immunity.16 The case could be interpreted 
as another signal that the charitable immunity doctrine is disfavored 
by the Supreme Court. 

limitation,
3.	 whether the organization’s goal is to break even,
4.	 whether the organization earned a profit,
5.	 whether any profit or surplus must be used for charitable 

purposes,
6.	 whether the organization depends on contributions and do-

nations for its existence,
7.	 whether the organization provides its service free of charge 

to those unable to pay, and
8.	 whether the directors and officers receive compensation.6

While these factors are not exhaustive, the doctrine of charitable 
immunity is applied narrowly.7 For example, a court decided that a 
rehabilitation camp housing juvenile offenders and funded by the Ar-
kansas Department of Human Services, Division of Youth Services, 
could not benefit from the doctrine of charitable immunity.8 Several 
facts contributed to this conclusion: the camp’s charter did not limit 
it to charitable purposes; although it was tax exempt, there was no 
evidence that its goal was to break even; it was funded by the state, 
rather than being dependent upon donations, and had to return sur-
plus funds to the state treasury instead of using them for charity; and 
its officers were compensated for their services.9

In another case, however, the Arkansas Supreme Court decided that a 
regional medical hospital was entitled to charitable immunity, despite 
the fact that it sought yearly profits, paid substantial salaries and bo-
nuses to its CEO and CFO, and only received six percent of its budget 
from donations.10 The court reasoned that a sizable hospital such as 
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potential liability of the organization itself. Liability issues for an un-
incorporated nonprofit association vary somewhat from those of an 
incorporated nonprofit.

Directors and Officers
The directors and officers of an incorporated nonprofit are subject 
to liability of three main types: (1) liability to the organization for a 
breach of fiduciary duty; (2) liability to third parties who have been 
injured by the organization; and (3) personal liability by statute for 
the organization’s violation of a state or federal law. Officers of an 
unincorporated nonprofit face similar liability; they are statutorily 
excused from vicarious liability arising out of the nonprofit’s ac-
tions but may be held personally liable for their behavior within the 
nonprofit.21 

Arkansas allows an incorporated nonprofit to indemnify a direc-
tor against liability if the director conducted herself in good faith, 
reasonably believed that her conduct was not opposed to the cor-
poration’s best interests, and had no reasonable cause to believe her 
conduct unlawful.22 That means that the nonprofit may pay the le-
gal expenses of a director or officer provided that the expenses are 
not the result of dishonest or unreasonable conduct. Furthermore, a 
nonprofit must indemnify a director when the director successfully 
defends himself against a suit in his personal capacity.23 However, 
such indemnification is not required if the organization’s articles of 
incorporation provide otherwise. On the other hand, indemnifica-
tion is not allowed when a director is personally liable to the cor-
poration or for receiving an improper personal benefit.24 These in-

Direct Action Statute
Arkansas has a statute, known as a “direct action statute,” which al-
lows an injured person to directly sue an organization’s liability insur-
er, but only under certain circumstances.17 The direct action statute 
applies only if the organization that would be the proper defendant 
enjoys charitable immunity, and therefore would be immune from 
any tort liability.18 Hence, the direct action statute provides recourse 
for a plaintiff that would otherwise have no real remedy against the 
organization itself. If a plaintiff sues under the direct action statute, 
he is limited to recovering the amount that would otherwise be paid 
under the terms of the insurance policy.19 This statute makes it clear 
that simply because an organization may be entitled to charitable im-
munity (and is therefore immune from tort liability), such an organi-
zation is not required to carry liability insurance.20

Evaluating Liability
Insurance policies designed for nonprofits can be tailored to include 
essentially any individual within the organization, including direc-
tors, officers, trustees, committee members, executive directors, fac-
ulty members, employees and volunteers. The nonprofit can also in-
sure itself as an entity, typically by negotiating a separate agreement. 
Insurance companies generally insure a broader range of liabilities 
for nonprofits than for their for-profit counterparts, and nonprofits 
often are able to obtain coverage for typically uninsurable risks such 
as libel, slander, and plagiarism. 

The first step in selecting insurance is to understand the potential 
liability of the individuals involved in a nonprofit organization and 
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tion against liability “asserted against or incurred by him or her in 
that capacity or arising from his or her status as a director, officer, 
employee, or agent.”30 An agent is someone who is authorized to act 
for the organization, usually an officer, employee or independent con-
tractor such as an accountant or attorney. 

Liability insurance serves two main functions for nonprofit organiza-
tions: (1) it pays damages for which the nonprofit is found liable, and 
(2) it defends the organization in court when it is sued. This coverage 
is especially important for a nonprofit, which typically does not have 
the financial resources to support itself in legal proceedings; even if 
the nonprofit successfully defends, it still may be forced into bank-
ruptcy. There are several different types of insurance available to non-
profit organizations. Some of the most common are discussed below.

Commercial General Liability
Commercial General Liability is the most common type of liability 
insurance. This policy generally covers most claims arising from 
bodily injury, damage to property owned by others, and some types 
of personal injury. General liability coverage usually will cover the 
costs that accompany a lawsuit, as well as any settlement or dam-
ages that are awarded. While it is not a comprehensive policy, it can 
be combined with other coverage as part of a package, and typically 
excluded claims can be added in exchange for a higher premium.31

Workers’ Compensation
Workers’ compensation insurance is created by state statute and 
covers certain workers injured in job-related accidents. Insurance 

demnification statutes cover officers as well as directors,25 although 
they almost certainly do not reach unincorporated and charitable 
trust nonprofits. Additionally, indemnification can sometimes be 
court-ordered.26 

Volunteers and Employees 
The federal Volunteer Protection Act of 1997 limits lawsuits against 
volunteers serving through nonprofits and government agencies, 
when the volunteers are acting within the scope of their responsi-
bilities, properly licensed, not willfully or recklessly causing harm, 
and not operating a vehicle requiring a license.27 See Chapter 4 for 
more information on the Arkansas Volunteer Immunity Act and 
the Volunteer Protection Act of 1997. The difference between a vol-
unteer and an employee appears to be that a volunteer acts with-
out being compelled to act, and “without promise or expectation of 
compensation,” while an employee receives some form of compen-
sation and takes part in commercial activity.28

The Organization Itself 
A nonprofit, whether incorporated or unincorporated, seems to be 
subject to the same liabilities as any corporation or business asso-
ciation. While the doctrine of charitable immunity might be used 
to shield these organizations from liability, the doctrine has gradu-
ally fallen out of favor.29

Types of Insurance
Arkansas law allows an incorporated nonprofit to maintain insurance 
on behalf of directors, officers, employees, and agents of the corpora-
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Umbrella Liability
Umbrella liability insurance is usually a supplementary policy 
purchased in addition to and above the ordinary primary liability 
coverage.36 This coverage typically overlays most major policies by 
increasing the limits of each liability, offers broader coverage by de-
creasing excluded claims, and provides first-dollar liability cover-
age in many areas of potential liability.37

Professional Liability
If a nonprofit performs professional services such as legal or medi-
cal, claims arising out of these services typically are not covered by 
commercial general liability insurance. As a result, separate pro-
fessional liability insurance is needed to adequately protect against 
these risks.

Association Professional Liability or Directors’  
and Officers’ Liability
This type of policy goes by different names: Association Profession-
al Liability, Directors’ and Officers,’ or simply D & O. It is similar 
to regular professional liability insurance. D & O, however, is struc-
tured in a more complex manner. The protected individuals are not 
necessarily professionals as much as they are fiduciaries of the or-
ganization.38 This type of insurance protects both the corporation 
from sizable losses it could experience because of indemnification 
statutes like the ones discussed above and directors and officers for 
losses against which the company does not or cannot indemnify 
them.39

rates are based on a number of factors, including salaries, firm his-
tory, and risk of occupation.32 Workers’ compensation basically 
would shield the nonprofit against further liability to its employees. 
Under Arkansas law, every employer must comply with workers’ 
compensation laws and provide workers’ compensation benefits to 
injured employees.33 An employer is any individual or organization 
that carries on any employment, meaning every employment in Ar-
kansas in which three or more employees are regularly employed 
by the same employer in the course of business except “a person 
performing services for any nonprofit religious, charitable, or relief 
organization.”34 This suggests that Arkansas nonprofit organiza-
tions are exempt from liability under workers’ compensation law.35 

However, it may be wise for nonprofits to consider participating in 
workers’ compensation because the exclusive remedy doctrine ap-
plies to this type of coverage. This means that the worker is limited 
to receiving benefits under the organization’s workers’ compensa-
tion policy, and is likely to be precluded from pursuing a liability 
claim against the organization.

Motor Vehicle
If an employee or volunteer gets into an automobile accident while 
performing services for the nonprofit, both the organization and 
the individual may be liable. Individuals driving their own cars 
may be covered by their own policies. Nonprofits that own vehicles 
generally will purchase commercial auto insurance, which normal-
ly applies only to employees but can be extended to volunteers for 
an additional charge.
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profit with paid staff should have written personnel policies; likewise, 
an organization should develop policies covering the recruitment, su-
pervision and activities of its volunteers.

Although it is usually the prerogative of the board to review and ap-
prove policies, staff members and volunteers can be helpful in devel-
oping and reviewing policies related to their duties. For example, an 
organization’s bookkeeper or accountant will certainly have some-
thing to contribute to the development of financial policies.

To be effective, policies must be: (1) up-to-date, (2) well written, and 
(3) followed. To ensure that policies are up-to-date, they should be 
reviewed regularly. 

Litigation Preparedness
It is still fairly uncommon in Arkansas for a nonprofit organization to 
be sued; however, it is a possibility that nonprofits should not ignore. 
A nonprofit organization is more likely to be sued as the organization 
grows, increases its staff membership, purchases more buildings, and 
negotiates complex agreements.41 No matter how large or small, every 
organization can take steps to be better prepared for litigation. For ex-
ample, every organization should be careful to document all decisions 
made by the board, and all incidents with employees, volunteers, and 
clients. Furthermore, organizations should create and follow compre-
hensive procedures for dealing with incidents, such as injuries suf-
fered by a client, or complaints made by an employee. Lastly, an or-
ganization should have a relationship with an attorney that it trusts.

Property Insurance
Property insurance covers repair or replacement costs caused by 
most risks to the building, improvements, and contents owned by 
the nonprofit.

Selecting Insurance
In determining which insurance policy is the best fit for any given 
nonprofit organization, the organization must first analyze the specif-
ic level and types of risk that it faces. Factors to be considered include 
the probability of the risk’s occurrence, the extent of potential dam-
age, and the involvement of outside parties.40 Once the organization 
has completed this self-evaluation, it must decide which insurance 
package best addresses its particular risks and needs; for example, if 
the nonprofit provides substantial professional services, it will likely 
be wise to acquire professional liability insurance. In the same vein, if 
the nonprofit will be dealing with risks that could impose astronomi-
cal damages, then umbrella insurance would seem necessary. 

Ultimately, most nonprofits mix and match these policies in order to 
sufficiently guard against risk; however, as a practical matter there 
will always be some level of risk left unaddressed. The job of the non-
profit’s decision-makers is to determine which risks are prudent to 
cover and which are best left internalized.

Reducing Risk 
A nonprofit board of directors sets policies to guide the organization. 
Comprehensive written policies reduce risk by establishing expecta-
tions and standardizing practices within the organization. Any non-
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33	 Ark. Code Ann. § 11-9-103(a) (Repl. 2002).
34	 Ark. Code Ann. § 11-9-102(11)(A)(vi) (Supp. 2011). 
35	 Sloan v. Voluntary Ambulance Service, 37 Ark. App. 138, 142, 826 S.W.2d 296, 298 (1992).
36	 George L. Head, Increasing Your Liability Protection: Excess vs. Umbrella Limits, Nonprofit Risk Management 	
	C enter, http://www.nonprofitrisk.org/library/articles/liability071105.shtml (last visited Sept. 25, 2011).
37	 Id.
38	 Olson et al., § 12:1.
39	 Id.
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CHAPTER 7

Fiscal Sponsorship and Financial Management 

A Funding Opportunity Creates New Management Challenges
Akia Moss, winner of the Little Dipper Marathon and chair of K-Child’s 
board of directors, received an unexpected call from Bean O’Malley, the 
manager of Star Foods, Little Dipper’s largest health food store. Bean 
explained that his store was part of a national corporation that had es-
tablished a foundation to promote good nutrition among children and 
youth. Bean was confident that K-child could get a grant from the Star 
Foods Foundation to fund nutrition education lessons in Little Dipper 
Schools.

Bean set up a meeting between himself, Akia and Herb Fine, a Foun-
dation representative. Herb was impressed by the community involve-
ment behind K-Child and excited about the proposed nutrition project. 
Bean had an advanced degree in nutrition and extensive experience 
in nutrition education. He was willing to help design and implement 
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the IRS. A fiscal sponsor can bridge the gap by assuming responsi-
bility for funded projects while a start up nonprofit develops its own 
administrative and management expertise. Although some groups 
and individuals ultimately decide against forming a new nonprofit 
and become a project of the sponsoring organization, most eventually 
become independent. They seek and receive IRS exempt recognition 
and assume full control of their activities. In doing so, they develop 
their own administrative systems, including policies and procedures 
for financial management. 

The term “financial management” encompasses several related sys-
tems. An organization must create budgets that accurately reflect 
its mission, programs, and resources. Bookkeeping and audits must 
adapt to the unique characteristics of nonprofits. Internal controls are 
vital for any group that receives money, no matter how small. Even 
the newest, tiniest nonprofit must institutionalize policies and proce-
dures that ensure fiscal accountability and transparency, asset protec-
tion, and efficient use of the organization’s resources. 

Fiscal Sponsorship
Fiscal sponsorship arises from an agreement between a group that 
intends to engage in exempt activities (the sponsored organization) 
and an exempt organization (the sponsor). There are many reasons for 
an organization to use a fiscal sponsor, the most common being that 
a sponsored organization, like K-Child, has not yet received recogni-
tion of 501(c)(3) tax exempt status from the IRS. A donor has good 
reason to be reluctant to fund a newly formed nonprofit. Until an or-

the proposed program, so Herb was confident that the project would be 
effective. 

K-Child’s lack of experience in administering grant funds concerned 
Herb, however. K-Child had never received a grant and was just begin-
ning to design and establish its financial management systems. Also, 
K-Child had not yet received recognition of tax exempt status from the 
IRS. Herb doubted that the Star Foods Foundation would be willing to 
write a large check to K-Child, even if it wanted to support nutrition 
education in Little Dipper schools. 

Herb proposed a solution. K-Child could ask a more established non-
profit, such as a local children’s hospital with a child nutrition clinic, to 
serve as K-Child’s fiscal sponsor. A fiscal sponsor could receive and ad-
minister the grant funds, oversee the nutrition education project, and 
help K-Child with evaluation and reporting. In addition, the sponsor 
could help K-Child set up an appropriate financial management system 
that would help the organization become more independent and attract 
future funders. The Foundation would be willing to increase the grant 
amount to pay the fiscal sponsor for these services. 

Introduction

Sound financial management is vital to a nonprofit’s ability to attract 
funding, manage programs, and safeguard its assets. Donors may 
hesitate to risk money on an organization like K-Child, which has 
no track record of managing grants, and may not want to be a new 
organization’s major source of funding. Many donors will not fund 
an organization that has not yet been recognized as tax exempt by 
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nonprofit status from the IRS. K-Child could identify an exempt or-
ganization with goals similar to its own. If nutrition education classes 
fell within the mission of the exempt organization, it might be willing 
to further that mission by taking responsibility for certain K-Child 
activities. It could accept funds from the Star Foods Foundation for 
the purpose of supporting K-Child’s implementation of the nutrition 
program. The sponsor would maintain ultimate control over, and re-
sponsibility for, the grant monies. 

K-Child might use a fiscal sponsor even after receiving recognition of 
tax exempt status. If a donor wants to give K-Child an extraordinarily 
large grant, the size of the donation could create administrative, tax, 
and other problems for K-Child. In addition, a funder like the Star 
Foods Foundation might be more comfortable having the grant ad-
ministered by a more established nonprofit. A fiscal sponsor could be 
the answer.

The relationship between a fiscal sponsor and the sponsored organi-
zation or project arises from an agreement that the sponsor will as-
sume total responsibility for funds intended for use by the sponsored 
organization. In essence, the sponsored organization becomes a proj-
ect of the sponsor. The sponsor receives the funds and carries them 
on its books, oversees distribution of funds, includes the income on 
its annual Form 990, and reports to the donor on the execution of the 
funded project. In addition, the sponsor may administer and manage 
the funded project in other ways, such as buying supplies, hiring and 
supervising staff, and evaluating the effectiveness of the project. 

ganization receives its 501(c)(3) recognition, the funder is taking a risk 
that exempt status will be denied and the donation will be taxable. In 
addition, IRS recognition assures funders that an organization has ar-
ticulated a charitable purpose and plan, developed a budget, and has 
thought through the various issues that must be resolved in applying 
for tax-exempt status. A fiscal sponsor helps ensure that funds will be 
used properly to support the intended exempt activities and often as-
sists the sponsored organization in building its own capacity to man-
age funds. Fiscal sponsorship is also used for short term projects for 
which it would be inefficient to seek exempt status. 

Under a sponsorship agreement, the sponsor accepts funds from a do-
nor who wants to support the activities of the sponsored organization. 
In doing so, the sponsor assumes total legal and financial responsi-
bility for the funds and the funded project. The IRS insists that the 
fiscal sponsor have complete discretion and control over sponsored 
activities; the sponsor may not be a mere conduit for the flow of funds 
from the donor to the sponsored organization. Because the sponsor 
receives the donation, it is crucial that the project or activity funded 
by the accepted dollars be consistent with the sponsor’s IRS approved 
mission. If the donation is used to support activities outside the scope 
of the sponsor’s mission, its nonprofit status will be jeopardized. The 
sponsor should view its nonprofit status as its most important asset, 
to be protected at all times. 

K-Child is a good example of how a fiscal sponsorship may benefit 
both the sponsor and the sponsored organization. K-Child had will-
ing volunteers and ideas for projects before it received recognition of 
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Fiscal sponsorship has serious legal and tax implications for both par-
ties, so the best practice is to seek expert advice before entering into a 
sponsorship agreement. 

The Role of the Board in Financial Management
The most important role of the board in financial management is to 
demonstrate the high value it places on honesty, integrity and careful 
stewardship of the organization’s resources. The board should expect 
all directors, volunteers and employees to foster those values. Every-
one involved with the organization has a responsibility to see that re-
sources are used appropriately and wisely, but the standard is set by 
the board. The top manager, generally called the executive director 
or CEO, plays a key role in taking that standard to the organization’s 
staff and volunteers. 

A nonprofit board should understand, monitor, and control the or-
ganization’s financial and risk management systems. On a typical 
board, some directors will be more financially savvy than others. Not 
all directors need to know every detail of the organization’s financial 
life. The board as a whole, however, must be familiar enough with 
the organization’s financial systems to be a responsible steward of 
its resources. A finance committee can be instrumental in fulfilling 
this duty in a more detailed manner. Each individual board member, 
whether a member of the finance committee or not, has a responsi-
bility to stay informed, review regular financial reports and question 
anything that is unclear or troubling. Accountants and other finance 
professionals can make great additions to a nonprofit board, particu-
larly if they have experience in nonprofit financial management. 

With mutual trust and respect, good communication, and shared 
values, a fiscal sponsorship usually works well. On the other hand, 
power struggles and disagreements over the execution of the project 
and expenditure of funds can sour the relationship. Fiscal sponsor-
ships can create potentially serious problems, so the boards of both 
organizations should consider the terms of the relationship and its 
possible ramifications before making any commitments. Any result-
ing agreement should be reduced to writing and reviewed by an at-
torney who is familiar with tax exempt organizations. The sponsor 
must understand that its nonprofit status will be at risk if the project 
is mismanaged or viewed as outside its mission by the IRS.

Following are some of the issues a board must consider when deciding 
whether to enter into a fiscal sponsorship relationship:

•	 The sponsored project must further the fiscal sponsor’s 
mission and goals by fitting within the IRS approved mis-
sion of the sponsoring organization.

•	 The fiscal sponsor has ultimate control over the funds and 
ultimate responsibility for the implementation of the pro
ject.

•	 Accepting a large grant may make it harder for the spon-
sor to meet the public support test and, thus, may affect the 
sponsor’s tax exempt status.

•	 The sponsor may need to be paid for its services, depending 
on the extent of its involvement and the time and resources 
required.
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Budgeting
Sound fiscal management begins with a budget. Every organization 
that receives and spends money needs one. A budget need not be com-
plicated or intimidating. It is simply a financial plan describing how 
much money an organization expects to receive from what sources 
(revenue) and how the organization expects to spend its funds (ex-
penses). A budget should reflect a nonprofit’s mission, goals and pri-
orities. In a more complex organization with a number of funding 
sources, the overall budget may be supported by the sum of individual 
budgets by funding source. 

Who should prepare the budget? In a small start-up organization like 
K-Child, generally the board chair, treasurer, or finance committee 
will draw up a proposed budget. If the nonprofit has an executive di-
rector or CEO, that person may create the first draft. Larger organi-
zations with multiple programs and multiple funding sources often 
involve several staff people in budgeting. 

No matter who drafts the budget, it must be reviewed and approved 
by the board of directors. A budget reflects an organization’s goals 
and priorities. It also represents a commitment. When the board ap-
proves a budget, it agrees to raise the funds to implement the budget 
and to spend those funds as planned. The budget should be reviewed 
at least monthly by the board or a subdivision of the board, such as 
a finance committee. The review should compare actual income and 
expenses to the budget. Significant discrepancies indicate the need 
for further investigation and, possibly, changes to the organization’s 
fundraising and spending practices.

Regular, comprehensive, accurate financial reporting is essential to 
the financial management of a nonprofit. The board should require 
financial reports at each meeting, to be presented by the executive 
director, CEO, CFO or the board treasurer. At a minimum, directors 
should generally require statements of financial position and activi-
ties, as well as a comparison of financial activities to budgeted infor-
mation, at each regular meeting so they can track how funds are being 
used to further the organization’s mission. 

Financial Policies and Procedures Manual
A nonprofit’s financial policies and procedures should be comprehen-
sive enough to ensure efficient financial operations, reliable financial 
reporting, and compliance with relevant laws and regulations. These 
policies and procedures will comprise a financial policies and pro-
cedures manual. The manual will be part of a larger document that 
includes all of the organization’s policies and procedures.

Topics typically covered in a financial policies and procedures manu-
al include: the role of the board in financial management; a conflict of 
interest policy; how budgets will be developed, approved and moni-
tored; descriptions of the organization’s bookkeeping system and in-
ternal controls; disbursements processes such as approval of checks 
and reimbursements, issuance and use of organization credit cards, 
and signatory authority; payroll processing; grants management; and 
audit requirements, if any. This is only a partial list, as each organiza-
tion’s manual will be as unique as its needs, values and practices. 
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•	 maintaining accurate inventories of physical assets such as 
electronic equipment and safeguarding such assets; 

•	 segregating duties such as authorization of expenditures, 
writing of checks, and reconciliation of bank statements; 
and 

•	 segregating cash and check receipt and handling duties 
from maintenance of accounts/grant receivable records.

Each organization should have internal control policies approved by 
the board. 

Internal controls are vital to ensuring financial integrity. Sadly, many 
nonprofit organizations have been seriously harmed by carelessness 
and theft, due in part to lack of attention to the existence and quality 
of internal controls. Some fall into the trap of thinking they do not 
need internal controls because their finances are managed by trusted, 
longtime employees and volunteers. No organization is immune from 
error and dishonesty. A nonprofit certainly does not want to be in the 
position of enforcing controls with some people and not with others. 
The best policy is to get appropriate internal controls in place and en-
force them uniformly, no matter who manages the finances.

External Audits
An external audit is the process of requesting an opinion on the finan-
cial statements of an organization by an independent party. An audit 
typically will result in formal or informal feedback on an organiza-
tion’s financial management processes as well, although that is not its 
primary purpose. Some funders require external audits. Even if an 

A multi-million dollar organization with dozens of programs will 
have a complex budget and professionals to administer it. A smaller 
group, like K-Child, will have a simple budget. No matter how small 
the organization, every nonprofit that handles money must have the 
capacity to develop and monitor budgets.

Internal Controls 
Internal controls are processes that protect an organization’s resourc-
es, in particular by reducing the likelihood of fraud. For example, 
nonprofits that receive donations by mail should require that two 
people open the mail and ensure that all funds received are record-
ed immediately and accurately. Bank accounts should be reconciled 
promptly each month by someone other than the person or persons 
who sign checks. Bank statements should be received unopened for 
review by the executive director or a board member. Unused checks 
should be kept in a secure location. These simple measures and others 
can assist in preventing some of the most common types of nonprofit 
theft.

Control activities include: 
•	 authorizing activities such as writing checks, reimburs-

ing expenses and approving overtime pay by appropriate 
people; 

•	 keeping necessary records secure and destroying records 
that are no longer needed, adhering to a document reten-
tion policy; 

•	 periodically rotating duties among staff members to the ex-
tent practical;
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is simpler, and later move to an accrual basis, which reflects a more 
accurate view of the organization’s financial situation. Cash basis 
bookkeeping is basically a check register or ledger book that re-
cords actual income and expenses when funds are deposited and 
checks are written. A transaction is recorded when money actu-
ally changes hands. In contrast, an accrual based system records 
income when funds are earned and records expenses when obliga-
tions are incurred. Since this system reflects monies that are owed 
to the organization and unpaid debts of the organization, it creates 
a snapshot of the actual financial landscape at a given time. Most 
nonprofits use the accrual system, at least after initial startup in-
come and expenses are taken care of. Audited financial statements 
are prepared on an accrual basis system, providing an additional 
reason to use it for ongoing bookkeeping.

Net Assets
The “net assets” is similar to a for-profit organization’s equity cal-
culation. The net assets are calculated by subtracting total liabilities 
from total assets. Net assets are generally monitored and segregated 
based on the nature and extent of any restriction on their spend-
ability.

Fund Accounting
Fund is a term generally used to describe a separate set of financial 
records for a specific program or function of the nonprofit organi-
zation. At startup, a nonprofit might have only one fund, designated 
for general operating costs. As an organization grows, it will likely 
become necessary to divide the nonprofit’s assets and liabilities into 

external audit is not required, it can be most beneficial to a nonprofit 
to have an accounting professional from outside the organization 
provide feedback on its financial processes in some other form. Ac-
countants can be very helpful in suggesting appropriate policies and 
procedures and effective controls.

The selection of an external auditor or an accountant takes time and 
effort. A nonprofit should only consider candidates who are familiar 
with nonprofit accounting and reporting practices. Beyond that, the 
selection process is similar to hiring a key staff member. The first step 
is to establish hiring criteria by defining the organization’s needs and 
the qualifications necessary to meet those needs. Collect and narrow 
the applications according to the established criteria and interview 
several candidates to find one that is a good match.

The relationship between an organization’s board and its auditor is 
important. Although the staff may help with groundwork, the board 
should select the auditor. The board chair or treasurer should be avail-
able to work with the auditor as needed. When the audit is completed, 
the auditor should report directly to the board or to an audit or fi-
nance committee if such exists. A good working relationship between 
board and its external auditor or accountant is critical.

Bookkeeping Issues

Cash Basis or Accrual Basis
The two most common bookkeeping systems are cash basis and ac-
crual basis. Many nonprofits start with a cash basis system, which 
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sub-classifications describing internally determined board restric-
tions permitted.

Statement of Activities
The statement of activities reveals the change in an organization’s 
net assets over a period of time. It often includes a comparison of 
actual financial results with the organization’s budget for the same 
time period. It helps a nonprofit set the budget for the coming year 
by showing whether the organization is operating under a surplus 
or a deficit. 

Statement of Cash Flow
The statement of cash flow documents the change in cash over the 
past year. It should organize revenues and expenditures based on 
operating, investing and financing.

Differences Between Nonprofit and  
For-Profit Financial Management
Many of the same basic principles apply to nonprofit and for-profit 
financial management, but there are significant differences. The most 
important difference is the ultimate goal: mission versus profit. Other 
issues unique to the nonprofit sector include segregating grant funds, 
reporting to funders, and managing endowments. It is important that 
a nonprofit’s chief executive, bookkeeper, board members, financial 
advisors and auditors understand nonprofit financial management. 

Nonprofit organizations also evaluate their financial standing differ-
ently from for-profits. A for-profit calculates its success primarily in 

separate funds often representing general operations/unrestricted 
dollars as well as dollars from individual funding sources to be used 
to fund certain unique programs. Generally, each fund will have its 
own differentiating account number sequence and every transac-
tion will be posted to the account of one of the nonprofit’s funds. 
It is helpful to create a chart identifying which account number is 
associated with which fund. 

Restricted Funds
Donations often come with restrictions, meaning that the donor 
gives the funds for a specific time or a specific purpose, such as 
support for a particular program.  For example, a foundation might 
make a grant to K-Child to fund its nutrition education program 
or to build a new playground at Little Dipper Elementary School.   
An organization that accepts restricted donations must ensure that 
the funds are recorded, tracked, spent, and reported in accordance 
with the restrictions placed by the donor.  

Financial Statements
Following are brief descriptions of some of the most common finan-
cial statements for nonprofit organizations.

Statement of Financial Position
A statement of financial position reflects the assets, liabilities and 
net assets of a nonprofit at a specific time. It is the equivalent of a 
balance sheet in the for-profit world. Net assets should be reported 
in classifications of unrestricted, temporarily restricted, and per-
manently restricted assets based on donor restrictions, with further 
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CHAPTER 8

Subsidiaries and Joint Ventures

Thinking Like Entrepreneurs
Nonprofits are always thinking about new activities to support their mis-
sions. K-Child was no exception. Akia proposed a summer triathlon pro-
gram. Zoey was eager to begin healthy cooking classes for families. Henry 
attended a conference on school-sponsored vegetable gardens and urged 
K-Child to develop a garden at Little Dipper Elementary. The Board real-
ized it couldn’t undertake all of these new endeavors at once, but it was 
clear that K-Child would have to develop some stable sources of funds be-
fore adding any programs at all. 

“We need to think big,” offered Tim. “Why don’t we start a business that 
will generate money for K-Child? I’m not saying we should sell burgers and 
fries, but can’t we sell something healthy and use the profit to support our 
programs? Or we could offer a service, like personal training for adults. 
We would beautify Little Dipper and make money at the same time.” 

terms of profitability, which is relatively easy to quantify compared to 
measuring the effectiveness of a nonprofit’s programs and services. 

Investment of Institutional and Endowment Funds
In 2006, Arkansas adopted the Uniform Prudent Management of In-
stitutional Funds Act1 (UPMIFA), which provides guidance, author-
ity, and duties for managers of institutional funds and endowments. 
The UPMIFA establishes standards of “prudent” conduct for manag-
ers and investors. It lists factors that must be considered in making 
investment decisions and developing a spending policy; for example, 
general economic conditions, inflation and deflation, tax consequence 
of investment strategies, and resources and needs of the institution.2 
The board of any nonprofit that has an endowment or other invest-
ment should be familiar with the UPMIFA.

[Endnotes]
1	  Ark. Code Ann. §§ 28-69-801 to -812, (Supp. 2011).
2	  Ark. Code Ann. § 28-69-803 to -804 (Supp. 2011).
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Subsidiaries
Like a for-profit business, an exempt organization may create a sub-
sidiary, a legally separate organization with a formal relationship to 
the parent entity. Usually the purpose of a subsidiary is to engage in 
activities that the parent organization does not or cannot legally do. A 
subsidiary structure also may be used to segregate liability for certain 
activities from the parent organization.  

Frequently, an exempt organization will use a for-profit subsidiary 
to conduct activities that are not directly related to the nonprofit’s 
charitable mission. A nonprofit must engage primarily in activities 
related to its exempt purposes or it risks loss of its exempt status.1  It 
may engage in some activities that do not directly accomplish exempt 
purposes, but such activities may not comprise a substantial part of its 
operations. Unrelated activities conducted for the purpose of raising 
funds are not considered exempt activities under this rule.  

The fundamental question here is how to determine whether exempt 
activities are primary. There is no mathematical formula or exact defi-
nition to follow. The IRS makes that determination on a case-by-case 
basis after examining all of the relevant facts and circumstances. An 
organization that engages in any significant activities not directly 
related to its exempt purpose should seek legal advice to protect its 
exempt status.

Even if a non-exempt activity is not primary and, thus, does not 
threaten the organization’s exempt status, the income it generates 
may be subject to the unrelated business income tax (UBIT). The 

Akia jumped in: “My friend owns a company that markets exercise vid-
eos. Maybe we could partner with her on a project.”  

Most of the directors looked interested, but Claire frowned. “Wouldn’t 
going into business affect our exempt status? I’m not sure we’re allowed 
to sell goods and services, especially if they aren’t directly related to our 
mission. And partnering with a for-profit company? How would that 
work?”

After more discussion, Akia appointed a committee to evaluate the var-
ious fundraising ideas advanced by the K-Child directors. Akia, Claire 
and Tim agreed to meet with Sandy to discuss the legal implications 
of K-Child starting a business of its own or working with a for-profit 
enterprise. 

Introduction

In response to reduced government funding and increased competi-
tion for donations, many nonprofits like K-Child have become more 
entrepreneurial in their efforts to raise funds. This expansion of fun-
draising activities has led to innovation in organizational structure 
and, for some nonprofits, new relationships with for-profit entities. 
Traditionally, exempt organizations considered creating separate or-
ganizations to conduct lobbying activities or focus on raising money. 
Today, nonprofits are using for-profit and nonprofit subsidiaries and 
entering into joint ventures and partnerships to increase revenue and 
further their missions.
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Nonprofit Subsidiaries
Fundraising and lobbying are activities commonly carried on by 
nonprofit subsidiaries of exempt organizations. A nonprofit may 
establish a separate fundraising organization (often called a foun-
dation) with a board and staff dedicated to raising funds to support 
the charitable activities of the parent entity. An exempt organiza-
tion also may establish a subsidiary under 501(c)(4) for the purpose 
of engaging in substantial lobbying activities. As long as the lobby-
ing is segregated in the 501(c)(4) subsidiary, the exempt status of the 
parent should not be jeopardized.

For-Profit Subsidiaries
An organization that wants to engage in unrelated business activi-
ties to an extent that could threaten its exempt status may segre-
gate its unrelated, taxable activities into a separate organization by 
forming a for-profit subsidiary. Other reasons for establishing a for-
profit subsidiary include raising capital and insulating the parent 
organization from liability.

The corporation is the most common form of subsidiary used by 
nonprofits, though other forms such as partnerships and limited 
liability companies may be preferable under some circumstances. 
Each form has unique tax consequences and other legal consider-
ations. When the corporate form is used, the exempt parent will 
be concerned about maintaining control over the subsidiary while 
keeping the organizations separate enough that the activities of the 
for-profit subsidiary are not attributed to the parent organization. 

UBIT puts nonprofits on the same footing as for-profits when it comes 
to conducting business activities that don’t directly support the orga-
nization’s mission. Since unrelated business activities are a high audit 
priority for the IRS, exempt organizations should be careful to seg-
regate related from unrelated income and pay appropriate taxes. See 
Chapter 1 for a more extensive discussion of UBIT. 

Subsidiary Control and Separation
A parent organization controls its subsidiary. Control can be ac-
complished in various ways. The board of the parent organization 
may select a majority of the board of the subsidiary, for instance, 
or the subsidiary may be structured as a membership organization 
with the sole member being the parent entity. Some nonprofits use 
a combination of these approaches. 

Although a parent entity ultimately controls a subsidiary, the par-
ent-subsidiary relationship is recognized only as long as the two are 
operated as separate organizations. A number of factors are used to 
determine whether the two entities are sufficiently distinct. The di-
rectors and officers may be overlapping, for example, but the boards 
should meet separately and maintain separate formalities such as 
elections and minutes. Each organization should have its own bud-
get and bank account. If the parent and subsidiary are not operated 
separately, the legal distinction will disappear and the activities of 
the subsidiary will be attributed to the parent.2 Depending on the 
circumstances, such attribution could affect the exempt status of 
the parent organization.3
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joint ventures with for-profit entities. Following a landmark court 
decision,5 the IRS relaxed its rule and developed a three-part test for 
whether a nonprofit may maintain its exempt status while participat-
ing in such a joint venture.6 First, the joint venture must further the 
exempt organization’s charitable purpose. Second, the joint venture 
should allow the nonprofit to act exclusively in furtherance of its 
charitable purpose. Third, the for-profit participants may not derive 
undue economic benefit from the joint venture.7

The intent of this test is to guarantee that the exempt organization 
maintains actual control over the joint endeavor and, thus, is able to 
protect its charitable mission. A nonprofit will lose its exempt status 
if it cedes control to a for-profit entity.8 This is because a joint venture 
between a nonprofit and for-profit carries an inherent conflict of in-
terest. A nonprofit must operate for exempt purposes and its net earn-
ings may not inure to the benefit of private individuals. A for-profit, 
by contrast, operates for the benefit of its owners. Therefore, the board 
of the nonprofit partner has the responsibility to ensure that its chari-
table purposes take precedence over profit motives.   

“Being on the K-Child board has been a real education,” said Claire to 
Sandy. The two were back at Dipper Diner, this time for its famous plate 
lunch. “I never imagined how much is involved in starting and running 
a nonprofit organization. It’s really worth the effort, though. Did you 
see the latest report from the Department of Education? The kids at 
Little Dipper Elementary have made dramatic improvements in overall 
fitness. And, they’re having a ball!”

The attribution problem is of particular concern when a nonprofit 
parent has a for-profit subsidiary. If the IRS attributes the activities 
of the for-profit to the nonprofit, the nonprofit could be liable for 
unrelated business income tax and could lose its exempt status if the 
activities are substantial when compared to the exempt activities of 
the nonprofit. The test for attribution of activities of a subsidiary to 
a parent is complex; the essence is whether the subsidiary operates, 
in reality, as an integral part of the parent.4 Factors that may signal 
lack of adequate separation include overlapping directors, officers 
and employees and sharing of office space, organizational identi-
ties and activities. If the parent controls the day-to-day operations 
of the subsidiary, the IRS may disregard the separate identities of 
the organization and attribute the activities of the subsidiary to the 
parent. 

Joint Ventures and Partnerships
Nonprofits may enter into joint ventures with for-profit entities. A 
joint venture is broadly defined as a business endeavor involving 
two or more legal entities. A partnership is a form of joint venture 
in which two or more legal entities work together for a common pur-
pose. Generally a partnership is based on a written partnership agree-
ment; however, a written agreement is not required. In fact, entities 
may unintentionally enter into a partnership or other form of joint 
venture by acting in concert. 

The IRS scrutinizes such enterprises to ensure that exempt partici-
pants protect and further their charitable missions. Before 1980, the 
IRS strictly prohibited exempt organizations from participating in 
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A.	 Selected Resources

B.	 Sample Conflict of Interest Policy

C.	 Outline of Subjects Typically Covered in Bylaws

D.	 Arkansas Statutes of Special Interest to Nonprofits

The Arkansas Nonprofit Corporation 

Act of 1963

The Arkansas Nonprofit Corporation Act

of 1999

Act 569 of 2007

Statutes Regulating Solicitation of

Contributions and Registration of

Fundraisers

The State and Local Government

Volunteers Act

The Arkansas Civil Rights Act of 1993

The Freedom of Information Act

[Endnotes]
1	  Treas. Reg. § 1.501(c)(3)-1(c)(l).
2	  See I.R.S. Priv. Ltr. Rul 200132040 (May 15, 2001).
3	  See I.R.S. Priv. Ltr. Rul 200103084 (Oct. 24, 2000).
4	  See I.R.S. Priv. Ltr. Rul 200132040 (May 15, 2001).
5	  Plumstead Theatre Soc’y v. Comm’r, 74 T.C. 1324 (1980), aff’d, 675 F.2d 244 (9th Cir. 1982).
6	  Hopkins, Bruce R., The Law of Tax-Exempt Organizations § 30.2 (10th ed. 2011).
7	  See I.R.S. Priv. Ltr. Rul. 8541108 (July 19, 1985).
8	  St. David’s Health Care System v. U.S., 349 F.3d 232 (5th Cir. 2003).
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APPENDIX A

Selected Resources

Arkansas Coalition for Excellence 

Arkansas Coalition for Excellence (ACE) is Arkansas’ association of 

nonprofits.   It is a membership organization made up of nonprofits, 

individuals, foundations and businesses united by their commitment 

to nonprofit success in Arkansas.  ACE is dedicated to elevating capacity 

and promoting the success of Arkansas’ nonprofit sector.  Visit the ACE 

website at http://acenonprofit.org.

Arkansas Department of Human Services

Division of Community Service and Nonprofit Support (DCSNS)

The DCSNS which was formerly the DHS Division of Volunteerism 

provides training and technical assistance to build and strengthen 

capacity in nonprofits throughout Arkansas. Since 1974, the Division 

has provided its services at no cost to Arkansans as well as inquirers 

across the country and around the world.  It is the oldest state office of 

volunteerism in the United States.

The trainings and technical assistance offered are: board development, 

risk management, applying for nonprofit tax exempt status, grant 

seeking, program management and numerous other topics as requested. 

For 36 years the division has sponsored an annual conference “The 

Summit” Where Volunteer, Philanthropy and Nonprofit Leaders Meet, a 

two day conference with experts in their field conducting workshops.
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workers for tax purposes?

Form 990 – Would you like to file an error-free return?

Required Disclosures – To whom do you have to show 

your records?

Nonprofit Risk Management Center

The Nonprofit Risk Management Center is an excellent resource, 

providing free technical assistance on a wide range of topics related 

to legal risks inherent in nonprofit governance and management.  

The Center’s website and reasonably-priced publications are easy 

to understand and packed with reliable, practical advice.  Visit the 

Center’s website at www.nonprofitrisk.org or call 202-785-3891 for 

more information.

University of Arkansas

The University of Arkansas offers a website designed to be used as a free 

tool for nonprofit organizations and individuals interested in starting 

nonprofits.  Visit the website at www.uacted.uark.edu/legalesource/

index.html. 

University of Arkansas at Little Rock

The University of Arkansas at Little Rock (UALR) has several programs 

of special interest to nonprofits, including the Center for Nonprofit 

Organizations, which seeks to improve the capacity of the nonprofit 

sector through an interdisciplinary application of community and 

University resources.  UALR also offers a graduate certificate in 

Nonprofit Management.  For more information, visit http://ualr.edu/

iog/nonprofitcenter.

The Division provides certificates, Governor’s letters and other 

recognition items to organizations that engage volunteers.  It is a 

co-sponsor of the annual Arkansas Community Service Awards and 

Arkansas Volunteer Community of the Year Awards. 

Funding for AmeriCorps national service programs is available from 

the Arkansas Service Commission, which is a unit within the DCSNS.

For a detailed directory of services visit www.humanservices.arkansas.

gov/dcsns.

Internal Revenue Service On-Line Resources

General Information for Charities

The IRS website page for charities, found at www.irs.gov/charities/

index.html, offers various resources for tax-exempt organizations, 

including forms, news and answers to frequently asked questions.

Workshop for Exempt Organizations: Tax Basics for 501 (c)(3)s

The IRS offers a free interactive workshop designed to familiarize users 

with tax compliance issues of interest to tax exempt organizations.  The 

workshop, available at www.stayexempt.org, consists of five modules: 

Tax-Exempt Status – How can you keep your 501(c)(3) 

exempt?

Unrelated Business Income – Does your organization 

generate taxable income?

Employment Issues – How should you treat your 
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APPENDIX B

IRS Sample Conflict of Interest Policy

Note: Items marked for hospitals that complete Schedule C have not 

been included in this version.  For more information, see the IRS 

website, www.irs.gov. 

Article I

Purpose

 

The purpose of the conflict of interest policy is to protect this tax-

exempt organization’s (Organization) interest when it is contemplating 

entering into a transaction or arrangement that might benefit the 

private interest of an officer or director of the Organization or might 

result in a possible excess benefit transaction. This policy is intended 

to supplement but not replace any applicable state and federal laws 

governing conflict of interest applicable to nonprofit and charitable 

organizations. 

 

Article II

Definitions

 

1. 	 Interested Person

Any director, principal officer, or member of a committee with 

governing board delegated powers, who has a direct or indirect 

financial interest, as defined below, is an interested person.  
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interest and be given the opportunity to disclose all material facts 

to the directors and members of committees with governing 

board delegated powers considering the proposed transaction or 

arrangement. 

2. 	 Determining Whether a Conflict of Interest Exists 

	 After disclosure of the financial interest and all material facts, 

and after any discussion with the interested person, he/she shall 

leave the governing board or committee meeting while the 

determination of a conflict of interest is discussed and voted 

upon. The remaining board or committee members shall decide if 

a conflict of interest exists. 

 

3. 	 Procedures for Addressing the Conflict of Interest 

a. 	 An interested person may make a presentation 

at the governing board or committee meeting, 

but after the presentation, he/she shall leave 

the meeting during the discussion of, and 

the vote on, the transaction or arrangement 

involving the possible conflict of interest. 

b. 	 The chairperson of the governing board 

or committee shall, if appropriate, appoint 

a disinterested person or committee to 

investigate alternatives to the proposed 

transaction or arrangement. 

c. 	 After exercising due diligence, the governing 

board or committee shall determine whether 

the Organization can obtain with reasonable 

2.	 Financial Interest

A person has a financial interest if the person has, directly or 

indirectly, through business, investment, or family: 

a. 	 An ownership or investment interest in any entity with 

which the Organization has a transaction or arrangement, 

b. 	 A compensation arrangement with the Organization or 

with any entity or individual with which the Organization has 

a transaction or arrangement, or 

c. 	 A potential ownership or investment interest in, or 

compensation arrangement with, any entity or individual 

with which the Organization is negotiating a transaction or 

arrangement. 

 

Compensation includes direct and indirect remuneration as well 

as gifts or favors that are not insubstantial. 

A financial interest is not necessarily a conflict of interest. Under 

Article III, Section 2, a person who has a financial interest may 

have a conflict of interest only if the appropriate governing board 

or committee decides that a conflict of interest exists. 

 

Article III

Procedures

1. 	 Duty to Disclose 

	 In connection with any actual or possible conflict of interest, 

an interested person must disclose the existence of the financial 
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to disclose an actual or possible conflict of 

interest, it shall take appropriate disciplinary 

and corrective action. 

Article IV

Records of Proceedings

 

The minutes of the governing board and all committees with board 

delegated powers shall contain: 

a. 	 The names of the persons who disclosed 

or otherwise were found to have a financial 

interest in connection with an actual or 

possible conflict of interest, the nature of 

the financial interest, any action taken to 

determine whether a conflict of interest 

was present, and the governing board’s or 

committee’s decision as to whether a conflict 

of interest in fact existed. 

b. 	 The names of the persons who were present 

for discussions and votes relating to the 

transaction or arrangement, the content of the 

discussion, including any alternatives to the 

proposed transaction or arrangement, and a 

record of any votes taken in connection with 

the proceedings. 

 

efforts a more advantageous transaction or 

arrangement from a person or entity that 

would not give rise to a conflict of interest. 

d. 	 If a more advantageous transaction or 

arrangement is not reasonably possible under 

circumstances not producing a conflict of 

interest, the governing board or committee 

shall determine by a majority vote of the 

disinterested directors whether the transaction 

or arrangement is in the Organization’s best 

interest, for its own benefit, and whether it is 

fair and reasonable. In conformity with the 

above determination it shall make its decision 

as to whether to enter into the transaction or 

arrangement. 

 

4. 	 Violations of the Conflicts of Interest Policy

a. 	 If the governing board or committee has 

reasonable cause to believe a member has 

failed to disclose actual or possible conflicts 

of interest, it shall inform the member of the 

basis for such belief and afford the member an 

opportunity to explain the alleged failure to 

disclose. 

b. 	 If, after hearing the member’s response and 

after making further investigation as warranted 

by the circumstances, the governing board or 

committee determines the member has failed 
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governing board delegated powers shall annually sign a statement 

which affirms such person: 

a. 	 Has received a copy of the conflicts of interest 

policy, 

b. 	 Has read and understands the policy, 

c. 	 Has agreed to comply with the policy, and 

d. 	 Understands the Organization is charitable and 

in order to maintain its federal tax exemption 

it must engage primarily in activities which 

accomplish one or more of its tax-exempt 

purposes. 

Article VII

Periodic Reviews

 

To ensure the Organization operates in a manner consistent with 

charitable purposes and does not engage in activities that could 

jeopardize its tax-exempt status, periodic reviews shall be conducted. 

The periodic reviews shall, at a minimum, include the following 

subjects: 

a. 	 Whether compensation arrangements and 

benefits are reasonable, based on competent 

survey information, and the result of arm’s 

length bargaining. 

b. 	 Whether partnerships, joint ventures, and 

arrangements with management organizations 

conform to the Organization’s written policies, 

Article V

Compensation

a. 	 A voting member of the governing board who 

receives compensation, directly or indirectly, 

from the Organization for services is precluded 

from voting on matters pertaining to that 

member’s compensation. 

b. 	 A voting member of any committee whose 

jurisdiction includes compensation matters 

and who receives compensation, directly or 

indirectly, from the Organization for services 

is precluded from voting on matters pertaining 

to that member’s compensation. 

c. 	 No voting member of the governing board or 

any committee whose jurisdiction includes 

compensation matters and who receives 

compensation, directly or indirectly, from 

the Organization, either individually or 

collectively, is prohibited from providing 

information to any committee regarding 

compensation. 

Article VI

Annual Statements

 

Each director, principal officer and member of a committee with 
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APPENDIX C

Outline of Subjects Typically Covered in Bylaws

I.	 Name of organization

II.	 Statement of mission or purpose

III.	 Board of directors

A.	 Number of directors

B.	 Length of terms

C.	 Qualifications

D.	 Nominations and elections

E.	 Meetings

F.	 Committees

G.	 Removal 

H.	 Procedures for filling vacancies

IV.	 Officers

A.	 Titles 

B.	 Duties

C.	 Nominations and elections

D.	 Removal

E.	 Procedures for filling vacancies

V.	 Membership (if the organization has members)

A.	 Procedure for becoming a member

B.	 Member records

C.	 Meetings

are properly recorded, reflect reasonable 

investment or payments for goods and 

services, further charitable purposes and do 

not result in inurement, impermissible private 

benefit or in an excess benefit transaction. 

Article VIII

Use of Outside Experts

 

When conducting the periodic reviews as provided for in Article VII, 

the Organization may, but need not, use outside advisors. If outside 

experts are used, their use shall not relieve the governing board of its 

responsibility for ensuring periodic reviews are conducted. 
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APPENDIX D

Arkansas Statutes of Special Interest to Nonprofits

Introduction

Like their for-profit counterparts, nonprofit organizations are subject 

to many rules and regulations, including statutes enacted by state 

legislatures and Congress.  The following summary includes some of 

the Arkansas statutes that affect nonprofit organizations.  In consulting 

this summary, be aware that it does not attempt to give legal advice on 

the particular situation of your group and it does not include all of the 

laws affecting nonprofit organizations.  Moreover, the law is constantly 

changing, so it is essential to consult the latest version of these statutes 

before relying on them.  

The Arkansas Nonprofit Corporation Act of 1963

If an Arkansas nonprofit organization was incorporated before 1994, 

it is governed by the Arkansas Nonprofit Corporation Act of 1963,1 

unless it elects to operate under the Arkansas Nonprofit Corporation 

Act of 1993.  For information about the 1993 Act and the election, see 

the following section.

The 1963 Act offers general legal guidance on the organization, 

operation, and dissolution of Arkansas nonprofits.  Highlights include 

the following:

D.	 Voting procedures

VI.	 Rules of order

VII.	 Fiscal year 

VIII.	 Indemnification of directors, officers, volunteers, 

staff

IX.	 Procedures for amending the bylaws

X.	 Procedures for the dissolution of the corporation
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operate under the 1993 Act.  

Highlights of the 1993 Act

The 1993 Act is more comprehensive than the older law and was intended 

to fill in some of the gaps that became apparent as the State’s nonprofit 

sector grew and developed.  The Act begins by describing the process 

for incorporating as a nonprofit by filing articles of incorporation with 

the Arkansas Secretary of State.10  See Chapter I for more information 

about incorporating as a nonprofit.  Other provisions cover holding 

and conducting meetings of members and directors,11 authority for 

action without meetings,12 requirements for voting,13 and detailed 

guidance as to what constitutes proper notice of meetings.14  The 1993 

Act also provides for operation of an organization in an emergency, 

defined as a situation in which the corporation’s directors cannot 

readily be assembled because of a catastrophic event.15  

Many sections of the 1993 Act are intended to fill in the gaps in a 

nonprofit’s articles of incorporation or bylaws and can be superseded 

by those documents.  For example, the section on “officers” reads: 

“Unless otherwise provided in the articles or bylaws, a corporation 

shall have a president, a secretary, a treasurer and such other officers 

as are appointed by the board.”16  Similarly, a quorum of a board of 

directors consists of a majority of the directors in office immediately 

before a meeting begins, except as otherwise provided in the statute, 

the articles of incorporation, or the bylaws.17

Under the 1963 Act a director’s term may not exceed six years and a 

director may not hold office for more than one term.18  A director may 

•	 A nonprofit corporation must have at least 

three directors;2

•	 Terms of office for directors may not be more 

than six years, but directors may be re-elected 

if so provided in the articles of incorporation;3

•	 A nonprofit may have members or may have 

no members, as provided in the articles of 

incorporation;4

•	 A nonprofit corporation may not issue shares 

of stock or pay dividends;5

•	 A nonprofit may not loan money to its 

directors or officers;6

•	 A nonprofit must keep correct and complete 

books and records of its accounts, meetings, 

and members;7

•	 If a nonprofit corporation shuts down, the 

board of directors must first pay off debt, then 

distribute any remaining assets for nonprofit 

purposes;8

See Chapter 1 for more information about incorporating as a nonprofit.  

Most aspects of nonprofit life are not covered in the Nonprofit 

Corporation Act, so an organization’s articles of incorporation and 

bylaws are very important.  

The Arkansas Nonprofit Corporation Act of 1993

The Arkansas Nonprofit Corporation Act of 19939 applies to all 

Arkansas nonprofits incorporated after 1993.  A nonprofit incorporated 

in 1993 continues to be governed by the 1963 Act unless it elects to 
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Act 569 of 2007

Act 569 of 2007 requires nonprofit corporations to file an annual 

report with the Arkansas Secretary of State.  The report must include 

the name of the corporation, its jurisdiction, the name and address of 

its registered agent, the address of its principal office, the names of its 

principal officers and the names and addresses of its directors.  The 

report will be due by August 1, starting with the report for the 2007 

reporting year, which was due August 1, 2008.27

Statutes Regulating Solicitation of Contributions and Registration 

of Fundraisers

The Arkansas Attorney General oversees charitable solicitation in 

Arkansas, including registration of charities that request donations 

from the public and registration of paid fundraisers.  The purpose of 

registration is to prevent fraudulent fundraising activities and help 

people make educated choices about giving.  The Attorney General 

maintains a user-friendly website at www.ag.state.ar.us and can be 

contacted at 501-682-2007 or 1-800-482-8982.  Following is a brief 

summary of charitable registration requirements.

Definitions

A “charitable organization” is any person who holds himself or herself 

out to be established for any benevolent, educational, philanthropic, 

humane, scientific, patriotic, social welfare or advocacy, public health, 

environmental conservation, civic, or other charitable purpose.28  A 

“charitable organization” may also be any person established for the 

benefit of law enforcement personnel, fire fighters, or other persons 

protecting public safety.29  Finally, any person who employs charitable 

be re-elected if the articles of incorporation provide for reelection.19  

Under the 1993 Act, however, terms of directors may not exceed six 

years, but directors may be elected for successive terms unless otherwise 

provided in the articles or bylaws.20  The default rule under the 1993 

Act is that directors may be re-elected, whereas, under the 1963 Act, 

directors may be re-elected only if the articles of incorporation so 

provide.  

Benefits of election

The principle benefit of election is that the 1993 Act provides more 

guidance for nonprofit organizations than did the old law.  For a 

discussion of the advantages of electing to be subject to the 1993 Act, 

see The Nonprofit Corporation Act of 1993: Considering the Election to 

Apply the New Law to Old Corporations, a 1994 article by James Edward 

Harris published in the University of Arkansas at Little Rock Law 

Journal.21 

How to elect

To make the election, the organization must amend its articles of 

incorporation to indicate that it will be governed under the new law.22  

The amendment must also indicate whether the nonprofit is a public 

benefit, mutual benefit or religious corporation.23  The amendment 

must be approved by a majority of the members of the organization 

or, if there are no members, by a majority of the directors.24  The 

amendment must then be filed with the Secretary of State.  The current 

fee for filing an amendment to articles of incorporation is $50.25  Once 

made, the election is irrevocable.26 
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certain information regarding the solicitation on forms provided by 

the Attorney General of Arkansas;39 and file the information with the 

Attorney General.40  The information on those forms is available to the 

general public in most instances.41

The information in the forms must be sworn to and must at a minimum 

include: (i) the identity and address of the charitable organization 

doing the solicitation;42 (ii) the purpose of the solicitation;43 (iii) who 

will have custody of and who will distribute the contributions;44 (iv) 

the timeframe of the promotion;45 (v) a description of the methods 

of solicitation;46 (vi) whether voluntary unpaid solicitors, paid 

solicitors, or both will be conducting the solicitation;47 (vii) if there 

are paid solicitors, their name and address, basis of payment, nature 

of arrangement, and copy of contract for services;48 and finally (viii) a 

copy of the IRS tax-exempt status form.49

Financial Reporting

On or before May 15 of each year, a charitable organization must file 

with the Attorney General a copy of all tax or information returns.50  

This filing must include all schedules and amendments submitted to 

the IRS for the previous reporting year, except any schedules of the 

organization’s contributors.51  A charitable organization that maintains 

its books by fiscal year instead of calendar year, upon application to the 

Attorney General, may file the returns within six (6) months after the 

close of its fiscal year.52  

If a charitable organization has gross revenues greater than $500,000 

(not including grants or fees from government agencies) in any fiscal 

appeal in any way for solicitation or an appeal which tends to suggest 

a charitable purpose for such solicitation is considered a “charitable 

organization.”30

A “charitable purpose” is any benevolent, educational, philanthropic, 

humane, scientific, patriotic, social welfare or advocacy, public health, 

environmental conservation, civic, or general charitable objective.31

A “paid solicitor” is a person who: (i) for compensation, performs for a 

charitable organization any service in which contributions are solicited 

by the person or by another person he or she employs, procures, or 

engages to solicit for compensation;32 or (ii) at any time has custody 

or control of contributions.33  A bona fide permanent salaried officer 

or employee of a charitable organization is not a “paid solicitor” under 

this statute.34

A “solicitation” is each request, either directly or indirectly, for a 

contribution on the plea or representation that the contribution will 

be used for a charitable purpose.35  A “solicitation” occurs when the 

request is made, at the place the request is received, whether or not the 

person making the request actually receives any contribution.36

A “person” may be an individual, corporation, limited liability 

corporation, association, partnership, foundation, or other entity.37

Registration Requirements

Before a charitable organization may solicit contributions from 

persons in Arkansas, that organization must: (i) register;38 provide 
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for registration, financial reporting, and contract reporting, provided 

that each organization submits any information required by the 

Attorney General to substantiate its exemption: 

(i)	 Religious organizations, i.e., any good faith, 

duly constituted religious entity if it satisfies 

each of the following criteria: (a) it is tax-

exempt under the Internal Revenue Code, 

and (b) no part of its net income goes to 

the direct benefit of any individual;60

(ii)	 Educational institutions, i.e., any parent-

teacher association or educational 

institution whose curricula in whole or in 

part are registered or approved by any state 

or the U.S. directly or are accredited by an 

accrediting body;61

(iii)	 Political candidates and organizations, i.e., 

any candidate for national, state, or local 

office or a political party or committee 

required to file information with the 

Federal Election Commission or state 

election commission or an equivalent 

agency;62

(iv)	 Governmental organizations, i.e., any 

department, branch or other instrument 

of the federal, state, or local governments;63

(v)	 Nonprofit hospitals, i.e., any nonprofit 

hospital licensed by Arkansas or in any 

other state;64

year, it must submit in addition to tax records an audit report of a 

certified public accountant.53

If a charity is required to register with the Attorney General but not 

required to file returns with the IRS, it should submit an annual report 

in forms provided by the Attorney General.54

A charitable organization may receive an extension of six months for 

the filing of records and other reports upon the Attorney General’s 

approval of a written request and showing of good cause.55

A charitable organization must keep a full and true record, which is 

open to inspection and copying at all times by the Attorney General.  

By keeping a full and true record, a charitable organization is able to 

provide the information required by this statute.56  Donor lists obtained 

in accordance with this statute are not subject to disclosure without a 

court order, but donor lists and other records may be disclosed to other 

law enforcement agencies.57  An organization must retain its records 

for at least three years after the end of the fiscal year to which they 

relate.58   

Exemptions from Registration and/or Financial Reporting

A chapter, branch, or affiliate in Arkansas of a registered parent 

organization is not required to register as long as the parent organization 

files a consolidated financial report or tax information form for itself 

and the chapter, branch, or affiliate.59

The following organizations are exempt from this statute’s requirements 
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borders and to submit annual reports of fundraising activities.  These 

statutes serve two purposes: to inform people making decisions about 

charitable giving and to protect the public from charity-related fraud.  

Since registration statutes tend to define “solicitation” broadly, a 

charity may be required to register in a particular state even if it does 

not have a physical presence there.  

Standardized Registration

States vary widely in their rules, expectations and enforcement 

practices, so registration and reporting can be a significant burden for 

a charity soliciting in more than one state.  In response to this problem, 

the National Association of Attorneys General (NAAG)72 and the 

National Association of State Charities Officials (NASCO)73 developed 

a standardized registration process for nonprofit organizations.  Most 

states accept the standard registration.  The necessary form, the Unified 

Registration Form, is available at www.nasconet.org.   Keep in mind that 

standardized registration does not avoid the need to submit annual 

reports on a state-by-state basis.

Website Solicitation

The growing practice of web solicitation of donations has created 

another problem – determining where internet activity, which 

obviously reaches citizens of all states, requires a charity to register.  

Since there is no uniform federal law addressing this issue, charities 

are faced with a hodgepodge of state statutes and regulations and little 

cohesive guidance.   

In an attempt to establish guidelines for charities that solicit funds via 

(vi)	 Any charitable organization that does not 

intend to solicit and receive, and does not 

actually receive, contributions exceeding 

$25,000 in a calendar year: (a) if all its 

functions (including fundraising) are 

carried on by unpaid persons, and (b) 

provided that no part of its assets or income 

goes to any officer or member;65 and

(vii)	 Any person who solicits solely for the benefit 

of the organizations described above.66 

Prohibited Practices of Paid Solicitors

A person may not act as a paid solicitor unless he or she first registers 

with the Attorney General.67  In order for a paid solicitor to represent 

that any contributions will be given or donated to any charitable 

organization, the organization must first consent in writing to the use 

of its name before the solicitation occurs.68  A paid solicitor may not 

represent that tickets to an event are to be donated for someone else’s 

use, unless a charitable organization first states in writing that it will 

accept donated tickets and specifies the number of tickets it will accept.69  

The solicitor may not solicit more contributions for donated tickets 

than number of ticket commitments from the organization.70  Finally, 

a paid solicitor may not solicit contributions from citizens or entities 

in Arkansas on behalf of an unregistered charitable organization.71

Arkansas Organizations That Solicit in Other States

Most states, like Arkansas, have statutes that require charitable 

organizations to register before soliciting contributions within their 
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Unified Registration Statement, their last three IRS Forms 990, and 

their complete IRS Form 1023 or 1024 application and resulting 

determination letter on their websites. 

The State and Local Government Volunteers Act

The State and Local Government Volunteers Act (the “SLGVA”) 

is designed to make sure that the people of Arkansas derive the 

greatest possible benefit from volunteers in state and local agencies.74  

The SLGVA authorizes all agencies, departments, institutions, and 

divisions of state government to develop volunteer programs to accept 

the services of volunteers and donors.75  The SLGVA also exempts 

volunteers in state and local agencies from all state employment laws.76  

The SLGVA sets forth the rules covering reimbursement of volunteers 

for meals, lodging, and transportation expenses, and it provides the 

circumstances under which meals and lodging may be furnished to 

volunteers at no charge.

The Arkansas Civil Rights Act of 199377

The Arkansas Civil Rights Act prohibits any employer with nine or more 

employees in Arkansas from discriminating against any person on the 

basis of race, religion, national origin, gender, or disability.  A victim of 

discrimination may sue for reinstatement, back pay, compensatory and 

punitive damages, attorney fees and court costs.

The Freedom of Information Act78

The purpose of the Arkansas Freedom of Information Act (FOIA) is to 

ensure that public business is performed in an open and transparent 

manner.79  In accordance with that purpose, the FOIA is interpreted in 

the web, the NAAG and the NASCO issued the “Charleston Principles.”  

The general approach of the Charleston Principles is that an out-of-

state charity with a website should not be required to register simply 

because it maintains a passive web presence.  The Charleston Principles 

are not law and are not binding in any state.  Nevertheless, they enjoy 

broad support from state attorneys general and apparently have not 

been repudiated by any state.    

In summary, the Charleston Principles suggest that a charity should be 

required to register in each state where:

•	 it has its principal place of business; or

•	 its non-internet activities alone would be 

sufficient to require registration; or

•	  it solicits contributions though an interactive 

website and 

•	 specifically targets people located in that 

state for solicitation, or receives ongoing or 

substantial contributions through its website 

from people located in the state; or

•	 it solicits contributions through a non-

interactive website, but either specifically invites 

further offline activity to make a contribution 

or establishes other contacts with the state, 

such as sending email messages or other 

communications promoting the website.

In the interest of public disclosure, the Charleston Principles also 

contain a statement encouraging charities to post their current 
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General opined that the Arkansas Aviation Historical Society, a 

nonprofit that received construction and operating funds from public 

sources, was not subject to the FOIA because there was no “intimate 

involvement” between the organization and government.89  At this 

time, most of the guidance on application of the FOIA to private 

entities comes from Attorney General opinions, which are instructive, 

but not binding on any court.  The Arkansas Freedom of Information 

Handbook, sponsored by the Arkansas Governor, Attorney General, 

Press Association, and other media entities, is available free online.90 

[Endnotes]
1 1963 Ark. Acts 176, codified at Ark. Code Ann. §§ 4-28-201 to -224 (Repl. 2001 and Supp. 2011).
2 Ark. Code Ann. § 4-28-211(b) (Repl. 2001).
3 Ark. Code Ann. § 4-28-211(c), (d) (Repl. 2001).
4 Ark. Code Ann. § 4-28-210 (a) (Repl. 2001).
5 Ark. Code Ann. § 4-28-219 (Repl. 2001).
6 Ark. Code Ann. § 4-28-220 (Repl. 2001).
7 Ark. Code Ann. § 4-28-218 (Repl. 2001).
8 Ark. Code Ann. § 4-28-207 (Repl. 2001).
9 1993 Ark. Acts 1147, codified at Ark. Code Ann. § 4-33-101 to -1707 (Repl. 2001 and Supp. 2011).
10 Ark. Code Ann. § 4-33-203 (Repl. 2001).
11 Ark. Code Ann. §§ 4-33-701, 820 (Repl. 2001). 
12 Ark. Code Ann. §§ 4-33-160, 704, 821 (Repl. 2001 and Supp. 2011).
13 Ark. Code Ann. §§ 4-33-721 to -730 (Repl. 2001 and Supp. 2011). 
14 Ark. Code Ann. §§ 4-33-141, 705, 706, 822, 823 (Repl. 2001 and Supp. 2011).
15 Ark. Code Ann. §§ 4-33-207, 303 (Repl. 2001).
16 Ark. Code Ann. § 4-33-840(a) (Repl. 2001).
17 Ark. Code Ann. § 4-33-824(a) (Repl. 2001).
18 Ark. Code Ann. § 4-28-211 (Repl. 2001).
19 Id.
20 Ark. Code Ann. § 4-33-805 (a) (Repl. 2001).
21 16 U. Ark. Little Rock L. J. 1 (1994).
22 Ark. Code Ann. § 4-33-1701 (Repl. 2001).
23 Ark. Code Ann. § 4-33-1707 (Repl. 2001).
24 Ark. Code Ann. § 4-33-1701 (Repl. 2001).
25 Ark. Code Ann. § 4-33-122 (Supp. 2011).
26 Ark. Code Ann. § 4-33-1701 (Repl. 2001).
27 Ark. Code Ann. § 4-33-131 (Supp. 2011).

favor of disclosure of information.80  The law requires public officials 

and agencies to disclose records related to their activities and it provides 

that certain meetings must be open to the public.  

In summary, a citizen may request to inspect or receive copies of public 

records.81  The custodian of the records may charge a reasonable fee 

for duplication.82  Certain documents, such as income tax, adoption 

and medical records, are shielded from disclosure.83  When meetings 

must be open to the public, the time and place of such meetings must 

be provided to anybody who asks.84  Local media must be notified of 

emergency or last-minute meetings.85  Closed executive sessions are 

permitted for limited purposes.86

The Arkansas Supreme Court has yet to provide clear, comprehensive 

guidance as to when private entities such as nonprofit corporations 

are subject to the FOIA, but it appears that FOIA obligations will 

arise when a private entity (1) receives local, state or federal public 

funds and (2) carries on activities that are “intertwined with those of 

government” and “of public concern.”87  Indirect public support such 

as tax-exempt status does not bring a nonprofit under FOIA coverage.

The FOIA concepts of being “intertwined with government” and 

carrying on activities “of public concern” have no exact meanings 

and must be considered on a case-by-case basis.  When a private 

organization uses public funds to conduct activities that otherwise 

would be conducted by the government, such as provide health 

care or rehabilitation services, such activities likely would bring the 

organization under the FOIA umbrella.88  In contrast, the Attorney 



Legal Guide for Arkansas Nonprofit and Volunteer Organizations     177176    Legal Guide for Arkansas Nonprofit and Volunteer Organizations

72 www.naag.org
73 www.nasconet.org
74 Ark. Code Ann. § 21-13-102 (Repl. 2004). 
75 Ark. Code Ann. § 21-13-105 (Supp. 2011).
76 Ark. Code Ann. § 21-13-106 (Repl. 2004).
77 Ark. Code Ann. §§ 16-123-101 to -108 (Repl. 2006). 
78 Ark. Code Ann. §§ 25-19-101 to -110 (Repl. 2002 and Supp. 2011).
79 Ark. Code Ann. § 25-19-102 (Repl. 2002).
80 Ark. Dept. of Finance and Admin. v. Pharmacy Assoc., Inc., 333 Ark. 451, 970 S.W.2d 217 

(1998).
81 Ark. Code Ann. § 25-19-105 (Supp. 2011).
82 Id.
83 Id.
84 Ark. Code Ann. § 25-19-106(b)(1) (Supp. 2011).
85 Ark. Code Ann. § 25-19-106(b)(2) (Supp. 2011).
86 Ark. Code Ann. § 25-19-106(c) (Supp. 2011).
87 John J. Watkins & Richard J. Peltz, The Arkansas Freedom of Information Act § 2.03 (5th ed. 2009).
88 See Ark. Op. Att’y Gen. 95-273.
89 Ark. Op. Att’y Gen. 95-353.
90	Available at http://www.arkansaspress.org/publications/38-foi-handbook (last visited Sept. 30, 

2011).

28 Ark. Code Ann. § 4-28-401(1)(A)(i) (Repl. 2001).
29 Ark. Code Ann. § 4-28-401(1)(A)(ii) (Repl. 2001).
30 Ark. Code Ann. § 4-28-401(1)(B) (Repl. 2001).
31 Ark. Code Ann. § 4-28-401(2) (Repl. 2001).
32 Ark. Code Ann. § 4-28-401(9)(A)(i) (Repl. 2001).
33 Ark. Code Ann. § 4-28-401(9)(A)(ii) (Repl. 2001).
34 Ark. Code Ann. § 4-28-401(9)(C) (Repl. 2001).
35 Ark. Code Ann. § 4-28-401(13)(A) (Repl. 2001).
36 Ark. Code Ann. § 4-28-401(13)(B) (Repl. 2001).
37 Ark. Code Ann. § 4-28-401(11) (Repl. 2001).
38 Ark. Code Ann. § 4-28-402(a)(1)(A) (Repl. 2001).
39 Ark. Code Ann. § 4-28-402(a)(1)(B) (Repl. 2001).
40 Id.
41 Ark. Code Ann. § 4-28-402(a)(2) (Repl. 2001).
42 Ark. Code Ann. § 4-28-402(b)(1)-(2) (Repl. 2001).
43 Ark. Code Ann. § 4-28-402(b)(3) (Repl. 2001).
44 Ark. Code Ann. § 4-28-402(b)(4)-(5) (Repl. 2001).
45 Ark. Code Ann. § 4-28-402(b)(6) (Repl. 2001).
46 Ark. Code Ann. § 4-28-402(b)(7) (Repl. 2001). 
47 Ark. Code Ann. § 4-28-402(b)(8) (Repl. 2001).
48 Ark. Code Ann. § 4-28-402(b)(9) (Repl. 2001).
49 Ark. Code Ann. § 4-28-402(b)(10) (Repl. 2001).
50 Ark. Code Ann. § 4-28-403(a)(1) (Repl. 2001).
51 Id.
52 Ark. Code Ann. § 4-28-403(a)(2) (Repl. 2001).
53 Ark. Code Ann. § 4-28-403(b)(1)-(2) (Repl. 2001).
54 Ark. Code Ann. § 4-28-403(c) (Repl. 2001).
55 Ark. Code Ann. § 4-28-403(d) (Repl. 2001).
56 Ark. Code Ann. § 4-28-403(e)(1)-(2) (Repl. 2001).
57 Ark. Code Ann. § 4-28-403(e)(4)(A)-(B) (Repl. 2001).
58 Ark. Code Ann. § 4-28-403(e)(3) (Repl. 2001).
59 Ark. Code Ann. § 4-28-402(c) (Repl. 2001).
60 Ark. Code Ann. § 4-28-404(1) (Repl. 2001).
61 Ark. Code Ann. § 4-28-404(2) (Repl. 2001).
62 Ark. Code Ann. § 4-28-404(3) (Repl. 2001).
63 Ark. Code Ann. § 4-28-404(4) (Repl. 2001).
64 Ark. Code Ann. § 4-28-404(5) (Repl. 2001).
65 Ark. Code Ann. § 4-28-404(6) (Repl. 2001).
66 Ark. Code Ann. § 4-28-404(7) (Repl. 2001).
67 Ark. Code Ann. § 4-28-407(a) (Repl. 2001).
68 Ark. Code Ann. § 4-28-407(e)(1) (Repl. 2001).
69 Ark. Code Ann. § 4-28-407(f)(1) (Repl. 2001).
70 Id.
71 Ark. Code Ann. § 4-28-412(11) (Supp. 2011).



178    Legal Guide for Arkansas Nonprofit and Volunteer Organizations Legal Guide for Arkansas Nonprofit and Volunteer Organizations     179

INDEX

Accident insurance, volunteers, p. 66
Accrual basis bookkeeping, p. 133
Age Discrimination in Employment Act, p. 91
Americans with Disabilities Act, p. 91
Annual disclosure to Secretary of State, p. 9
Ark. DHS Div. of Comm. Service and Nonprofit Support, p. 147
Arkansas Act 569 of 2007, p. 165
Arkansas Attorney General, regulation of solicitation, p. 165
Arkansas Civil Rights Act of 1993, pp. 91, 173
Arkansas Coalition for Excellence, p. 147
Arkansas Nonprofit Corporation Act of 1963, pp. 161-162
Arkansas Nonprofit Corporation Act of 1993, pp. 32-35, 162-164
Arkansas reporting requirements for nonprofits, pp. 9-12
Arkansas Secretary of State, filing, p. 7
Arkansas Secretary of State, reporting, pp. 9-10
Arkansas statutes of interest to nonprofits, pp. 161-175
Arkansas tax exemption, p. 15
Arkansas Volunteer Immunity Act, pp. 71-72, 112
Arkansas wage and hour law, p. 99
Articles of Association, p. 6
Articles of Incorporation, pp. 7-8
Association professional liability insurance, p. 115
Attorney General, registration with, pp. 10-11
Attribution of activities of subsidiary to parent, p. 142
Audit, pp. 44-45, 131-132
Background screening of volunteers, pp. 81-84
Background screening of volunteers, privacy, p. 87
Background screening of volunteers, resources, p. 84
Board members, legal duties of, pp. 32-35



180    Legal Guide for Arkansas Nonprofit and Volunteer Organizations Legal Guide for Arkansas Nonprofit and Volunteer Organizations     181

Board of directors, decision making, p. 39
Board of directors, functions of, p. 36
Board of directors, fundraising, p. 46
Board of directors, liability for conflict of interest transactions, p. 56
Board of directors, membership, skills, pp. 16-18
Board of directors, minutes, p. 40
Board of directors, position descriptions, p. 48
Board of directors, recruitment and training, pp. 36-37
Board of directors, role in evaluation, p. 43
Board of directors, role in financial accountability, p. 43
Board of directors, role in financial management, pp. 127-128
Board of directors, role in organizational planning, p. 43
Board of directors, role of, pp. 31-32
Board of directors, size of, p. 16
Board, self-perpetuating, p. 13
Bookkeeping, pp. 132-135
Budget, development and management of, pp. 45-46
Budgeting, pp. 129-130
Business judgment rule, p. 36
Bylaws, outline of subjects typically covered, pp. 159-160
Bylaws, p. 40
Cash basis bookkeeping, pp. 132-133
Charitable governmental immunity, pp. 107-109
Charitable organization, Attorney General definition, pp. 165-166
Charitable purpose, pp. 14, 24
Charitable solicitation regulation, p. 165
Charleston Principles, p. 172
Civil Rights Act, pp. 91-92
Code of ethics, p. 41
Commercial general liability insurance policy, pp. 67, 113
Compensation, directors and officers, pp. 20-23
Confidentiality, p. 34
Conflict of interest policy, pp. 57-58
Conflict of interest, pp. 33-34, 56-58

Conflict of interest, sample policy, pp. 151-158
Contracts, p. 51
Contractual liability, p. 51
Criminal acts, liability for, p. 52
Criminal background checks, pp. 85-87
Criminal background checks, resources, pp. 86-87
Criminal misconduct of volunteers, p. 71
Defamation, liability for, p. 53
Direct action statute, p. 110
Directors and officers, liability of, p. 111
Directors’ and officers’ liability insurance, pp. 60, 67, 115
Discipline of volunteers, pp. 90-91
Discrimination under the Civil Rights Act, p. 91
Dismissal of a volunteer, p. 93
Disproportionate benefit, p. 20
Disqualified person, p. 22
Diversity of volunteers, p. 78
Drafting and filing articles of incorporation, pp.7, 15
Duty of care, pp. 35, 55, 68
Duty of good faith, p. 34
Duty of loyalty, p. 33
Economic reality test, pp. 95-96
Election under section 501(h), p. 25
Employee handbook, p. 42
Employee, definition of under the Civil Rights Act, p. 91
Employees who perform volunteer work for employers, p. 98
Endowment, management of, p. 45
Ethics, policy, p. 41
Evaluation of liability, p. 110
Evaluation of volunteers, pp. 90-91
Evaluation, p. 43
External audits, pp. 131-132
Fair Labor Standards Act, p. 95
Financial management, definition, p. 123



182    Legal Guide for Arkansas Nonprofit and Volunteer Organizations Legal Guide for Arkansas Nonprofit and Volunteer Organizations     183

Financial management, nonprofit and for-profit compared, p. 135
Financial management, role of the board, pp. 127-128
Financial policies and procedures manual, p. 128
Financial statements, p. 134
Fiscal sponsorship agreement, p. 125
Fiscal sponsorship, pp. 123-127
Fiscal sponsorship, risks of, p. 124
For-profit subsidiaries, p. 141
Freedom of Information Act, pp. 173-174
Fund accounting, pp. 133-134
Fundraiser registration, p. 165
Fundraising, board of directors, pp. 46-47
Governance policies and procedures, pp. 38-41
Governance, separation from management, p. 47
Grievance procedure for volunteers, p. 93
Health screening of volunteers, p. 84
Immunity from tort liability, pp. 55-56
Immunity, charitable and governmental, pp. 107-109
Incorporation of a nonprofit, pp. 6-8
Incorporation, advantages of, pp. 6-7
Indemnification, pp. 53, 59-60, 111
Insider benefit, pp. 20-23
Insiders, p. 20
Insurance for nonprofits, pp. 112-116
Insurance, association professional liability, p. 115
Insurance, commercial general liability, p. 113
Insurance, directors’ and officers’ liability, pp. 60, 67, 115
Insurance, motor vehicle, p. 114
Insurance, professional liability, p. 115
Insurance, property, p. 115
Insurance, selection of, p. 116
Insurance, Workers’ Compensation, p. 113
Intentional torts, liability for, p. 52, 55
Intermediate sanctions, pp. 20-22

Internal controls, pp. 130-131
Inurement limitation, pp. 3, 20
Investment of institutional and endowment funds, p. 136
IRS Form 1023, pp. 15-18
IRS Form 990, pp. 10, 19-20
IRS on-line resources, p. 148
IRS recognition of tax-exempt status, p. 7
IRS tax determination letter, p. 15
Job descriptions for volunteers, pp. 79-80
Joint ventures, pp. 142-143
Legal Duties of a Nonprofit Board Member, pp. 32-35
Liability for conflict of interest transactions, pp. 56-58
Liability of board member for the acts of others, p. 55
Liability of board member for their own acts, p. 55
Liability of board member for unlawful distributions, p. 58
Liability of nonprofit board member, p. 55
Liability of nonprofit for acts of volunteers, pp. 64-66
Liability of nonprofit to volunteers, pp. 66-68
Liability of volunteers and nonprofits, pp. 64-73
Liability of volunteers to third parties, pp. 68-69
Liability, evaluation of, p. 110
Liability, explanation of, pp. 5, 50
Litigation preparedness, p. 117
Lobbying by nonprofits, pp. 25-26
Low-profit limited liability company, p. 26
Management policies and procedures, pp. 41-42
Management, advising of by board, p. 42
Management, evaluation of by board, p. 42
Management, separation from governance, p. 47
Management, supervision of by board, p. 42
Medical expenses of volunteers, p. 66
Members, deciding whether to have, p. 12
Minutes, p. 40
Mission, pp. 37-38



184    Legal Guide for Arkansas Nonprofit and Volunteer Organizations Legal Guide for Arkansas Nonprofit and Volunteer Organizations     185

Modern Rules of Order, p. 39
Motor vehicle insurance, pp. 68, 114
Mutual benefit organization, pp. 8, 58
Negligence and gross negligence, p. 52
Negligent hiring doctrine, pp. 65-66, 83
Net assets, calculation of, p. 133
Nonprofit Corporation Act of 1993 election, p. 164
Nonprofit Corporation Act of 1993, p. 59
Nonprofit mission, pp. 37-38
Nonprofit organizations, categories of, pp. 3-4
Nonprofit organizations, liability of, p. 112
Nonprofit Risk Management Center, p. 149
Nonprofit subsidiaries, p. 141
Nonprofit, incorporation of, pp. 6-8
Organizational insiders, p. 20
Organizational meeting, pp. 8-9
Organizing document, pp. 6-7
Orientation of volunteers, pp. 88-89
Parliamentarian, p. 40
Partnerships, pp. 142-143
Pension Protection Act of 2006, pp. 19-20
Planning, p. 43
Policy manual, p. 41
Political activity by nonprofits, pp. 24-26
Privacy, volunteer background screening, p. 87
Private foundations and public charities, pp.13-14
Private inurement, pp. 3, 20
Professional liability insurance, p. 115
Property insurance, p. 115
Public agency volunteers, pp. 96-97
Public benefit corporation, p. 8
Recruitment of management, p. 42
Recruitment of volunteers, pp. 77-81
References for former employees and volunteers, p. 54

Registration with the Attorney General, pp. 10-11
Regularly Carried On, p. 23
Related and unrelated business activities, p. 23
Religious corporation, p. 8
Reporting requirements, Arkansas nonprofits, pp. 9-10
Resignation of a volunteer, p. 93
Resources for nonprofits, p. 147
Restricted funds, p. 134
Risk reduction, pp. 116-117
Robert’s Rules of Order, p. 39
Rules of order, p. 38
Screening of volunteers, pp. 81-82
Secretary of State, nonprofit reporting requirement, pp. 9-10
Section 4958 intermediate sanctions, pp. 20-23
Sexual harassment, p. 92
Spokesperson, p. 46
State and Local Government Volunteers Act, p. 173
Statement of activities, p. 135
Statement of cash flow, p. 135
Statement of financial position, p. 134
Statutory immunity from tort liability, pp. 55-56
Subsidiaries of nonprofits, pp. 139-140
Subsidiary control and separation, p. 140
Supervision of volunteers, pp. 88-89
Taxation of tax-exempt organizations, p. 22
Tax-exempt status, attaining, pp. 14-18
Tax-exempt status, maintaining, pp. 18-25
Tax-exempt status, pp.13-18
Theories of liability, p. 51
Title VII, Civil Rights Act, pp. 91-92, 173
Trade association, p. 8
Training of volunteers, pp. 88-89
Umbrella liability insurance, p. 114
Uniform Prudent Management of Institutional Funds Act, p. 136



186    Legal Guide for Arkansas Nonprofit and Volunteer Organizations 

Unincorporated nonprofit association, pp. 4-6
University of Arkansas at Little Rock, p. 149
University of Arkansas, p. 149
Unrelated business income tax exemptions, p. 24
Unrelated business income tax, pp. 22-24
Volunteer accident insurance policy, p. 66
Volunteer applications, pp. 80-81
Volunteer dismissal, p. 93
Volunteer diversity, p. 78
Volunteer evaluation and disciplinary action, pp. 90-91
Volunteer management, pp. 87-91
Volunteer orientation, pp. 88-89
Volunteer Protection Act, pp. 68-71, 112
Volunteer recruitment, pp. 77-81
Volunteer resignation, p. 93
Volunteer supervision, pp. 88-90
Volunteer training, pp. 88-89
Volunteer work by employees, p. 98
Volunteer, definition, pp. 95-98
Volunteer, liability of, pp. 68-73, 112
Volunteers, public agencies, pp. 96-97
Wage and hour issues, volunteers, p. 94
Wage and hour law, Arkansas, p. 99
Williams & Anderson PLC, p. viii
Workers’ Compensation insurance, pp. 67, 113


