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I. INTRODUCTION

In 2004, Google Inc. (“Google“) announced to its shareholders
that it would commit approximately one percent of the value of its
equity to charitable endeavors. It formed a 501(c) (3) corporate
charity, the Google Foundation, to carry out these activities. Subse-
quently, Google announced that it would not pursue the majority of
its charitable work through its charitable foundation, but instead
would act through a forprofit operating division, Google.org.3 The
federal tax code has granted tax benefits to charitable organizations
for almost a hundred years.4 Generally, an organization must meet
two fundamental requirements to receive these tax benefits. First, it
must be “operated for a good purpose”; and second, it may not dis-
tribute its profits to any private persons.” Google decided that it was
worthwhile to forego the charitable tax benefits that may be available
in order to pursue the first requirement (operating for a “good pur-
pose”) without being constrained by the second (refraining from dis-
tributing profits). This decision was met with a mixed reaction in the
press and in the scholarly community.’ But at least some scholars re-

' Google Inc., Amendment No. 9, Registration Statement (Form S-1), at A-14
(Aug. 18, 2004), available at
http://www.sec.gov/Archives/edgar/data/1288776,/000119312504142742 /ds1a.htm
#toc59330_25a
I

* Shruti Rana, From Making Money Without Doing Evil to Doing Good Without
Handouts: The Google.org Experiment in Philanthropy, 3 J. BUs. & TECH. L. 87, 87-88
(2008).

* Generally, this Article discusses “charitable” organizations, which refers to
those organizations devoted to functions that would enable them to meet the pur-
poses requirement of § 501(c) (3) of the federal income tax code. See 26 U.S.C. §
501(c)(3) (2006). “Tax benefits” include the exemption of income for charitable
organizations, which was part of the Income Tax Act of 1913, and the deduction for
contributions to charitable organizations, which was enacted in 1917. Revenue Act
of 1913, 38 Stat. 114, 172 (codified as amended in scattered sections of 26 U.S.C.);
War Revenue Act of 1917, ch. 63, § 1201(2), 40 Stat. 300, 330 (codified at 15 U.S.C.
8§ 71-77 (2006)).

° See Roger Colinvaux, Charity in the 21st Century: Trending Toward Decay, 11 FLA.
TAX REV. 1, 12-13 (2011) (“The two core statutory requirements of the 1913 exemp-
tion are unchanged: charitable exemption still (of course) requires a ‘good’ purpose
(and in general statutory law does not attempt to quantify the purpose); and the ex-
emption still is conditioned on the private inurement restriction.”). Since 1913 a
host of additional restrictions have been placed on charitable organizations, but the-
se two remain fundamental to all charities. See, e.g., id. at 11-13.

* See, e.g., Victor Fleischer, Urban Entrepreneurship and the Promise of For-Profit Phi-
lanthropy, 30 W. NEw ENG. L. REv. 93, 100 (2007); Katie Hafner, Philanthropy Google’s
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acted favorably, arguing that the restrictions imposed on charities
under current law—most fundamentally the so-called “non-
distribution constraint,” which is what makes a charity “nonprofit”—
unnecessarily impede charitable work.”

The most dramatic proposal came from Anup Malani and Eric
Posner, who argued that current law should be changed. Instead of
requiring charities to assume a nonprofit form as a precondition of
receiving tax benefits, such tax benefits should be available to for-
profit firms if they operate for a “charitable” purpose.8 Malani and
Posner asked: If a for-profit operating division of a for-profit corpora-
tion could do the very same good works that a nonprofit charity
could do—in Google’s case develop products that promote world-
wide health and energy sustainability—then what is the justification
for denying tax benefits to it" Absent a compelling justification for
“coupling” tax benefits with the non-distribution constraint, should
not the two things be “de—coupled”?w Malani and Posner examine
what they identify as the leading justifications for tax subsidies in the
charitable sector and argue that none of them successfully justifies re-
serving such benefits exclusively for nonprofit charities, denying
them to so-called for-profit charities."

Way: Not the Usual, N.Y. TIMES, Sept. 14, 2006, at A6; Jennifer Lee, A Charity with an
Unusual Interest in the Bottom Line, N.Y. TIMES, Nov. 13, 2006, at F1. Among other
things, once Google has chosen to forego tax-exempt status, there is arguably noth-
ing in the law to keep it to its promise to devote its funds to a “good purpose.”

" See, e.g., Christopher Lim, Google.org, For Profit Charitable Entity: Another Smart
Decision by Google, 17 KaN. J.L. & PuB. POL’Y 28 (2007); Rana, supra note 3, at 93; Dana
Brakman Reiser, For-Profit Philanthropy, 77 FORDHAM L. REV. 2437, 2454 (2009).

* Anup Malani & Eric Posner, The Case for For-Profit Charities, 93 VA. L. REv. 2017,
2065 (2007); see also M. Todd Henderson & Anup Malani, Corporate Philanthropy and
the Market for Altruism, 109 CoLuM. L. REv. 571, 607 (2009) (“[T]he government
should eliminate tax discrimination between producers of altruism.”). More than a
decade before Malani and Posner’s article appeared, Evelyn Brody ominously pro-
posed that, “unless nonprofits can more sharply distinguish themselves from for-
profits . . . society might prefer to subsidize charitable and other social outputs pro-
duced by all organizations rather than subsidize nonprofits based on their organiza-
tional form.” Evelyn Brody, Agents Without Principals: The Economic Convergence of the
Nonprofit and For-Profit Organizational Form, 40 N.Y.L. SCH. L. REV. 457, 461 (1996).

’ Malani & Posner, supranote 8, at 2031.

" Id. at 2029.

" Id. at 2029-56. The federal tax benefit that this Article focuses on is the de-
ductibility of contributions, and therefore consideration of exemption from the cor-
porate tax is beyond the scope of this Article. Malani and Posner argue that contrib-
utors to for-profit firms that do “good work” should be permitted to deduct their
contributions. Id. at 2029. But instances of contributions to for-profit firms doing
charitable work are relatively rare (though not unheard of). Malani and Posner pro-
pose that, in addition to a deduction for “pure” contributions, a purchase of a con-
sumer good from a firm that does good deeds should result in a partial deduction to
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It is not just Google that has questioned whether the nonprofit
form is the best way to structure firms that purport to promote the
common good. In just the last few years, a growing number of states
have enacted legislation to enable “hybrid” entities to be created: for-
profit firms devoted to more than just a financial bottom line.” The-
se hybrid legal forms are justified at least partially as a response to the
overly restrictive nature of nonprofit law generally, and the “non-
distribution constraint” particularly.” So far, none of these states has
enacted tax benefits for the new hybrid entities, but it is likely that tax
benefits are not far off."

Malani and Posner’s article provides a potential justification for
future reformers’ intent to re-fashion laws restricting the ability of
charitable organizations to take a profit. While several commentators
have criticized Malani and Posner’s article on various grounds,15 none
has systematically offered a counter-theory explaining why the “cou-

the extent that the purchase price exceeds the “quality adjusted price” of goods with
no charity component. See id. at 2063. These purchases of “good works” goods are
presumably more common than outright donations to for-profit firms, but they im-
plicate valuation issues that are beyond the scope of this Article.

" To date, eight states have passed legislation permitting the creation of a “low-
profit limited liability company” (“L3C”): Michigan, Vermont, Illinois, Wyoming,
Utah, Louisiana, North Carolina, and Maine. 805 ILL. CoMp. STAT. 180/1-26 (2010);
LA. REV. STAT. ANN. § 12:1302 (2010); ME. REV. STAT. tit. 31, § 1611 (2011); MICH.
CoMmp. Laws § 450.4102 (2010); N.C. GEN. STAT. § 57C-2-01 (2011); UTAH CODE ANN.
§ 48-2¢-412 (West 2009); WYO. STAT. ANN. § 17-29-102 (West 2010). Legislation per-
mitting the creation of so-called “benefit corporations” has passed in seven states:
California, Hawaii, Maryland, New Jersey, New York, Vermont, and Virginia. State by
State Legislative Status, BENEFIT CORP. INFO. CENTER, http://www.benefitcorp.net/state-
by-state-legislative-status (last visited Apr. 24, 2012). Similar legislation is pending in
eight others: Colorado, Louisiana, Illinois, Michigan, North Carolina, Pennsylvania,
South Carolina, and Washington D.C. Id. In addition, California has enacted the
“flexible purpose corporation.” See S.B. 201, 2011—2012 Gen. Assem., Reg. Sess.
(Ca. 2012). For an overview of hybrid social-enterprise legal forms, see Thomas Kel-
ley, Law and Choice of Entity on the Social Enterprise Frontier, 84 TUL. L. REV. 337 (2009).

s See, e.g., Dana Brakman Reiser, Blended Enterprise and the Dual Mission Dilemma,
35 VT. L. REv. 105, 106 (2010) (explaining that “blended” legal forms have arisen
partially because traditional charities are prevented from distributing their profits to
shareholders).

" Philadelphia has recently become the first jurisdiction in the country to enact a
tax benefit for “benefit corporations,” even though Pennsylvania has not yet enacted
a statute permitting their creation. See PHILADELPHIA., PA., BUSINESS PRIVILEGE TAXES,
PHILA. CODE 19-2600 (2009).

" See, e.g., Rob Atkinson, Response: Keeping Republicans Republican, 88 TEX. L. REV.
235 (2010); see also Victor Fleischer, “For-Profit Charity”: Not Quite Ready for Prime Time,
93 VA. L. REV. IN BRIEF 231 (2008); Brian Galle, Keep Charity Charitable, 88 TEX. L. REV.
1213 (2010); Mitchell A. Kane, Decoupling?, 93 VA. L. REV. IN BRIEF 235 (2008); David
M. Schizer, Subsidizing Charitable Contributions: Incentives, Information, and the Private
Pursuit of Public Goals, 62 TAX L. REV. 221, 254-55 (2009).
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pling” of the charitable deduction with the non-distribution con-
straint is good policy. This Article attempts just that. In doing so, it
focuses on the so-called “agency theory.””’ Malani and Posner argue
that the “agency theory” fails to justify reserving tax benefits for non-
proﬁts.17 Because it is focused on the donor’s choice of charitable
provider, the traditional “agency theory” supports a legal regime that
does not discriminate between nonprofit and for-profit charities."”
This Article attempts to expand the “agency theory” for the first
time in such a way as to explain why it is reasonable for the govern-
ment to require that tax benefits be provided only to nonprofit firms
that provide charitable services. Even if meeting its objectives as “ef-
ficiently” as possible is the only concern of the government, it is justi-
fied in providing tax benefits only to nonprofit providers of charity.
In their article, Malani and Posner imagine a transaction between
someone who provides money to support charitable activities (a do-
nor) and someone who provides the labor and expertise (an entre-

' Posner and Malani use the term “agency theory” to describe a theory advanced

by Henry Hansmann, with respect to nonprofit organizations, in a series of works in
the early 1980s. See, e.g., Henry Hansmann, The Role of Nonprofit Enterprise, 89 YALE
LJ. 835 (1980) [hereinafter Hansmann, Role]; Henry Hansmann, Reforming Nonprofit
Corporation Law, 129 U. PA. L. REv. 497 (1981) [hereinafter Hansmann, Reforming].
Other works also discuss the application of the “agency theory” to nonprofit organi-
zations. See, e.g., Brody, supra note 8; Edward L. Glaeser & Andrei Shleifer, Not-for-
profit Entrepreneurs, 81 J. PuB. ECON. 99 (2001); Robert A. Katz, Can Principal-Agent
Models Help Explain Charitable Gifts and Organizations?, 2000 Wis. L. REv. 1 (2000);
Geoffrey Manne, Agency Costs and the Oversight of Charitable Organizations, 1999 WIS. L.
REV. 227 (1999). See generally THE ECONOMICS OF NONPROFIT INSTITUTIONS: STUDIES IN
STRUCTURE AND POLICY (Susan Rose-Ackerman ed., 1986) (discussing economic analy-
sis of nonprofit organizations, including the agency theory).

' Malani & Posner, supra note 8, at 2034—41. 1 use the term “agency theory,” and
the related terms “agent” and “principal” cautiously. The theory called “agency the-
ory” in Malani and Posner’s article is really a theory about transaction costs, not
agency costs because the costs incurred are those between two actors who do not le-
gally enter into an agency relationship. The gist of the argument, however, is essen-
tially the same as the reasoning that underscored Ronald Coase’s seminal work, The
Nature of the Firm—that transaction costs are sometimes high enough to drive rational
market participants to create relationships unlike those that would be created by par-
ticipants in classical theoretical markets (with low transaction costs). Ronald Coase,
The Nature of the Firm, 4 ECONOMICA 386 (1937).

" Hansmann’s purported justification for the tax exemption has generally been
called the “capital access theory,” which does link the justification for tax benefits to
the non-distribution constraint. See Henry Hansmann, The Rationale for Exempting
Nonprofit Organizations from Corporate Income Taxation, 91 YALE L.J. 54, 75 (1981) [here-
inafter Hansmann, Rationale]. Rather than address Malani and Posner’s critiques of
the capital access theory, this Article provides an alternative justification for linking
tax benefits to the non-distribution constraint—one that is derived directly from the
agency theory. See infra Part I11.
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preneur).” They conclude that there may be many circumstances in
which a donor and an entrepreneur agree that the best way for them
to structure their transaction for the provision of charitable goods
would be for the entrepreneur to pay herself a “for-profit” wage.”
This Article explores in greater detail the concerns of these charac-
ters in the imagined transaction, and it finds that the situations in
which it would be rational for these two characters to structure the
provision of charitable goods in a for-profit form are likely rare. It
then introduces a third character—the government—who seeks to
subsidize the charitable activities provided by the donor and entre-
preneur. The original contribution of this Article is that the current
law—in which tax deductions are permitted to contributors to non-
profit firms conducting charitable activities but not to firms conduct-
ing forprofit charitable activities—is a rational response of the gov-
ernment to its own role in the transaction based on its evaluation of
its own “agency costs.”

I should be clear: this Article is not a criticism of Google’s choice
to pursue its social agenda through a for-profit subsidiary. Itis not a
critique of recent “hybrid” legislation, such as benefit corporations or
low-profit limited liability companies. There is nothing in this Article
that questions whether for-profit entities should seek to advance the
social good (they should), or whether the law should be made to ac-
commodate these businesses (it should). Nor is there any critique of
nonprofit charities seeking to expand their funding base to include
revenue-generating businesses or to derive revenue from pursuing
their social mission. The only question raised in this Article is wheth-
er the government is justified in providing tax benefits, specifically
the deductibility of charitable contributions, only to nonprofit chari-
ties—those bound by the so-called non-distribution constraint. At the
heart of this question is whether it is proper for the government to
withhold tax benefits from organizations that compensate their man-
agement with a so-called “profits” interest in the firm.” I argue that it
is.

19

Malani & Posner, supra note 8, at 2027.

* Id. at 2038.

* Hansmann’s justification focuses on charities’ exemption from federal corporate
income tax, while this Article focuses on the deduction provided to donors to
501(c) (3) charities. See Hansmann, Rationale, supra note 18, at 55-56 (explaining the
focus on the exemption rather than the deduction).

* The “non-distribution constraint” prevents nonprofit organizations from using
a “profits interest” in two ways: (1) to compensate management for its labor and (2)
to compensate providers of capital for their investment. See Hansmann, Role, supra
note 16 at 838. This Article discusses only the first restriction while leaving for an-
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This Article is divided into three parts. Part II introduces the
“agency theory” and critiques Malani and Posner’s discussion of it. It
finds that the agency theory predicts that donors and entrepreneurs
will generally choose to structure their transactions through a non-
profit firm when the quality of the services they are seeking (the out-
put of the transaction) is hard to measure or hard for the donor to
observe. Malani and Posner propose that a “for-profit” compensatlon
model may be preferable to the parties under certain circumstances,”
but their analysis depends on their choice of a hypothetical in which
the “for-profit” model actually replicates the benefits of the non-
distribution constraint. Once the hypothetical is more fully explored,
it becomes clear that donors who chose not to avail themselves either
of the nonprofit form or some contractual substitute that replicates
the effects of the non-distribution constraint would likely be creating
a deeply inefficient transaction. This Part of the Article corrects
Malani and Posner’s discussion of the agency theory but does not ex-
plain why tax benefits should be legally “coupled” with the non-
distribution constraint; it does not explain why donors to charitable
for-profit firms should be denied a tax deduction.

Part III introduces the third character to the “agency-cost” analy-
sis: the government. Because the government is providing a subsidy
to the organization that provides “charitable” services, it is not only a
regulator of providers of charity but also a market participant.
Therefore, it has its own agency costs that are implicated in the trans-
action. This agency-cost analysis of the government’s interest in
providing tax subsidies appears to be novel in the literature. Prior
work, including Malani and Posner’s, has assumed that the govern-
ment’s interest is in facilitating the donor’s and entrepreneur’s inter-
ests in the transaction.”” To the contrary, I argue that the govern-
ment has its own interest: the provision of charitable goods. While
this interest is often closely aligned with those of donors, it may some-
times conflict with the interests of both donors and entrepreneurs.
In this Part, I generally propose that when the government wants to
provide services under conditions in which the quality of these ser-
vices is hard to measure or hard to observe, it acts reasonably when it
provides tax subsidies only for those providers who are subject to the
non-distribution constraint. Furthermore, the government is rational
when it chooses to provide tax benefits only to organizations that

other day a full discussion of whether the prohibition a “profits” interest for investors
is similarly justified by the “agency theory.”
23

" Malani & Posner, supra note 8, at 2035-37.
* See, e.g., id. at 2033-34.
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agree to abide by a standardized set of rules relating to the non-
distribution constraint. Since it is the government that has to moni-
tor and enforce the constraint, it is obvious why it needs standardized
rules rather than a plenitude of individually contracted agreements.

The final Part of the Article explores current law. Malani and
Posner appear to be misinformed about what types of compensation
are permitted under the law of nonprofit organizations. They cate-
gorize the possibilities as (i) a “profits” interest—not permitted to
nonprofit organizations, and (ii) “fixed” compensation—required for
nonprofit organizations.” In fact, there is a third option, (iii) “incen-
tive-based” compensation. The current law of incentive-based com-
pensation mostly permits nonprofits to solve, as best as possible, the
concerns Malani and Posner have raised about the restricting effect
of the non-distribution constraint on the compensation of charity en-
trepreneurs. Specifically, under current law, incentive-based com-
pensation is permitted if some method of quantifying a particular
output—other than “net profits”—is possible. The agency theory, as
formulated in this Article, explains why current law draws the line be-
tween permissible and impermissible compensation arrangements in
the proper place permitting certain incentive-pay arrangements be-
cause they are potentially efficient and prohibiting a pure profits-
based arrangement because it is inefficient. The agency theory also
suggests how the Internal Revenue Service (IRS) and legal reformers
should be guided in further development of the law of charity man-
agement compensation.

II. THE AGENCY THEORY

Malani and Posner’s central argument is that a for-profit organi-
zation generally operates more efficiently than a nonprofit organiza-
tion.” The proposed reason that it operates more efficiently is that
the opportunity to obtain profits incentivizes the people in control of
the organization to increase their profits by providing whatever goods
they provide more cheaply.27 To the degree to which those in control
of an organization can cut costs while still providing sufficiently high-
quality goods, such cost-cutting increases the efficient production of
those goods.” These efficiency gains can be split between the organi-

® Id. at 2018-19.
* Id. at 2055.

7 Id. at 2027-29.
*® I
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zation and its customers, making everyone happier. Thus, the gen-
eral rule is that financial incentives, like the ability to keep profits,
encourage those in control of an organization to operate it efficiently
to everyone’s benefit.

Malani and Posner argue that this general rule holds for chari-
table organizations just the same as for other organizations.” If the
owners of Starbucks are encouraged to provide a great cup of coffee
in a cost-efficient manner by their ability to get rich from doing so,
then why should the same incentives not improve the ability of an or-
ganization that seeks to improve the health of African children? Why
not let providers of charitable goods keep their profits just like provid-
ers of regular consumer goods?

The leading answer to that question for the past thirty years has
been Henry Hansmann’s theory of “contract failure,”” which Malani
and Posner refer to generally as the “agency theory.”" The agency
theory purports to explain why prohibiting the providers of charitable
goods from personally keeping their profits will generally result in a
more efficient structure than permitting them to keep them.” This is
generally because it is very difficult or impossible for the people who
pay for charitable goods to ascertain their quality, and so, the provid-
ers of such goods will be encouraged to increase their profits by re-
ducing quality.% Therefore, to prevent providers of charity from in-
creasing profits by reducing quality, funders of charity generally do
not permit providers to take a profit.” In other words, the nonprofit
form is usually the best way to assure the most efficient production of
quality goods since it removes the incentive to decrease quality.

Malani and Posner are not primarily interested in whether the
nonprofit form will wusually result in a more efficient production of
charitable goods. Rather, they argue that the people who pay for
such charitable goods should be allowed to decide whether a for-
profit or nonprofit structure would be best without interference from
the government.% If there could ever be a situation in which the for-
profit provider could provide charitable goods more efficiently, then
it should not be prohibited from doing so. The fact that the govern-
ment only provides tax benefits to nonprofit organizations that pro-

Malani & Posner, supra note 8, at 2063.
* Id. at 2035 n.33.

% Id. at 2031.

® Id. at 2031-33.

% Seeid. at 2033-34.

" See id.

Malani & Posner, supra note 8, at 2037.
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vide charitable benefits puts the government’s thumb on the scale
and, in effect, discriminates against for-profit providers, even if those
providers might sometimes provide charitable goods more efficiently.

Part III of this Article addresses why the government is justified
in reserving tax benefits for nonprofit charitable providers only. It
does so by expanding the agency theory to include the concerns of
the government. But before the theory can be so expanded, it must
be presented. This Part presents the agency theory as applied to the
two primary participants in a transaction for charitable goods—the
donor (who provides the money for the charitable goods) and the
entrepreneur (who provides the labor and expertise for the produc-
tion of those same goods).

A.  Henry Hansmann’s Theory of “Contract Failure”

1. Introduction to Hansmann’s Theory

The term “agency theory,” as used by Malani and Posner, refers
to an explanation for the existence of the nonprofit form of organiza-
tion generally associated with the work of Henry Hansmann from the
early 1980s.” Hansmann argued that under certain circumstances,
which he called “contract failure,” purchasers of certain services
would prefer to purchase those services from suppliers who agreed
upfront to pay themselves only a reasonable wage and to devote any
surplus value in the firm to advancing the mission of the firm.”
Hansmann called this promise the “non-distribution constraint,” and
he considered it the defining characteristic of a nonprofit firm.”
Hansmann called the purchasers of services in this context “pa-
trons.””

Hansmann identified three situations in which “contract failure”
was likely to occur, resulting in the creation of nonprofit firms."
First, nonprofits arise when patrons purchase services to be used by

* See Hansmann, Role, supra note 16, at 843-45. Of course, there is also a histori-

cal explanation for the development of nonprofit law. But I do not see historical ex-
planations and functional ones as inherently at odds since each may simply explain
the same phenomenon from a different perspective. The functional explanation
serves as a more principled guide when considering proposed changes to existing
policy.

7 Seeid.

* See id. at 838.

¥ Seeid. at 841.

“ Although Hansmann’s theory is developed primarily in The Role of Nonprofit En-
lerprise, it is also discussed in other works. For an especially concise description of the
three situations in which nonprofit firms are likely to arise, see Henry Hansmann,
Ownership of the Firm, 4 J.L. ECON. & ORG. 267, 301-02 (1988).
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unknown third parties.41 His prime example of this type of transac-
tion was CARE, an organization that solicits donations and uses the
funds to provide relief to poor people in poor nations.” Hansmann
called the providers of third-party services “donative” because the pa-
tron’s payments are made voluntarily without any expectation of ma-
terial quid pro quo, that is, in the form of a “donation” or “contribu-
tion.””

Second, “contract failure” may arise when patrons purchase so-
called “public goods”— goods that exhibit the characteristics of being
“nonrivalrous” and “nonexcludible.” A good is “nonrivalrous” when
“it costs no more to provide the good to many persons than it does to
provide it to one person.”” It is “nonexcludible” if “once the good
has been provided to one person[, then] there is no way to prevent
others from consuming it as well.”" Hansmann’s example of this type
of organization is listener-supported (or public) radio, because (i) it
costs the same to broadcast over public airwaves to a single user or to
multiple users, and (ii) it is impossible to restrict access to the trans-
mission once it has been broadcast, so anyone who owns a radio can

“free-ride” by listening to the shows without paying.” Nonprofits that

"' See Hansmann, Role, supra, note 16, at 846—48.

* According to its website, CARE is one of the largest private international hu-
manitarian organizations in the world, providing relief to the poorest communities.
About Care, CARE, http://www.care.org/about/index.asp (last visited May 25, 2012).
CARE provides relief in emergencies, but also attempts to build capacity in poor
communities to fight poverty. See id. Hansmann describes CARE and similar organi-
zations as primarily providing “relief to the poor and distressed.” Hansmann, Reform-
ing, supra note 16, at 505. For example, he describes CARE as providing “dried milk
for hungry children in Africa.” Id.

* See Hansmann, Role, supra note 16, at 840.

" Seeid. at 848.

Y.

" Id.

7 See id. at 849-51. Of course, Hansmann concedes that, while radio stations fit
the definition of public goods with respect to their listeners, access to their listeners
is potentially a private good. See id. at 850. Commercial radio and television operate
by selling access to its listeners or viewers to advertisers, for whom this access is sub-
ject to rivalry (because each minute of additional ad time has costs) and is excludible
(because ad time can be provided to one advertiser without another advertiser hav-
ing access to it). In addition, it has been pointed out that technology now makes it
relatively easy to turn access to radio or television into a private good because cable
television is so established and satellite radio is becoming more and more wide-
spread. See, e.g., Mark Gergen, The Case for a Charitable Contributions Deduction, 74 VA.
L. REv. 1393, 1444 (1988). Thus, in point of fact, public radio is a distinctly prob-
lematic example of a public good, although a case may be made that public radio is
different from commercial radio in ways that make its support by advertisers or by
cable or satellite providers sub-optimal.
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provide public goods are also “donative” because the inability to pre-
vent free riding again means that provision of the good cannot be
conditioned on payment.”

Finally, contract failure may arise when patrons purchase certain
services for their own use, if the quality of those services is especially
difficult to evaluate.” Hansmann’s examples of this type of nonprofit
include organizations that provide healthcare, daycare, or nursing-
home services.” He called these nonprofits “commercial” because
their patrons paid for services in a transaction in which a specific
good or service was provided in exchange for a set price.51
Hansmann was interested in all three types of contract failure be-
cause he wanted to explain why nonprofits arise, and therefore, his
theory needed to encompass as many types of nonprofits as possible.s2

In this Article, however, I am most interested in the first and se-
cond type of contract failure: the ones that produce donative nonprof-
its. The reason for limiting my discussion is simple: the type of con-
tract failure that occurs in a donative context is different in kind from
the type of contract failure that occurs in a commercial context, and
the distinctive nature of the donative context demands separate anal-
ysis. Because of this limitation, my thesis has to be similarly nar-
rowed. I initially described my thesis as arguing that the government
is justified in reserving tax benefits for nonprofit firms. However, this
Article actually only addresses one of the two major tax benefits pro-
vided by the federal government—the deduction for contributions to
charities.

In general, the federal government provides two major general
tax benefits to nonprofits: the exemption from corporate tax” and
the deduction from income tax for contributions to certain charita-
ble nonproﬁts.54 The exemption means that nonprofit organizations
that qualify may earn revenue from their operations (fees for ser-
vices) that escape taxation even when such revenue exceeds expendi-

*® Hansmann, Role, supra note 16, at 849 (“Thus, economists generally have con-

cluded that the private market is an inefficient means of providing public goods, and
have looked to alternatives such as public financing as a better approach.”).

* Hansmann, Reforming, supranote 16, at 506.

" See id. at 505-06.

" Seeid. at 502.

* See id. at 504.

* See 26 U.S.C. § 501 (2006).
See id. § 170. Contributions to these same organizations may be deducted from
the amount subject to federal estate tax and federal gift tax. See id. §§ 2055(a) (2),
2522(a) (2).
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tures made to earn that revenue in the year at issue.” In addition,
they may earn a return on their investments that escapes taxation. If
the nonprofit had not been exempt from the corporate tax, then it
would presumably pay tax on its net income, when such income is
positive.56

The deduction, on the other hand, applies only to donations to
nonprofit charities.” Here, the donor gets to reduce his taxable in-
come by the amount of his contribution, subject to certain re-
strictions, and therefore no benefit is provided unless a donation is
made.” Most observers consider the deduction a subsidy to the or-
ganization because the cost to the donor of making a donation is re-
duced.” The federal government provides other more targeted tax
benefits to nonprofits, like favorable postal rates and the ability to is-
sue tax-exempt bonds.” And of course, states often provide tax bene-
fits that piggyback on federal classification of a nonprofit.”" This Arti-
cle confines itself to providing a justification for the federal income-
tax deduction and ignores all these other tax benefits, and thus, in tax
parlance, this Article only concerns entities classified under §
501(c) (3) of the Code—the classification that comprises most organ-
izations that are entitled to receive deductible contributions.”

In some ways, the limitation of the justification to the deduction
of contributions makes the task easier. As Hansmann has pointed
out, “In the case of services . .. commonly provided by donative non-
profits, the need for a [nonprofit] organization is so obvious that for-

* Seeid. § 501.

* For a discussion of why the exemption from income sometimes constitutes a
subsidy and sometimes does not, see Daniel Halperin, Is Income Tax Exemption for
Charities a Subsidy?, 64 TAX. L. REv. 283 (2011). To the degree to which Hansmann’s
work deals with tax subsidies, it has focused on the exemption. See Hansmann, Ra-
tionale, supra note 18, at 55.

" See § 170.

™ See id.

? See Gergen, supra note 47, at 1403; see also Galle, supra note 15, at 1215; Ilan
Benshalom, The Dual Subsidy Theory of Charitable Deductions, 84 IND. L.J. 1047, 1057
(2009).

® See 39 U.S.C. § 3626 (2006) (favorable postal rates); 26 U.S.C. § 145 (2006)
(tax exempt bonds).

" For a discussion of state tax benefits, see Evelyn Brody, All Charities Are Property
Tax-Exempt, but Some Charities Are More Exempt than Others, 44 NEW ENG. L. REv. 621
(2010).

* The deduction is actually provided under § 170 of the Code, but the entity
classification is provided under § 501(c)(3), and so I refer to such organizations as
“601(c) (3) organizations” herein.
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profit firms are virtually unheard of.”” But thinkers like Malani and
Posner have raised the issue of whether the charitable deduction
should be extended to donations to for-profit firms, and it therefore
deserves its own treatment.”

Hansmann argued that donative nonprofits arise because “either
the nature of the service in question, or the circumstances under
which it is provided, render ordinary contractual devices inadequate
to provide the purchaser of the service with sufficient assurance that
the service was in fact performed as desired.”” That is, “Because the
patron has no contact with the intended recipients, he or she would
have no simple way of knowing whether the promised service was ever
performed, much less performed well.”” Because of this “contract
failure,” the patron wants to avoid the for-profit business form.” If
the providers of the service could keep any profits not spent on
providing the service, then “the owners of the firm would have both
the incentive and the opportunity to provide inadequate service and
to divert the money thus saved to themselves.”” Thus, in situations of
“contract failure,” “the nonprofit form offers [patrons] the protec-
tion of another, broader ‘contract’—namely, the organization’s
commitment, through its nonprofit charter, to devote all of its [net]
income [after reasonable operating expenditures such as for com-
pensation for its employees]—to the services it was formed to pro-
vide.””

% See Hansmann, Reforming, supra note 16, at 508; see also Hansmann, Rationale,

supra note 18, at 87 (“Donative nonprofits, almost by definition, typically provide ser-
vices that are delivered to third parties or are public goods, and that as a conse-
quence are attended by severe contract failure.”). Anecdotes of contributions made
to for-profit entities, however, are often recounted. For example, my wife and I re-
cently made a contribution to our children’s Montessori preschool, which is a for-
profit sole proprietorship, as far as I know.

" As discussed supra note 11, Malani and Posner actually argue that purchasers
of consumer goods from for-profit firms that “refrain[] from profitable activities that
offend moral sensibilities” should be allowed a charitable deduction for the cost of
the consumer goods they purchased “to the extent of [the firms’] charitable activi-
ties.” Malani & Posner, supra note 8, at 2062—-63. This argument is made much more
forcefully by Henderson and Malani, who argue that the deductible amount should
be that amount by which the cost of goods with a charitable component exceeds the
cost of goods without a charitable component. Henderson & Malani, supra note 8, at
609-11. This proposal involves valuation issues beyond the scope of this Article.

® Hansmann, Reforming, supra note 16, at 504.

* Id. at 505.

" Seeid.

® Id. at 505.

* Id. at 507. Hansmann’s theory is nicely summed up by Susan Rose Ackerman:
“If the quality of output is difficult to measure, and if contracts for future delivery are
difficult to enforce, the nonprofit form may act as a signal assuring people that quali-
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Of course, there is a cost to patrons for choosing the nonprofit
form.” Namely, “The curtailment of the profit motive that results
from the non-distribution constraint can reduce incentives for cost
efficiency . . . " Thus, there is a balancing of costs: on the one hand
the cost of removing the strong incentives provided by the profit mo-
tive; on the other hand, the cost of monitoring and enforcing high-
quality services, or (in the absence of monitoring) the risk that man-
agers will reduce the quality of services in favor of profits. Hansmann
suggests that “[o]nly when contract failure is relatively severe is it like-
ly that the advantages of nonprofits as fiduciaries will clearly outweigh
these corresponding disadvantages, and thus give the nonprofit firm
a net advantage over its for-profit counte]rpart.”72

To the degree to which it makes sense to describe Hansmann’s
contract failure theory as a “formula,” the formula could be ex-
pressed as follows: the nonprofit form will be chosen whenever the cost of
monitoring and enforcing a specific level of product quality exceeds the gains
that are expected to accrue from providing the management of the charity with
strong incentives to implement cost-saving (g‘ﬂciencies.73 The agency theory
suggests that patrons calculate these competing costs and rationally
choose the non-distribution constraint in at least some situations in
which the costs of monitoring quality are high.

2. Contract Failure and Agency Costs

Hansmann’s basic insight is that there are situations in which the
costs associated with acquiring goods in a normal market—the costs
of monitoring and enforcing a quality product—are so great that the
market will not produce the desired services, even if they are in great
demand.” Malani and Posner call Hansmann’s theory the “agency
theory” because these monitoring and enforcement costs are plausi-

ty will not be sacrificed for private monetary gain.” Susan Rose-Ackerman, Introduc-
tion, in THE ECONOMICS OF NONPROFIT INSTITUTIONS: STUDIES IN STRUCTURE & POLICY,
supranote 16, at 3, 5.

" For acknowledgement of the loss of efficiency-enhancing incentives, see Rob
Atkinson, Altruism in Nonprofit Organizations, 31 B.C. L. REv. 501, 518-19 (1990)
(“Hansmann’s theory . . . assumes arguendo that nonprofit management will over-
come the temptations of waste, or worse, at least to the extent that losses from waste
attributable to lack of scrutiny by equity owners do not exceed gains from the re-
duced incentives to increase distributable income by skimming.”).

' Hansmann, Reforming, supra note 16, at 507.

® .

" This “formula” does nothing more than summarize Hansmann’s theory that
the nonprofit form is the most efficient form when contract failure makes transac-
tion or agency costs excessively high.

™ See Hansmann, Role, supra note 16, at 845 (defining “contract failure”).
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bly called “agency costs.”” The literature on agency costs generally
proposes that whenever one person engages another to perform ser-
vices on his behalf the parties will incur some “positive monitoring
and bonding costs (nonpecuniary as well as pecuniary), and in addi-
tion there will be some divergence between the agent’s decisions and
those decisions which would maximize the welfare of the principal.””

Generally, it is understood that no compensation structure could
perfectly align the interests of the agent and principal and so some
agency costs will always be incurred in an agency relationship.77 But
what makes one compensation arrangement more efficient than an-
other in any specific situation is how it reduces agency costs specific
to that situation.

Nonprofit organizations have been intriguing to “agency-cost”
thinkers because they pose a notoriously intractable “agency cost”
problem. While “owners” are presumed to make efficient decisions
about how much to expend to monitor their agents in for-profit
firms, nonprofit firms have no owners, and therefore, there is no one

e

It would actually be more accurate to call them “transaction costs” since the
costs described are those associated with ensuring that a quality product is provided
in what may well be a one-off transaction in the marketplace. See supra note 18.
“Agency costs” are more accurately associated with the costs incurred within a firm
when the owners of the residual value in the firm (the principals) employee non-
owner workers (the agents) to diligently increase that residual value. See, e.g., Louis
Putterman, Ownership and the Nature of the Firm, 17 J. CoMp. ECON. 243, 244 (1993)
(“The . . . separation of ownership and work is the basic cause of the familiar agency
problem between employer and employee.”). Hansmann does not use either term.
In this Article, I have chosen to use the term “agency costs” because it is used to de-
scribe the costs involved (monitoring, etc.) consistently in the literature. See, e.g.,
Robert H. Sitkoff, An Agency Cost Theory of Trust Law, 89 CORNELL L. REV. 621, 635
(2004) (“The agency cost theories of the firm focus on the problems of shirking and
monitoring that stem from information asymmetries within the organization’s com-
ponent relationships.”). The type of market transaction engaged in between a donor
and an entrepreneur in Malani and Posner’s article could plausibly meet the defini-
tion of an “agency relationship,” giving rise to agency costs, at least under a defini-
tion provided by Michael Jensen and William Meckling in a seminal article on the
subject: “We define agency relationship as a contract under which one or more per-
sons (the principal(s)) engage another person (the agent) to perform some service
on their behalf which involves delegating some decision-making authority to the
agent.” Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial Be-
havior, Agency Costs and Ownership Structure, 3 J. FIN. ECON. 305, 308 (1976).

" Jensen & Meckling, supra note 75, at 308. According to Jensen and Meckling,
“monitoring” costs are those incurred by the principal to ensure that his interests are
maximized, and “bonding” costs are those incurred by the agent to assure the prin-
cipal that the agent is maximizing the principal’s interests. See id. at 308-09. Agency
costs also include the residual loss incurred by the divergence of interests that is not
corrected by expenditures for monitoring or bonding. Id.

" Sitkoff, supra note 75, at 637.
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who can gain financially from ensuring that agents act efﬁciently.78
From a legal point of view, a board of directors is ultimately responsi-
ble for the actions of the organization, but this board of directors it-
self has no right to residual value in the firm, and no one with such
an interest can discipline the board for failing to maximize benefits.”
Nor can the board be disciplined by a market for corporate control
since the right to elect board members is either held by the board it-
self or by “members” whose control rights cannot be sold. This lack
of strong incentives among private parties coupled with restrictive
standing rules is perceived as a perfect storm that creates outrageous
inefficiency in nonprofit firms.”

While there are no true “principals” in the nonprofit organiza-
tion from a legal point of view, the non-distribution constraint creates
a sort of theoretical agency relationship between the managers (as
agents) and the mission of the nonproﬁt.81 Because any residual val-
ue in the firm is committed to the mission of the organization, the
managers are in effect working for the ultimate benefit of the mission
since they have fiduciary duties to faithfully pursue the mission.

But, of course, the “mission” of the charity is often somewhat dif-
fuse and undefined, and there is no existing person who can enforce
the management’s fidelity to its best interest—at least no one with a
financial interest in doing so. Even the charitable beneficiaries, who
may sometimes benefit financially from the charity, are too diffuse a

™ See, e.g., Putterman, supra note 75, at 256 (“[W]hereas the existence of a resid-
ual claimant and holder of alienation rights is regarded as the best guarantor of effi-
cient resource use where conventional goods are concerned, it is the absence of such
[a person] that is called for [in the nonprofit setting].”).

” The board can be held legally accountable but not by anyone with a right to
the residual value in the firm. For example, the state attorney general is authorized
to sue in all states. See RESTATEMENT (SECOND) OF TRUSTS § 391 cmt. a (1959) (“[A]
suit to enforce a charitable trust can be maintained by the Attorney General of the
State in which the charitable trust is to be administered.”) In some states, donors
may sue under certain circumstances, as can others with “special interests” in the or-
ganization. See Jonathan Klick & Robert Sitkoff, Agency Costs, Charitable Trusts, and
Corporate Control: Evidence from the Hershey’s Kiss-Off, 108 COLUM. L. REv. 749, 818-19
(2008) (“Almost half the states have given Donors standing concurrent with the at-
torney general to enforce a charitable trust.”).

" See, e.g., Klick & Sitkoff, supra note 79, at 782 (“The prevailing scholarly view, in
other words, is that agency costs are rampant in charitable trust governance.”) (citing
Richard Posner, Marion Fremont-Smith, Henry Hansmann, Harvey Dale, Evelyn
Brody, Alex Johnson, Dana Brakman Reiser, Ronald Chester, and Susan Gary).

' Id. at 780 (“[A] charitable trust must be for the benefit of a charitable purpose
... not for a specific beneficiary. . . . Hence, for a charitable trust there is no identi-
fiable beneficiary with an economic incentive and legal standing to ensure [that the
charity efficiently pursue its purpose.]”).
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class to adequately enforce the obligations of the charity’s manage-
ment, even if they were legally permitted to do so.

If the beneficiaries cannot fulfill a monitoring role, then the do-
nors could potentially play the role of “principals” in the agency rela-
tionship. To the degree to which they have donated money to the
organization for the purpose of advancing the organization’s charita-
ble mission, it is in their interest to make sure that money is spent
well. The problem is that it is not always entirely clear that the do-
nors’ sole interest is in advancing the organization’s charitable mis-
sion. Any divergence of the donors’ interests from those of the chari-
table mission of the organization means that the donor will not be a
perfect guardian of the #rue principal’s interest.

Even though the donor is not really the true “principal” in the
nonprofit charitable form, in Hansmann’s theory it is the donor who
must make a decision about how to provide charitable goods, and so
it is the donor who must perform some sort of “agency cost” analysis
to determine whether he would be better served trying to provide
those charitable goods through a nonprofit or a for-profit firm.”™
Hansmann’s theory posits that when donative charities provide chari-
table goods, it is likely that the “agency costs” involved in monitoring
quality, in bonding, and in losses involved in inadequately monitor-
ing or bonding in a for-profit firm are likely to persuade donors to
make their donations to nonprofit providers.

3. Donors and the Market for “Altruism”

The insight described above—that donors are not the true
“principals” in a charitable transaction and yet are the ones who
choose which organizations get support—is extremely important.
The idea that socially beneficial goods can be provided through pri-
vate charities depends on donors having at least some interest in so-
cially beneficial outcomes. If the government seeks to subsidize the
provision of socially beneficial outcomes—charity—then it must be
able to determine when and to what extent it can rely on the choices

* While I treat the donor as the sole “principal” in Part IT of this Article, the cen-
tral thesis described in Part III is that the donor is not the only principal. When the
government provides tax incentives to donors to make charitable contributions, it too
becomes a principal. The government then must examine its own agency costs. The
American system of subsidizing charities through a generally applicable subsidy for
charitable donations gains much of its strength from the incorporation of this cen-
tral agency-cost insight: the government can save agency costs in providing charitable
goods if it can identify donors whose interests broadly align with its own. Thus, iden-
tifying those donors is the central concern of the law governing the charitable tax
deduction.
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of donors. That is, the government needs to be able to determine
when donors’ interest is in providing charitable goods and when they
have other interests that the government may not share. If that is
true, then some explanation is needed of what donors are doing
when they donate money to charities.”

Hansmann called the people who provided the money to fund
nonprofit organizations, the “patrons.”84 Patrons are both regular
customers who purchase a good, like medical care, for their own con-
sumption, and “donors,” who purchase a good for the benefit of
some unknown third party.85 But since this Article focuses on dona-
tive nonprofits, only donors are of interest. Donors are in some ways
like customers who trade their money for something they want. All
other things being equal, they try to get services of a certain quality at
the cheapest price they can. In other words, they try to maximize
their own utility in the transaction.

The donor who provides charitable goods to benefit a third par-
ty is both similar and different. Hansmann’s example of a provider of
third-party services is CARE, an organization that provides relief food
or medical care for poor people in developing countries, especially
Africa.” When a person contributes money to CARE, he is doing so
Jor the purpose of helping someone else.” He wants to help that per-
son. He wants to do good for someone other than himself. In this
Article, I will call this act “altruistic.””

83

See, e.g., Henderson and Malani, supra note 8, at 577-78.

See Hansmann, Reforming, supra note 16, at 502-03. One could imagine other
potential types of suppliers of money to an organization. For example, organizations
often receive money from people who are not “patrons” in either the donative or the
commercial sense. This money is not payment for services; rather it is capital to be
used to build up or expand the business, with the assumption that earnings (from
payments from patrons) will follow in sufficient amounts to justify the expenditure of
the capital. These providers of money should probably be called “investors.” A sus-
tained treatment of investors is beyond the scope of this work.

¥ Id. There is also arguably a subclass of donors who purchase so-called “public”
goods both for their own consumption and for the consumption of the general pub-
lic. For example, a donor to listener-supported radio contributes in order to enjoy
programming that he likes but also to permit others to enjoy the same programming.
He either values the fact that others are “free-riding” on his donation or he is indif-
ferent to it.

' Id. at 505.

Y.

* Of course, pure altruism may not be the only reason why a person donates to a
donative charity. He may receive some sort of immaterial gain from the transaction.
For example, he may gain the trust or respect of his peers by donating. This trust or
respect may be a good in itself, or it may be useful to the donor in the future in some
transaction with his peers that may result in material gain to him. Even if he donates
anonymously, it is possible to describe the donor’s motivation as a form of benefit to

84
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While it is slightly awkward to do so, I will use the word “altru-
ism” as a good or service sought by donors to a charitable endeavor.”
Thus, when a donor contributes money to a charitable enterprise
with no expectation that he will get it back, and no expectation that
he will receive anything of material value in return for it, I will say
that he has purchased some altruism. Thus, in Hansmann’s example
of the African relief organization CARE, the money provided by do-
nors can be explained only if we assume that these donors want to
advance the health of African children—that is, they want some altru-
ism—and they are willing to pay for it. So, donors are similar to “cus-
tomers” (the other subcategory of patrons) in that they are purchas-
ing something (in this case “altruism”) for themselves. But it is
important to distinguish them from other customers because the na-
ture of the good they are buying—altruism—is different from the na-
ture of what is being bought by other customers.”

The reason I care about distinguishing “altruistic” motives from
non-altruistic motives is not because I argue that altruism itself de-
serves to be rewarded with government largess. Rather, the point is
that when a donor provides altruism to himself, he provides some-
thing that benefits the general public. Therefore, the government’s
ability to identify the donor seeking altruism may be the key to the
government’s ability to provide tax benefits in an efficient manner.
Tax benefits to donors seeking altruism advance the government’s in-

himself. He donates because it makes him feel good to do so. This motivation has
been called “warm glow.” See Galle, supra note 15, at 1222; see also Henderson &
Malani, supra note 8, at 583 (identifying “warm glow” motivations, distinguishing
them from “pure altruism,” and stating that they use the term “altruism” to describe
a mixture of warm glow and pure altruism). These possible immaterial benefits,
therefore, range on a spectrum from those benefits that are closest to a financial
benefit to those motives that are practically indistinguishable from the genuine de-
sire to assist others. For example, it is hard to discern a precise difference between
donating to the entrepreneur’s efforts to help African children because it makes the
donor feel good and donating out of a genuinely non-self-interested desire to help.
Luckily, for the purposes of this discussion, it is not necessary to distinguish between
genuine other-directedness and a desire to help someone because it makes one feel
good; it is enough to call both of those things “altruism.” Accepting that “altruism” is
a tricky and controversial concept, I am satisfied with the definition of “weak altru-
ism” provided by Rob Atkinson: “The point to be made here is that, despite unclarity
at the margin, the central concept of weak altruism—a transfer without a quid pro
quo—is not only intelligible, but also operable, as a criterion for drawing distinctions
with important legal consequences.” Atkinson, supra note 70, at 531-32.

* 1In this usage, I follow Henderson & Malani, supra note 8, at 573 (“With total
charitable activity . . . totaling nearly one trillion dollars in the United States last year,
the demand for altruism is obvious.”).

“ As Rob Atkinson has pointed out, this situation is unusual, and it is worth em-
phasizing “the distinctiveness of transactions in which one party confers a benefit on
another without the expectation of material reward.” Atkinson, supra note 70, at 523.
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terest in providing public and third-party goods. Tax benefits to do-
nors seeking non-altruistic goods do not advance the government’s
interests.

B.  Malani and Posner’s Application of the Agency Theory

Malani and Posner argue that the charitable deduction should
be provided to donors to any firm that provides charitable goods,
whether the firm is a nonprofit or a for-profit.” The agency theory
provides an explanation for why purchasers of altruism would, in
most cases, prefer to purchase their altruism from nonprofit firms.

Malani and Posner begin their article with a hypothetical, which
they use to illustrate why a donor and an entrepreneur mlght choose
to structure their donative transaction in a for-profit form.” When ex-
amined more closely, however, their hypothetical actually illustrates
quite well why—consistent with Hansmann’s prediction—a donor
would almost always choose a nonprofit rather than a for-profit struc-
ture for his charitable contribution. The donor would choose a non-
profit to provide altruistic goods because the cost of monitoring the
“product quality” of altruistic goods will almost always exceed the
gains that he may predict could be caused by the incentives provided
by the for-profit form. Malani and Posner’s hypothetical illustrates
this cost-benefit analysis because they craft a sort of private non-
distribution constraint to cabin the costs of monitoring product qual-
ity, thus illustrating the necessity of a non-distribution constraint to
ensure product quality in most donative charities. The best way to
evaluate this argument is by investigating Malani and Posner’s hypo-
thetical in some detail.

1. The Non-Distribution Constraint’s Effect on the
Entrepreneur’s Compensation
Malani and Posner ask us to imagine that an entrepreneur
“wants to establish a charity to improve the health of children in de-
veloping countries.” ” She will do so by devising ways to provide
clean water to previously underserved remote villages in Africa.”
Thus, Malani and Posner’s hypothetical is a classic donative-type char-

91

Malani & Posner, supra note 8, at 2022.
* Id. at 2018.

93 Id,

94 Id
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ity and is very similar to Hansmann’s example of a donative organiza-
tion, CARE, which provides food to hungry children.”

The donor in Malani and Posner’s hypothetical generally con-
forms to the image of a donor discussed above.” It is unclear exactly
why the donor does what he does, but it is certain that he wants to
provide money and in return obtain some benefit for African chil-
dren. He wants to purchase some altruism.” But Malani and Posner
are actually more interested in the entrepreneur than the donor in
the transaction.

In Malani and Posner’s hypothetical, the entrepreneur thinks
that her activities potentially create altruism.” She does not want to
provide her own money in exchange for that altruism, though. * She
thinks that other people may want to help African children and that
they may be willing to provide cash in exchange for it.” She wants to
provide her labor (her organizational, managerial, or innovative
skills) to improve children’s health, and she wants to receive at least
some money in exchange for it."' Thus, she makes a deal with the
donors: if they give her some cash, she will improve the health of Af-

* Compare Malani & Posner, supra note 8, at 2018, with Hansmann, Reforming, su-
pranote 16, at 505.

* See supra Part TLA.3.
Among other things, we know that the donor is not an “investor,” as that term
is described supra note 82. The non-distribution constraint prevents the donor from
receiving any financial return on his contribution. I will assume for the present that
the donor is not the same person as the entrepreneur, even though there is nothing
in current law to prevent the donor from being paid for his labor by the charity, nor
is there anything to prevent the entrepreneur from donating to her own charity.

* Malani & Posner, supranote 8, at 2032.
Id. at 2018 (“Running this charity will require the entrepreneur’s time and ef-
fort, for which she would like to be compensated out of the funds that the organiza-
tions obtains from donations or revenues from any sales made in developed coun-
tries.”)

100 Id

""" Id. at 2018-19. The question of whether the entrepreneur is also seeking some
“altruism” for herself is one that is central to many treatments of this issue. In other
words, it is possible that the entrepreneur will seek less financial compensation for
providing children’s health because she values doing it for its own sake. To the de-
gree to which donors can perceive the fact that the entrepreneur wants to advance
the same altruistic goals as they do, donors would be very wise to invest their money
with the entrepreneur, since their unanimity of interests has the potential to com-
pletely eliminate agency costs, which, after all, arise from the disparate interests of
agents and principals. Some commentators have emphasized the entrepreneurs’ ac-
ceptance of low salaries as a signal of their altruism. See, e.g., Galle, supra note 15, at
1225; Daniel Shaviro, Assessing the ‘Contract Failure’ Explanation for Non-Profit Organiza-
tions and Their Tax-Exempt Status, 41 N.Y.L. ScH. L. REv. 1001, 1003 (1997). The prob-
lem, of course, is that acceptance of low salary may be a sign not only of the “altru-
ism” of the entrepreneur but also of her incompetence.
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rican children.” This is a simple transaction between a provider of
labor (the entrepreneur) and some providers of funds (the donors).
This Article assumes that the entrepreneur wants to maximize her fi-
nancial compensation—she is not seeking any altruism for herself."”
Malani and Posner argue that the entrepreneur has the choice
between two basic forms of compensation for her efforts on behalf of
the African children. On the one hand, she can provide herself with
a “fixed” salary, in which case she can create a “nonprofit” firm and
employ herself as its director.” If she would prefer, however, she can
pay herself with whatever funds are left over after she provides health
to the African children—the “profits” of the firm—in which case she
can structure her charity as a “for-profit.”””" Malani and Posner ask:
Why should the existence of an income-tax deduction for contribu-
tions to nonprofit firms, but not for-profit firms, influence this simple
arrangement between donors and the entrepreneur? Since econom-
ic theory suggests that the for-profit model is preferable to many con-
sumers in the provision of goods for themselves, why should we as-
sume ex ante that donors would not prefer to use a for-profit
structure in providing health to African children?"”
Malani and Posner briefly recount the well-accepted reasoning
that supports consumers’ choice of for-profit firms for regular con-
sumer goods. In order to explain the choices of compensation struc-
ture available to the donors and the entrepreneur, they ask us to im-
agine a transaction in which the donors want to provide for the
health of African children by supplying them with fresh water."”

102

Malani & Posner, supra note 8, at 2018.
Malani and Posner argue that “[o]ne problem with the agency theory is that it
assumes that only altruistic Entrepreneurs will choose the nonprofit form, and that
nonaltruistic entrepreneurs will always choose the for-profit form.” Id. at 2034. As
discussed herein, the agency theory suggests that nor-altruistic entrepreneurs will
choose the nonprofit form when the agency costs of ensuring a quality product ex-
ceeds the (predicted) loss of efficiency from removing profit as an incentive for cre-
ating efficiency. None of the works cited by Posner and Malani support their claim
that the “agency theory” only explains the choice of the nonprofit form when the en-
trepreneur is altruistic. See, e.g., Glaeser & Shleifer, supra note 16, at 102 () (“Our
basic results . . . do not depend on Entrepreneurial altruism . . . . [But] our model
shows that more altruistic Entrepreneurs would opt for nonprofit status.”).

" Malani & Posner, supranote 8, at 2018.
As discussed infra Part IV, this simple binary description of possible compensa-
tion structures does not conform to reality. Instead, it makes more sense to envision
an array of possible compensation structures, with “fixed” at one pole, “profits-based”
at the other, and various types of “incentive-based” structures inhabiting the range of
possibilities between the poles.

" See Malani & Posner, supra note 8, at 2019.

" Id. at 2018.
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Through the efforts of the entrepreneur, “the charity raises $10 mil-
lion from donors but manages to develop a water filtration system at a
cost of only $8 million.”” Now imagine the two possible compensa-
tion structures described by Malani and Posner. If the charity is a for-
profit, the entrepreneur can take home the two-million-dollar profit.
That is her compensation. If the charity is a nonprofit, then the en-
trepreneur would only be paid the fixed salary to which she agreed in
advance."”

There is a compelling reason why donors might want to com-
pensate the entrepreneur using a “profits” interest in the firm. Do-
nors know that the entrepreneur is the one most likely to discover
cost-saving mechanisms for providing water to African children.”’ Af-
ter all, the entrepreneur is the one who is there. She is the one who
presumably knows the most about African children, their needs, and
how best to provide for those needs. If the entrepreneur acts to max-
imize her financial interests, then providing her with a financial in-
centive to reduce the costs involved in providing water to African
children is the best way to maximize the chances that such cost-saving
efficiencies will be discovered or implemented.111 Thus, there may be
good reasons to incentivize the entrepreneur’s discovery and imple-

" Id. Malani and Posner use ten million dollars and eight million dollars when

they initially introduce their hypothetical, but they later change the amounts to one
hundred dollars and eighty dollars. Id. at 2027.

" Malani and Posner suggest that the for-profit structure may be better than the
nonprofit because, if the entrepreneur is very talented, she could make a lot of mon-
ey at a for-profit company and she may not be willing to work at the nonprofit for
such a low salary. Malani & Posner, supra note 8, at 2019. They also suggest that she
might need to provide a “profits” interest in the firm not just to herself, but “to moti-
vate her employees to work hard.” Id. If high quality entrepreneurs prefer the for-
profit form, then donors might prefer it as well in order to retain talented managers
or workers. Malani and Posner’s assumption, however, that a nonprofit wage (a
“fixed” salary) is necessarily a low salary is not reflected either conceptually or actually
in the law of nonprofits. There is nothing about the non-distribution constraint, or
in the law of charitable nonprofits, that prevents nonprofit firms from paying an ex-
ecutive what her labor is worth. This subject is discussed more fully infra Part IV. At
least theoretically, if the entrepreneur could be paid a fixed salary of two million dol-
lars at a for-profit firm doing similar work, she could be paid two million dollars to
manage the nonprofit firm. “Thus, nonprofit law does not compel the argument
that the entrepreneur will abandon nonprofit firms because the pay is too low.

""" Malani & Posner, supra note 8, at 2027.

As Evelyn Brody has pointed out, “[Wlhile the nondistribution constraint
might convince the patron that the nonprofit is more trustworthy than a for-profit in
situations of opportunistic behavior, the nonprofit could be even less trustworthy in
avoiding inefficient expenditures.” Brody, supra note 8, at 464. Atkinson describes
this problem with a reference to equity owners: “Without equity owners looking over
their accounts, if not their shoulders, nonprofit managers lose an important incen-
tive to minimize costs.” Atkinson, supra note 70, at 518.
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mentation of cost-saving methods of providing water."” The proper
question is not how high or low the entrepreneur’s compensation is
but who bears the 7isk that the costs of providing the service promised
will be greater than or less than those expected by the donor."” It is
obvious why donors may want the entrepreneur to bear that risk (and
be compensated with the upside potential of being able to provide
the agreed-upon goods at a lower-than-expected cost) M

But the impediments to the donor compensating the entrepre-
neur with a profit interest in the transaction are substantial. The
primary impediment to the for-profit structure is the predicted cost
the donor will incur in monitoring the quality of the altruistic goods
provided by the entrepreneur. Remember, with ordinary consumer
goods, like a cup of coffee, the purchaser of the good can evaluate
the quality immediately, simply by taking a sip. He can choose to
never again buy coffee from a provider who has not supplied suffi-
cient quality to justify the price. But in the case of altruistic goods,
the donor does not have immediate access to the information neces-
sary to evaluate the quality of the good supplied. The goal is to pro-
vide water to African children. How much 