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L INTRODUCTION

Goodwill Industries of the Columbia Willamette, Inc. (“GICW”) appreciates the opportunity
to work with the Department of Justice (“Department”) in addressing the need for standards with
respect to the executive compensation practices of Oregon nonprofit organizations. At all times,
GICW has acted lawfully, cooperatively, and in good faith. As a result of the cooperation between
the Department and GICW, GICW has designed and implemented new compensation principles and
procedures that will serve as best practice models for nonprofit organizations throughout Oregon.
GICW commends Attorney General Hardy Myers on the diligence and collaborative spirit with
which he has approached this work — an effort that will ultimately benefit all Oregonians by
strengthening the nonprofits in our community.

GICW serves, as the Department has acknowledged, a fundamental role in the social fabric
of Oregon by providing vocational opportunities to people with barriers to employment throughout
the state. With an annual payroll, including benefits, of over $40 million, and currently more than
1,800 employees, GICW is a major and positive presence in Oregon. GICW’s employees and
program participants are the best evidence of its successes.

The current relationship between GICW and the Department is the result of the
Department’s audit of GICW’s operations, which commenced in April, 2004. The audit focused on
two elements of GICW’s operations: program services to the disabled and disadvantaged, and
executive compensation. The Department’s findings are reflected in the Audit Report (the
“Report”) that it released today. GICW believes that the overwhelming result of this audit has been
positive — the Department and GICW have worked together to understand what practices and
procedures are appropriate for GICW and other Oregon nonprofits and have developed a plan for »
implementation. While GICW and the Department have achieved consensus on nearly all areas
related to best practices, the parties have agreed to disagree with respect to the Department’s
statements in the Report that certain historic practices of GICW were insufficient. GICW feels that
is it necessary to set the record straight with respect to those Report findings.

IL GICW PROGRAM SERVICES

GICW is gratified that the Department, after a thorough review of GICW’s program
services, was able to “verify the accuracy of total program service numbers and percentages” for
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GICW, and that it found that “without exception, GICW’s documentation demonstrated “that its
classification of individuals in its programs was accurate” and complied with GICW procedures.
GICW is proud of its service to the community and of its procedures in place for ensuring
meticulous and accurate record-keeping concerning those services. GICW is conservative in the
representations it makes, the accuracy of which the Department verified. But that is not the entire

story.

GICW offers hope to job seekers by giving them the opportunity to work in modern,
barrier-free, state-of-the-art facilities with the chance to advance. Unlike most social service
organizations, GICW is economically self-sustaining in accomplishing its mission. We operate on
an innovative, mission-integrated, entrepreneurial model, in which less than 2% of revenues come
from government sources.

In keeping with our belief in operating with the highest standards, GICW has been
continuously accredited by the Commission on Accreditation of Rehabilitation Facilities (“CARF”)
since 1973. CAREF regularly conducts a comprehensive review of GICW’s programs. Among the
many areas in which CARF found that GICW demonstrated exemplary conformance to CARF’s
standards were its “. . . commitment found throughout the organization to provide outstanding
support to persons with disabling conditions” and its “. . . work in assisting persons with vocational
limitations to secure employment, which is provided free of charge to the job seeker.” CARF also
commended GICW for its . . . excellent business and operations practices. Through much hard
work and planning, the business and marketing operations of the organization are highly successful
and serve as a model to other similar organizations throughout the country.”

The Report suggests that some changes are needed in how GICW compiles its data on the
level of services that it provides. GICW is conservative in reporting its services. There are
instances when GICW provides more than one service to an individual. In such cases, GICW
reports both services. The Report says this is “appropriate in accounting for services rendered by
each of the programs” but results in a “misleading statistic when data about these programs is
combined.” GICW employs many different people and provides them with many different services.
If, for example, GICW enrolls an individual in a free English class, and later, GICW hires that
person, it is reasonable to report the two different services separately, even though they were
provided to the same individual. Similarly, GICW believes that it continues to serve an individual
as long as that person is employed with the organization. GICW attempts to be scrupulous and act
in good faith in its reporting. Nevertheless, it will review its statistical reporting practices,
conservative as they are, so that the public will continue to be fully informed. GICW’s purpose in
compiling statistics on the people it serves is to assure adherence to its mission.

Finally, GICW serves the community in many other ways that are not identified in the
Report, and which are not always immediately apparent or captured statistically. The many
additional community services that GICW does not routinely report include:

1. Christmas presents to families through our Goodwill Cares program; Annual Christmas
and Thanksgiving meals to all employees; Christmas bonuses to all employees along
with gift certificates to our stores.

2. Mentoring and strategic planning to other nonprofit organizations based on our
entrepreneurial, mission-integrated model;
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3. Donations of medical supplies to Northwest Medical Team; eyeglasses to Lions Club for
distribution; cosmetics to women’s shelters; books to the Coffee Creek Women'’s
Correctional Facility library.

4. Participating in voucher programs with more than 30 local service agencies to provide
emergency clothing and household goods. Recently, GICW helped hurricane evacuees
with clothes, personal hygiene items, furniture, personal assistance in locating housing,
obtaining benefits, and staffing a hurricane relief center. GICW staff volunteered
additional time and money to assist in these efforts.

5. Offering a free curriculum based retail training course for other Goodwill organizations
as well as other local nonprofits.

6. Investing over $65 million in the community in the last 13 years as GICW continues to
develop top-quality stores and work places for our employees and customers.

III. EXECUTIVE COMPENSATION

GICW prides itself on being a responsible corporate citizen. To its knowledge, GICW is in
full compliance with all applicable laws and regulations governing its operations, including those
governing the determination of executive compensation. GICW is therefore troubled by the
Report’s conclusions with respect to executive compensation. The Report’s conclusions, tellingly,
do not point to a single law or regulation with which GICW has failed to comply. GICW shares the
Department’s desire to ensure that Oregon nonprofit organizations pay no more than reasonable
compensation to their executives and that Oregonians continue to trust the fiscal stewardship of the
charities that they support. To this end, GICW has worked with the Department in recent months to
develop a compensation-setting process and written compensation-setting principles in accord with
current and emerging best practices that GICW hopes will serve as a model for other Oregon
nonprofit organizations. It should also be noted that the Department’s criticism of past
compensation (1997 to 2004) is made in light of emerging standards. The compensation at issue
has been publicly available for each of those years and has been subject to independent audit.

GICW has established a Compensation Committee, comprised solely of members of
GICW’s Board of Directors, who, as provided by the GICW Compensation Committee Charter
(attached to the Department’s Report): (1) are completely independent and unrelated to any
individual compensated by GICW; (2) will retain an executive compensation professional on an
annual basis to provide comparability data and recommendations concerning the compensation of
the president and other members of the GICW executive team; (3) will review the performance of
the GICW president and executives; and (4) will present to the full GICW Board of Directors
recommendations on the compensation of the president and will approve the compensation of all
other members of the GICW executive team. The GICW Board has also approved a written, Total
Compensation Philosophy, which reflects the guiding compensation-setting principles that GICW
will use in order to recruit and retain outstanding executive leaders who have a deep understanding
of, and commitment to GICW’s wide range of service programs and self-sustaining economic
model.

A, There Is No Guidance Under Oregon Law

As the Report itself states, “Oregon law provides little explicit guidance” with respect to the
determination of executive compensation for a nonprofit corporation. As the Report further notes,
the audit of GICW “represents the first time that [the Attomey General’s Office] has addressed the
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1ssue in some detail.” The Department, to GICW’s knowledge, has provided no formal guidance
and 1ssued no opinions regarding executive compensation for nonprofits, and the Report cites to
none. Rather, the Report notes that the “principles are evolving” regarding standards in the area.
GICW concurs completely with the Report’s statements regarding the lack of Oregon law in the
area and the evolving nature of best practices concerning nonprofit executive compensation.

Under Oregon law, as under the law in other states, a nonprofit corporation may pay
reasonable compensation to its executives. See OR. Rev. Stat. §§ 65.001(12), 65.551 (an Oregon
nonprofit corporation may not make distributions, but payment to an officer for services performed
in furtherance of the corporation’s purposes is not a distribution); c¢f- Revised Code of Washington
24.03.030 (a nonprofit corporation “may pay compensation in reasonable amount” to its officers
“for services rendered”); California Corp. § 5235 (nonprofit corporation’s board may fix
“reasonable and just” compensation of an officer).

The 1ssue is what constitutes reasonable compensation. It is on this point that the
Department and GICW part company, with respect to the compensation paid to GICW’s president
during the period 1997-2004. The Department has not identified any Oregon law or regulatory
authority, and GICW is aware of none, that sets out the standards that a nonprofit corporation must
or should apply in determining what is reasonable executive compensation. When no Oregon
authority appears on point, it is appropriate to look to federal law addressing the same issue. See
Badger v. Paulson Inv. Co., Inc., 311 Or. 14; 803 P.2d 1178 (1991); University of Oregon Co-Op.
Store v. State, Dept. of Revenue, 273 Or. 539; 542 P.2d 900 (1975); Bailey v. Commission, 2 Or.
Tax 399 (1966).

There is a good deal of authoritative federal law in the area, as set out in detail below.
Under the federal law, whether compensation paid by a tax-exempt organization is reasonable must
be determined in light of all of the facts and circumstances. See, e.g., World Family Corp. v.
Commissioner, 81 T.C. 958, 969 (1983) (“The law places no duty on individuals operating
charitable organizations to donate their services; they are entitled to reasonable compensation for
their efforts™).

The Report identifies three areas of concern: (1) the process used in establishing executive
compensation; (2) the use of data on compensation paid by comparable for-profit organizations in
establishing reasonable compensation paid by a nonprofit; and (3) the total amount and composition
of the compensation paid to GICW’s president. Each issue is addressed below to demonstrate that
GICW complied in all respects with existing law in both its process and the ultimate level of
compensation paid.

B. Process for Determining Compensation
1. Independent Board Members Set GICW’s Executive Compensation

The starting point under the federal law in establishing a procedure for determining
reasonable executive compensation — a point that the Report does not discuss — is ensuring that the
compensation decision is made by an independent body.

In the federal law, the “intermediate sanctions™ rules set out optional procedures that a
tax-exempt nonprofit organization may choose to follow in order to create a presumption that
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compensation that it pays to an executive is reasonable.! Treasury Regulation § 53.4958-6. The
procedures involve three steps: (1) approval by a disinterested board or committee; (2) reliance
upon “appropriate data as to comparability”; and (3) written documentation of the decision,
including a description of the comparability data relied upon. See Treasury Regulation

§ 53.4958-6(a).

The first of these steps is approval by an independent, disinterested body. GICW is
governed by a board of 12 individuals who are broadly representative of the community. None of
the directors is related to GICW’s president or any other member of senior management, and none
of the directors are related to each other. All of GICW’s directors volunteer their time, receiving no
compensation from GICW, and are deeply committed to GICW’s important work in the community.
They have no conflict of interest in setting executive compensation and receive no personal benefit
with respect to GICW’s payment of executive compensation. GICW’s executive committee
reviewed and approved GICW’s senior executive compensation on an annual basis, with reference
to the president’s achievement of organizational goals.

2. A Board May Permissibly Delegate Approval of Executive
Compensation to Its Executive Committee

GICW’s board has historically delegated senior executive compensation decisions to its
executive committee, comprised of five independent board members with substantial business
experience. The board’s delegation to its executive committee not only fully complies with Oregon
law — it is clearly authorized under Oregon law. The Oregon Nonprofit Corporation Act provides
that “a board of directors may create one or more committees of the board of directors which
exercise the authority of the board of directors, and appoint members of the board to serve on
them.” OR. Rev. Stat. § 65.354(1). The statute sets out an exclusive list of actions that the board
may not delegate to a committee, and that require full board action. That list includes such actions
as electing directors to fill vacancies and amending bylaws. OR. Rev. Stat. § 65.354(5). That list
does not include approving executive compensation. Nothing in the statute even remotely suggests

that a board may not delegate the authority to set executive compensation to a committee of the
board.

At the federal level, Treasury regulations explicitly approve a charitable organization
board’s delegation of authority to approve executive compensation to a committee of the board.
The regulations define an “authorized body” for purposes of approving a compensation decision to
include:

A committee of the governing body, which may be composed of any
individuals permitted under State law to serve on such a committee, to
the extent that the committee is permitted by State law to act on
behalf of the governing body . . ..

Treasury Regulation § 53.4958-6(c)(1)}(B) (emphasis added).

The only authority that the Department cites for its statement that executive compensation
should be approved by the full board is a 2005 publication titled “Dollars and Sense: the Nonprofit
Board’s Guide to Determining Chief Executive Compensation,” published by the BoardSource

! The Treasury Regulations relate to provisions under Internal Revenue Code § 4958, enacted in 1996, which imposes
excise taxes on officers and other persons with substantial influence over an organization who receive an “excess
benefit” from the organization. Organizations are not required to follow the rebuttable presumption procedures, but by
doing so they can create a presumption that may protect the officer or other insider from excise tax liability.
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organization and written by two consultants. (Obviously this publication was not available to
GICW during the time period under audit, because the Department’s audit commenced in April
2004.) BoardSource’s publications may be a valuable source of background to inform a nonprofit
board’s decisions. Such publications have no legal authority, however, and do not purport to be
authoritative on legal matters. Moreover, the publication cited specifically contemplates that a
nonprofit’s board may, and commonly does, delegate compensation matters to its executive
committee:

If the board wishes to delegate compensation matters to a smaller
committee but does not have the desire or personnel to form a
separate compensation committee, chief executive and staff
compensation may be handled by the board’s executive committee.
In the university community, for example, a 2003 Quatt Associates
survey found that . . . among those without compensation committees,
79.3 percent delegated chief executive compensation matters to the

executive committee, and only 20.7 percent assigned them to the full
board.

Dollars and Sense at 2 (emphasis added).

As the Report notes, GICW has adopted a Compensation Committee Charter which provides
for full board review and approval of the president’s compensation. In December 2005, the full
GICW Board employed this procedure in approving the president’s 2004 incentive compensation
and will apply it for future compensation decisions involving the president. GICW agrees that full
board involvement in compensation decisions is an appropriate policy in many circumstances, and
desires to ensure that its practices are not only fully compliant with applicable law, but are also
consistent with and sensitive to emerging best practices in nonprofit governance. The important
point is that GICW’s past procedure of delegating authority to approve executive compensation to
the board’s executive committee fully complied with all applicable law.

C. Legal Authority Specifically Authorizes the Use of For-Profit Comparables

As the Report states, state law is silent on the use of for-profit comparables in setting a
nonprofit’s compensation. As noted above, Oregon common law provides that when no Oregon
authority appears on point, it is appropriate to look to federal law addressing the same issue. See
Badger v. Paulson Inv. Co., Inc., 311 Or. 14; 803 P.2d 1178 (1991); University of Oregon Co-Op.
Store v. State, Dept. of Revenue, 273 Or. 539; 542 P.2d 900 (1975); Bailey v. Commission, 2 Or.
Tax 399 (1966).

The federal tax law is the most developed body of law on the issue of the standards for
determining reasonable compensation paid by nonprofit corporations. The issue of whether
for-profit comparables should be used in establishing nonprofit compensation for federal law
purposes has been the subject of considerable national debate in recent years. As noted above, the
U.S. Congress added Section 4958 to the Internal Revenue Code in 1996. That section imposes
excise tax liability on senior executives and others who have substantial influence over a nonprofit
organization and who receive an “excess benefit” from the organization, such as compensation that
exceeds reasonable compensation. In this context, Congress explicitly considered the question of
whether it is appropriate for a nonprofit organization, in setting executive compensation, to refer to
compensation paid by for-profit organizations as comparables. The first draft of the legislation,
prepared by the U.S. Treasury Department, provided that comparability data for establishing
reasonable compensation should be limited to compensation arrangements of other tax exempt
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