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The Common Law Power of the Legislature:
Insurer Conversions and Charitable Funds

JILL R. HORWITZ and
MARION R. FREMONT-SMITH

Usniversity of Michigan; Havvavd University

New York's Empire Blue Cross and Blue Shield conversion from nonprofic to for-
profic form has considerable legal significance. Three aspects of the conversion
make the case unique: the role of the state legislature in directing che dispesicion
of the conversion assets, the face chac ir made itself che primary beneficiary of
those assets, and the acrions of cthe stace atrorney general defending che state
rather than che public incerest in che charitable assets. Drawing on several
centuries of common law rejecting the legislative power to direct the disposition
of charstable funds, chis article argues chat the legislature lacked power ro control
the conversion and direcc cthe disposition of its proceeds and chat its actions not
only undermined the nonprofic form bue also raised constitutional concerns.

Key Words: Organizations, nonprofit, Blue-Cross plans, legal aspects,
for-profit conversions.

I IEW YORK HOSPITAL AND NURSING HOME
employees have been waiting for nearly two years for
the release from an escrow account of nearly $800 million,

much of it marked for pay raises (Hevesi 2004). The maney, which

tepresents proceeds from both an initial public offeting by which

Empire Blue Cross and Blue Shield converted from nanprofit to

for-profic form and a later sale of additional stock, is the subject of

ongoing litigation regarding the legislacure’s role in health insurer

conversions and the ownership of nonprofir assets.! The case has drawn
considerable attencion not only because Empire is New York's largest
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healch insurer but also because, with corporate valuations reaching
$3 billion and the stace holding cthe majority of the stock, the funds
could help New York's ailing srate budger (Hammond 2004). Hoping
to supplement che stace creasury, New York Governor George E. Pataki
has championed legislation easing che way for other insurers to convert
and direct proceeds to the state. In addition, the HIP Health Plan,
estimated by hopeful legislators to be worth $1 billion co $3 billion, has
expressed interest in following Empire’s example (Baker 2005; Epstein
2004).

Conversions of health care organizations from nonprofit to for-profit
form, even of the magnitude of Empire’s transaction, are not a new
phenomenon. Over the past ten years, Blue Cross plans in ac least 13
other states have converted, including the record-secting California Blue
Cross conversion that generated more than $3 billion in proceeds, which
subsequently were used to establish a new health care foundarion (Fox
and Isenberg 1996; Hall and Conover 2003). The significance of healch
care conversions and corporate ownership to accessibility, affordabilicy,
and insticucional behavior has ateracted considerable atcention {Gray
1997, Hall and Conover 2003; Horwitz 2003; Sloan 2000).

The Empire case is noteworthy not only for ics healch policy implica-
tians bue also for its atypical legal process. We focus on three aspects of
the conversion. First, the New Yock legislature, racher chan che courcs,
directed the disposition of the assecs by conditioniag its approval of the
conversion on the asser transfer. Second, because the legislarure ordered
that 93 percent of the conversion assets be cransfetred to the public trea-
sury, cthe stace irself was che primary beneficiary, Third, the scate artorney
general did not exercise his usual power over charities as protector of the
public incerest in charitable assets. Racher he represented the legislature
in its appropriation of charicable funds to the public treasury. In addicion,
we believe that the statute may violate the U.S. Constitution. In support
of our claims, chis article explores federal and state constitutional law
and legal principles, dating back to che 16th century, which reject the
power of the legislature to direct the dispaosition of charitable funds.

Why should contemporacy policymakers cate about centuries-old
English law? As a practical matter, the English common law of trusts
is the foundation for American laws applicable to nonprofic charicies.
If the courts ultimately affirm the power of the legislature to claim
the conversion proceeds, the move will represent an important change
for the worse 1n chis legal dacerine. In its weakest form, our argument
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suggests that the New York legislature was ceckless in how it dealt wich
charitable funds. The state moved from protecting private funds for che
benefic of fucure generacions to appropriating them as public funds and
applying them to meet a current budget shortfall. In addition, the attor-
ney general should not have abandoned his traditional role as proteccor
of charitable interests in favor of supporting the action of the legisla-
rure. Alternarively, if he had been compelled to uphald che validity of
the conversion, he should have not opposed etforts, by parties represent-
ing the public interese 1n cthis macter, to have che issue licigated. In 1cs
strongest form, our argument suggescs a constitutional claim against the
legislation authorizing Empire’s conversion.

The Conversion Process

In the typical conversion, a process derived from the common law of
charitable trusts dictates the use of the organization’s assets. Since the
mid-1990s, however, more than half the scates have enacred conversion
statutes codifying the common law rules to ensure that they can be easily
enforced. The common law principles and the new statutes are based on
trust rules requiring chat conversion ptoceeds be directed to charitable
purposes similar co those of the converting arganization (Fremont-Smith
2004). Alchough the specific mechanics of an insurance conversion vary
considerably by state, many begin by filing a canversion plan wich the
stare attorney general and insurance department and, less often, wich the
stace health care regulacors. The plan specifies the conversion method,
such as a merger, acquisicion, asset sale, dissolution, or restructuring.
A valuation, often che most controversial step in the conversion, is per-
formed to decermine the fair market value of the converting organizacion.
Assets equal to that amount are then typically cransferred to a new char-
itable organization, such as a foundation, whose purpose is substancially
similar to that of the converting entity. In essence, the purpose and the
financial value remain intact.

State attocneys general monitor the process, based on cheir general
common law auchority and, 1n many scates, cheir statutory auchoricy
as well. In some states, the converting organization is required to ob-
tain court permission before the canversion may proceed. When there
are disputes, the attorney general files suit in court as che representa-
tive of the public, which is the ultimate beneficiary of the assets. It is
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judges who then determine wherher che purposes for which the non-
profit was established are impossible, obsolete, wasteful, or impractical
to implement. If so, judges use their equicable power—the power ro
adminiscer justice based on fairness racher than a strict interpretation of
legal rules—rco direct that che assets be used for similar charitable pur-
poses under a doctrine known as ¢y pres {from Norman French, meaning
“as near as possible”). This is what happens, for example, to a medical
research foundation when the research succeeds and the disease 1s cured.

Ttaditionally, only the charicy's fiduciaries and the actarney general
have legal standing to chzallenge the process. In the case of insurance
company conversions, an insurance commuissioner or health depattment
representative might be allowed to intervene as well. In recenc years,
four states have adopted che Uniform Truse Code §405(c), which does
give standing to donors to enforce charitable trusts and, possibly, by
extension to rescricted funds held by charicable corporations. New York
is not one of che four.

The Empire Case

The Conversion Story

Founded in the 1930s, Empire was organized as a nonprofit company.
[t provided a safety net of sorts for poor New Yorkers who were unable
to find healch insurance elsewhere and, 0 return, received preferential
financial creacment from the scate until the mid-1990s.? In che early
1990s, Empire was beginning to fail (for derails, see Robinson 2003).
Sloppy management, fraud charges, and high executive turnover rates
made its prospects look grim (McCue 2001). A new CEO claimed in 1997
that unless relieved of its nonprofit stacus, Empire would be unable to
compete, grow, and, ultimarely, survivel {Freudenheim 2001: Stacker
1997).

Empire proposed, and the insurance deparcment appraved, a cenver-
sion rransaction under which the proceeds of an initial public offer-
ing would be transferred to a new charicy.* The then attorney general,
however, published a2 memorandum concluding that new legislacion
was required bhefore the canversion could proceed. The Greater New
York Hospital Association and the hospital workers’ upion (Local 1199)
serangly lobbied against the proposal on grounds chat a for-profit Empire
would be bad for hospitals and workers, and for several years they
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effectively blocked the convession plans. In January 2002, after Governor
Pataki made an agreemenc wich che hospical association and unian re-
garding che assets’ disposition, the New York legislature passed z statute
authorizing the conversion.

The conversion legislation amended the state insurance laws, estab-
lishing a new nonprofit corpotation wich che statutorily defined purpose
of managing a charitable asset fund containing 3 percenr of the sale pro-
ceeds from the conversion.” The remaining 95 percent was to be treated
as a public asser managed by a five-member board, three of whom were
to be appointed by the governor and one each by the president of che
senate and the speaker of the assembly. The scatute required che board
to direct the proceeds from the public asset, under the direction of che
director of the budget, to the tobacco control and insurance iniciatives
pool. The stacuce furcher required that che public asset be paid to hospi-
cals, nursing homes, and other agencies for wage increases for healch care
employees. The statute assumed that if there was going to be a public
stock otfering, the assec value would be determined by a marker sale.

In August 2002, five consumer and voluntary health organizations
and five individual Empire subscribers broughe an action against che
company, its directors, che state, and individual governmenc officials.
The suit sought a declaration that che conversion statute was unconsi-
cutional, an injunccion preventing the transfer of Empire's assets co the
state, and an order directing thae all conversion proceeds be cransferred to
a private charitabie foundacion impressed with Empire’s former mission.
The conversion itself was compieted on November 7, 2002, with the sale
of more than 16 million shares (approximacely 20 percenc of Empire's
outstanding stock), at §23 per share, for a total of $400 miilion. The state
retained che remaining shares. On that same day, a justice of che New
Yark State Supreme Court {the trial court) ordered che state comperoller
to hold the stock and cash in truse, pending the final determination of
the suit. In 2004, the state sold an additional 9,075,000 shares at $40 per
share, for a total of $363 million, which also was added to the escrow
account. By 2009, the company’s value had increased to $4.4 billion.

In February 2003, the New York Supreme Court ruled on cerrain
preliminary issues in the case, finding that some of the plaintiffs—
cthe subscribers and consumer advocates, but not che social services
organizations—had standing to challenge the scatute.® Although as ex-
plained earlier, the attorney general is usually the only parcy with stand-
ing to enforce the terms governing the use of charitable assets, che court
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found an exception. In chis case, the court recognized thac che plaintiffs
had a special interest in the corporation and that the atrorney general was
defending che scatute racher than tepresenting che public’s interest in the
charity. Regarding the substantive claims, the court granted the state's
and Empire's requests to dismiss the plaintiffs’ nine causes of accion.

The court did noc rule for the defendants, however, because it found
that the alleged facts supported an additional, alchough unstated, claim.
Namely, the statute violates the state constitucion because it is a privace
law applicable only to Empire and not to z class of similar entities. In
May 2004, the New York appellate court upheld the decision allowing
the plaintiffs to go to trial on this private law issue.” The plainriffs are
appealing che dismissal of cheir other claims.®

Empire’s Legal Starus

Empire’s many corporate predecessors were organized and licensed un-
der New York corpotate, charities, and insurance statutes. The extenc
to which Empire has inherited its predecessors' charitable duties re-
mains at issue. In brief, Empire is governed by two scatuces—New York
Not-for-Profit Corporations Law and Insurance Law—thae could have
differenc implications for the disposition of conversion proceeds. First, a3
a New Yark nonprofit corporation, Empire was organized exclusively for
nonbusiness, nonpecuniary purposes. If 2 nonprofic corparacion wishes
to dispose of subsrantially all its assets, it must follow certain internal
procedures in making that decision and then chrtain permission from
che state supreme coure. In its petition co the court, the nonprofic must
demonstrate, among other things, thac the transaction i1s “fair and reason-
able to the corperation” and promates “the purposes of the carporation.”?
If a nonprofic corporacion wishes to dissolve, it must transfer 1cs assets
to a similar corporation, wich substancially similar purposes, according
to a plan approved by che board and the scace supreme court.

In contrase, che new scatuce explicitly excused Empire from chese
procedural requirements. Instead it required che superintendent of in-
surance (che cicle of the insurance commissioner in New York) to review
the Empire conversion plan to ensure chac, among other chings, it “nort
negatively impact on che delivery of health care benetics and services to
the people of the scate of New York."'® Judicial review of the plan is
limited to determining whecher che superintendenc aceed arbicrarily or
capriciously in reviewing the plan.
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Empire also held an insurance license. As a nonprofit corporation Em-
pire had a general obligation to pursue che company’s charitable mission,
but as an insurer it had a duty to operate for the benefit of its mem-
bers, making the company more akin to 2 mucual than a public benefit
corporation. For example, insurers must follow several procedures, in-
cluding notifying enrollees and obtaining permission before dissolving
or discontinuing operations.!' These corporations were not allowed to
convert to for-profit form under New York insurance law; cherefore the
law does not specify che appropriate use of assets upon conversion. After
reviewing a restructuring plan preposed 10 1999, however, the 1nsurance
commissioner ruled that chis prohibition did not apply to the transfer of
Empirce’s assets to a for-profit company because assets of an equal value
(the sale proceeds) would be used by an independent entity for nonprofit

purposes.?

The Power of the Courts versus the Power
of the Legislature: Who Can Direct the
Disposition of Conversion Proceeds?

English Common Law

To legal pracuitionets and scholars of nonprofic law, Empire’s conversion
history seems odd. As naced earlier, conversions have been far centuries
under the jurisdiction of che courts rather than che legislatures. Origi-
nally, the power to direct che disposition of charicable assets stemmed
from che power of the king as pavens patriae {parent of the country).
During the 16¢h cencury, the king delegaced o the courts some of his
power to exercise che ¢y pres doctrine to the courts of equity under che
jurisdiction of the lord chancellor (che presiding judge) in all but cwo
circumstances, The Crown retained the power ro exercise ¢y pres (1) when
the gift was made to charity generally without designating a trustee, a
circumstance that included gifts to nonexistent or defunce charities; and
(2) when the object of the gift was illegal or void as contrary to public
policy. The use of the Crown’s retained power to alter the purposes of
charitable property was known as the prerogacive ¢y pres power. In no
cases, however, did Parliament have any power to direct che disposicion
of charicable funds.

The cases in which gifts were given for illegal purposes were those for
the support of religions other than the Church of England. These gifes,
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called “gifts for superstitious uses,” were most often for saying masses. In
some reported cases, the king exercised che ¢y pres power by confiscating
these gifts. In most instances, however, the Crown ordered that che gift
be used for a legal charitable objece.

Over time, in what some viewed as a usurpation of the king's power,
the chancellors expanded their judicial power to save outright general
gifts to charicy when chere was no truscee. The chancellors exercised this
prerogacive power in the king's name. It was not until 1803 thart the
coutt's cy pres powers were clearly delineated as judicial and prerogative
¢y pres. According to a culing by Lord Eldon, “where chere 13 a general
indefinite purpose, not fixing itself upon any object . . . the disposicion
is in the King by Sign Manual [under his signature or stamp}: but where
cthe execucion is to be by a trustee with general or some objects poinced
out, there che Court will take the administration of che trust” (Cy Pres in
New York 1957, 273). By chat time, the provisions banning superstitious
uses had heen repealed, thereby effectively voiding the king's paower to
direct che disposition of gifts for illegal, charitable purposes. Although
the court was empowered to apply the ¢y pres docerine in all tnscances,
the rulings made clear chat the court was exercising two distince powers,
One power stemmed from its delegaced jurisdiction, and the othet, from
an exercise of the king’s retained powers.

Prevogative Cy Pres in the United States

In the Uniced States, the scate legislatures are considered to be the inher-
itors of many of the powers of the English kings. Hawever, despite some
contrary authocity, the prerogative power of ¢y pres did not pass to the
legislacures (Bogert and Bogere 1977, §434; Scott and Fratcher 1987,
§399.1). Rather, legislative authority over charities whose purposes no
longer serve contemporary needs generally pertains to regulating che
extent of che cp prer doctrine and framing rules by which courts apply
the docerine. In fact, one of the major legal treatises on the law of crusts
suggescs chat the exercise of the prerogative ey pres power in the United
States would amount co giving a legislarure the power co disregard the
rights of a testacor and chat “no one, whether king or legislature, should
have an arbitrary power to apply it to any charitable purposes which ro
him or it may seem fitcing” (Scote and Fratcher 1987, §399.1, 3093).
Oaly a handful of American opinions have dealt with the prerogative
¢y pres power of the legislacuce. None is from New Yark. The most
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imporrtant 15 a series of 19ch-cencury cases involving che Church of the
Latter-Day Saines {(che Mormon Church) in the Urah territory (for a
histarical survey, see Gordon 2002). These cases, discussed in more decajl
later, held char the Congress retained che prerogative oy pres power at leasc
in regard to the tercitgries.

In the few cases dealing with the precogative ey pres power (o the
states, it was flatly rejected in almost all. The Massachusects Supreme
Judicial Coucre, for example, responding to a question pased by che state
senate in 1921, ruled thar the legislature had no power to terminace,
change, or contro! the disposition of charicable funds.'? Similarly, in
a New Hampshire case decided in 1937, the stace supreme court held
that the legislacure could not exetcise ey pres power and cherefore could
not pass legislation allowing a fund established to maintain a parcicular
cemetery plot to be used to maintain the whole cemetery. According to
the courr,

The power of the courts of equity to adminiscer charicable truses ey pres
is so firmly escablished and so frequently resorted to, thac the auchoricy
of the Legislarure with respect to che dispasition of charicable truse
funds has not been much mooted. . . . Auchorities in the field of truscs
have expressed the view that the prerogative power of the Crawn has

no place in our jutisprudence. '

Finally, che Rescatement (Third) of the Law of Trusts concludes chae
the prerogative power has not been adopted as parc of United States law
bur that legislatures may regulace the extent to which che courts use the
judicial sy pres power (American Law Institute 2003a, §67 cmc. a).

Where Should the Money Go: May
the State Claim rhe Assets?

English Common Law

In England, the stace never appropeiated charitable funds for its own
purposes, except for a few cases in which the charitable purposes were
illegal. One of the first reporied cases involving prerogative cy pres was
decided in 1607. The king's power was applied to a gift to a schismaric
sect opposed by James I, and the funds were diverted to more acceptable
religious uses { Jones 1969; Sheridan and Delany 1959). In other words,
they were directed eo anather charity.



234 J.R. Hovwitz and M.R. Fremont-Smith

Throughout the 17th and 18th centurties, this pattern was followed,
with the exception of a few cases in which funds reverted to heirs or,
though the records remain unclear, were farfeited to the Crown for its
own use. The question of the proper disposition of fuads subject to
prerogative cy pres was settled in the Gaynor Jones case, decided in a
series of rulings between 1686 and 1690. The rulings dealt wich che
proper disposition of funds that the Crown had appropriated because
they had been used as a secret trust to support “popish purposes.” The
case established the rule chat the Crown could not apptopriate funds for
its own use (interestingly, by then James Il was attempting to use the
funds for the same illegal “popish purposes”) buc could redirect chem
only to other valid charitable uses. Therefore, only in the rare occasions
when a charicable purpose was illegal did che Crown direct che propercy
to itself. And even then, the pracrice was shaorc-lived.

United States Law

The Mormon Chutch cases ate similar to the earliest English cases in
their apptroval of the government’s seizuce and transfer of substantial
funds from illegal and disfavored religious uses co stace-sanctioned uses.
Two statutes formed the basis of the Mormon Chuech controversy. First,
in 1862, “an act to punish and ptrevent the practice of polygamy in
the tecritories of the United States, and other places, and disapproving
and annulling certain acts of the legislative assembly of the cerritory
of Ucah” was passed.'® It extinguished che corporate existence of the
Motmon Church and prohibited all religious or charitable corporations
in the terricories from holding real estate exceeding $5G,000, wich any
propetty in excess to be forfeiced to che federal government. Second,
in 1887, Congress amended the previous act by, among other things,
ordering the U.S. attorney general to initiate proceedings to dissolve the
church corporation and transfer its property co the United Scates. It also
ordered the secretacy of the intesior to use the proceeds for the “benefit
of the common schools in che tetritory in which the property may be.”!®
That year, che Ucah Supreme Courc entered a decree of dissolution,
annulled che church’s charter, and appointed a receiver.'’?

Three years later, the U.S. Supreme Court upheld the act, ruling that
Cangress could lawfully seize church property because its supreme power
over the territories included che abilicy to repeal a corporate charter
and dissolve a cotporation it had created.!® Once che corporacion was
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dissalved, che personal property became “subjece to che disposal of the
sovereign authoricy,”'® while che carporate real property reverted to the
grantor which, in chis case, was the United Scates.

The Court also held cthar the state has power over charitable prop-
erty when a charitable corporation is dissolved and no donor or founder
can be identified chat would be entitled to its real estate. Under such
citcumstances, the Court stated,

The governmenc or savereign authority, as che chief and commaon
guardian of the stace, etther theough its judicial cribunals g7 otherivise,
necessarily had che disposicion of the funds of such corporation co be
exercised, however, with due regard co the objects and purposes of the
charirable vses co which the property was otiginally devoted, so far as

they are lawful, and not repugnanc to public policy [italics added].*

Comparing the federal, legislative powers wich chose of the English
king, the Coure concluded that some cases, such as those in which the
purposes of a giftare declared void, are beyand the judiciacy’s jurisdiction.
The legislature held the same parens pairiae anchority as che king, with
the excepcion of limitations imposed by the Constirucion. The Court
wrote,

If it should be conceded thac a case like che present transcends the
ordinary jurisdiction of the court of chancety, and requires for its
determination the interposition of the parens patriae of the state, it
may chen be contended that, in this country, there is no royal per-
SO tO act as parens patriae, and to give direction for the application
of charities which cannot be administered by the court. It is true
we have no such chief magistrate. Buc here the legislature is the
pavens patvize, and, unless rescrained by conscicucional limirations, pos-
sesses all che powers in this regard which che sovereign possesses in
England.”!

Finally, the Courc distinguished the U.S. prerogative pawers from
those chac mighe be execcised by irresponsible monarchs. Here, the leg-
islacive power was to be exercised only for cthe benefit of the people.

Congress and the U.S. Supreme Court lacer eliminated the need for
the distinccions between judicial and prerogative powers outlined in che
cases.” In Ocrober 1893, Congress approved a joint resolution chat was
tn.accord wich the wishes of the Mormon Church. I¢ rescored the personal
property o the control of the church’s president:
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for che relief of che poor and distressed members of said chuech, for
the education. of the children of such members, and for che building
and repair of houses of worship for the use of said church, bur in which

the rightfulness of the practice of palygamy shall not be inculcared.??

The U.S. Supreme Court ordered Uzah to issue a new decree 50 45 to
avoid the perception that the courts and not Congress had directed the
ouccome. Thus Congress, and not the court, determined che use of all
the seized properey.

We described these Mormon Church cases to provide hiscorical back-
ground as well as to indicate the limits of the prerogative power. Al-
though the cases represenit an application of the pretogacive ¢y pres power
in the United States, there are several reasons why they offer only lim-
ited support for the power of the New York legislature to take Empire’s
assecs. Most important, the precogative powet was applicable in chose
cases because the purposes of the charity violated public policy, a reason
that does not exist in the Empire case. In addition, according to the
majority opinlon in the cases, Congress's power to rescind the church's
charter stemmed from its sovereign auchority over the cerricories. This
was unusual because che exercise of inherent powers was usually reserved
for the stace legislacures. Given their historical contexc, however, state
legislacures should be reluctant to rely on the Mormon cases as good
auchority for exercising inherent power to claim charicable funds. The
use of the prerogative ¢y pres power over Mormon assets 1n the terricories
was pare of an effore to suppress the Mormon Church and the beliefs of
its members through mechods such as denying them voting rights (see
Cleveland 2002, 200-3). Einally, as discussed earlier, in those cases in
which the states considered the prerogative ¢y pres, they found it to be a
doctrine not appropriately inherited by the stace legislarures.

The Role of the Accorney General

The third unusual aspect of the Empire case is that the atcorney general
did not exercise his power to protect charitable funds as representative
of the public incerest but, rather, took the position of the insurance
commissioner in arguing for che validity of che scatute approving the
conversion. A state actorney general has many ducies, and it is not unusual
for them to conflice. Conflicts commonly occur, for example, when a stare
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revenue department challenges che deduccibility under che state rax laws
of a charitable gift and the attorney general muse choose whether to
represent che state department of revenue or fulfill his role as protector
of charitable funds.

In this case, New York law requires the courts to give notice to che
atrorney general of any case involving a constitutional challenge to a
statute and authorizes him to appear in the case to uphold the starute.**
One way to resolve the dilemma posed when an actarney general has a
conflict of this nature is for the state agency involved to be represented
by its own staff actarneys or to retain outside counsel, thereby freeing
the attorney general to protece the charitable intereses. In any case in
which an attorney general chooses co appear as an adversary to charitable
interests, a scrict incerprecation of the rule giving him exclusive standing
effectively ensures that the public incerest will be defeated. The court in
the Empire case recagnized this difficulty when it granced scanding to
plaintiffs representing the public to be heacd, thus allowing the suir o
go forward.

Another znomaly in the Empire sicuation should be noced. In the
lower court hearings, the atcorney general noc only supporeed the con-
scicucionalicy of the staruce authorizing Empire's conversion, but he also
opposed giving standing to the plainciffs to argue against the propri-
ecy of the conversion legislation. It is questionable whether this was a
necessary component of his defense of the statute—particularly since,
as noted, if standing were refused, there would be no way in which a
court would heat the case for pteserving the charicable assecs. In short,
one must wander whether such zeal is appropriate in light of his role in
preserving chatitable funds.

Constitutional Claims against
the Empire Statute

There are a numbet of bases on which it can be argued that che Empire
statute violates che Constitution.? First, as mencioned earlier, the stacute
Limiced the right co convert only to Empire. It was for this reason that che
New York Supreme Court ruled thac the legislation may have violated
a New York constitutional provision prohibiting special legislation—
private bills grancing exclusive privileges to individual people and
corporations—and gave the plaiatiffs an opportunity ro preseat chis
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argument to it.”S Such a legislative violation, however, might be eas-
ily fixed. Although attempts to do so have not yetr become law, the
state assembly passed a bill in 2003 aliowing all New York insurers
to convert, and an early version of Governor Pataki's 2004 budget bill
aurhorized future insurance conversions wich the new requirement thac
up to $400 million of praceeds from each conversion must go into che
tobacco control and insurance initiatives pool, and the balance would be
spent for other state purposes as requited by statuce.”’

A second concern is whecher che New York legislation violates the con-
traces clause of the U.S. Constitution, which forhids states from passing
a law thac retroactively impaits the obligation of contraces. The basis for
the argument is chact the legislacion improperly intetferes with propercy
interests arising from Empire's incorporation as a nooprofit corporation.
The question of a consticucional constraint on legislative action over pri-
vate corporations, and in particular nonprofit corporations, was raised
in the leading “Dartmouth College” case decided in 1819 by the U.S.
Supreme Court.?® It held char the New Hampshire legislature could not
amend the Darcmouch College charter to effectively make ic a public
institurion without che consene of the college’s cruscees.

After this case was decided, it became customary for corparations
to be established under general enabling scatutes in which the legisla-
ture reserved the right co amend charcers, chereby limiting che holding
in the case. This reserved power, however, “is not ualimiced and can-
not be exerted to defeac the purpose for which the corporate powers
were granted, or to take property withouc compensation, or arbitrarily
to make alterations that are inconsistent wich the scope and objece of
the charter."?® Whether the New York legislature exceeded its pow-
ers under the state statute in claiming the charirable assets remains
undecided.

The Empire conversion may also be distinguished from the facts in
the Daremouch College case, and therefore che New York legislature may
not be constrained by its holding. Empire’s directors chese to convert
to for-profit form. Consequently, their actions could be characcerized
as voluntary. The legal objection to this position, however, is chac che
dicectors of Empire had no power to accept the conditions sec by the
legislacure. As direccors of a charicy they could abandon their charicable
mission only when authorized to do so by the coutts inacy prer proceeding.
In ocher words, their action exceeded their powers and, cherefore, had no
legal effect.
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A third constitutional objection is that the legislation may violate the
rakings clause of che Fifth Amendment, which forbids the government's
taking private property for public use without just compensation. Em-
pire’s directors had inicially hoped to converr and establish a new, privare,
nonprofic charity, but thac choice was removed by the legislature (Cowan
and McKinley 2003). The direccors wished above all else to convert, and
in New York, the price of conversion was turning the fuads over to
the state. A separate question is whecher che directors’ actions violated
their duty of loyalty. This question of directors’ governance ducies in che
context of conversions is of greac public importance.

One recent case may support the claim that the Empire stacuce was an
impermissible taking‘z’ﬂ In 1999, the Illinois legislature authorized che
creation of the Illinois Clean Energy Community Foundacion (ICECF).
The foundation, funded by Commonwealth-Edison when it earned large
profits from the sale of some power plants in che late 1990s, was estab-
lished to support energy efficiency and environmental projects. There is
some dispute about whether the foundation's escablishment, the resulc
of a compromise between the parties, was encirely voluncary or a quid
pro quo for permission to sell the power plants. Subsequently, the legis-
lacure amended the authorizing act to require the foundation to transfer
$125 million, slighcly more than half its original assecs, to the state
ereasury. The U S. district court granted summary judgment to the foun-
dation, finding thac the amendment amounted to an unconsticucional
taking of private property. In upholding the lower court's decision, the
U.8. Court of Appeals found that

[llinois [c}annot lawfully amend ics corporation law to confiscate the
assets of all corporations incorporated . . . in Illinois by virtue of that
law. The fact that the state legislature authorized the creacion of the
plaintiff foundation does not make the foundarion a state agency; for
the legisiature also authorizes the creation of business and professional
corporacions, not to mencon religious and charitable corporations,

without thereby acquiring a right to confiscate such encicies’ assers.!

In some respects, the case against the validity of the Empire legisla-
tion is stronger than that against the IHlinois legislation. Although the
appellate coure decided chac che specific terms of the ICECF incorpo-
racion did not make it public, unlike Empire, ICECF was specifically
chartered by the state, and stace officials held some control aver the foun-
dacion through its power to appoint, though not to remove, truscees. By
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contrast, Empire 15 a creation of New York law only by virtue of its
incorporarion under the general nonprofir and insurance statuces.

In other respects che case against New York may be weaker than the
case against Illinois in [CECE. To the extent thart che decision by Empire's
directors to convert did not exceed their authority, the decision could be
characterized as voluncary. Therefore, the money transfer would becter be
described as giving ro the government than as tzking from che charicy. Bur
even if the directors gave the proceeds to the government voluararily, the
legislation could seill be considered an impermissible taking if a court
found chat the price of che conversion—93 percent of the proceeds—was
too high. Requiring that Empire turn over almost zll the proceeds to
the srare for the privilege of converting could be considered sufficiencly
coetcive or such an incrusion inco private propercy rights as co be an
unconstitutional condicion {(see generally Epscein 1988; Sullivan 1989).

Discussion and Conclusion

Many important policy implications raised by the Empire case have
nething to do wicth the behaviar of English kings in the 1600s, and
these modern-day considerations have drawn substantial actention else-
whete (see, e.g., Robinson 2003). Commentators have correctly won-
dered whether Governor Pataki's closed-door deal wich the haspieals and
union regarding the conversion proceeds was a legicimate way of con-
ducting health policy. Wich budger deficits estimated in the billions, the
governor has encauraged ocher insurers co convert (Cowan and McKinley
2003). Using one-time infusions of conversion proceeds to fix struccural
budgert sharefalls has, and should, give pause to New Yorkers. In fact, the
state comptroller has “warned chat the use of such nonrecurring revenue
sources to pay operating expenses breaks a cardinal rule of municipal fi-
nance. The revenue runs out, but the costs continue” (Baker 2005, B1).
While important, these are not the only significant issues raised by the
case.

We have considered the legal implications of the Empire conversion
and summarized ics historical contexe in the hope chat future discussions
will recognize more fully whac is ac scake. Firse, recaining the craditional
limitation of the power to administer chacitable assets in the judiciary,
racher ¢han expanding it to the [egislature, is good policy for both intrin-
sic and consequential reasons. The common law of charities has looked
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to the coures as che besc arbiters of this issue. Alchough they may be-
have with considerable partiality 10 some matters (Hills 2002), they are
further remeved chan legislacors from budgetary pressures or che pull
of special-interest groups, such as hospitals and health workers, which
would like to use the funds for cheir parcicular projeces.

Second, in the Empire case the legislature not only directed the use of
the funds but also claimed them as its own, much as che king did during
a brief period hundreds of years ago. Even the English kings, however,
claimed charitable funds for the Crown only when a charity’s purposes
were illegal, a circumstance that does noc apply here. If chis precedent
is upheld, we believe ic will undermine che nonprofit form. Nenprofic
Organizations are not gavernment organizations, and their assets do not
belong to the public. They exisc to allow citizens to use their energy
to carry out their private visions of the common good. The sphere of
charicable activity is different from the sphete of public activiey; it 1s
valuable in its own right and should be sustained, nac preempted, by the
state. Again, it 1s unlikely thac judges sitring in relative remove from
self-interested constituents and the immediacy of policy pressures would
have been as imprudent as the New York legislators when chey effec-
tively confiscated charicable assets ta cover a budgee shortfall. For this
reason, taa, courts may have mare institutional competence in overseeing
conversions and exercising ¢y pres power than legislatures do.

Aside from these intrinsic reasons for fearing legislative claims on
charicable assets, there are inscrumental reasons for abjecting to che
Empire legislation. The public may not suppoct the special scatus of
nonprofies if cheir funds can be converced inco donations to the stace
creasury by a scate legislacure racifying 2 polcical deal. Unforrunacely,
New York is not the only state that has claimed conversion proceeds. In
1996, in compliance with 2 state statute tequiring proceeds to be paid
to the state treasury, $175 million was cransferred to the stace creasury
when Trigan (Blue Cross and Blue Shield of Virginia) converred from
a nonscock murtual insurer to a stack corporation.’” The proceeds of a
Wisconsin canversion were directed to two medical schoals in Wisconsin,
including the public medical schaol at the University of Wisconsin.??

Mare recently, having observed the Empire transfer, the governor
of New Jersey tried to balance his state budgec by urging the srate’s
largest insurer ro converr { Jodo-Pierre 2004; McAlpin 20035; Washburn
2005). In a very differenc concext, the Maryland general assembly en-
acted legislation in 2003 thac effectively blocked a proposed convetsion
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by requiring the local Blue Cross affiliate to maintain nonprofic sta-
tus for five years. The statuce included a schedule for replacing board
members with others co be nominated by a state-appointed commiteee
(Fremont-Smich 2004, 366-7; Brody 2004).

The third unprecedented aspect of the Empire situation is the opposi-
tion of the attorney general to any grant of standing to parties represent-
ing the public interest. The New Yock court appropriacely recognized
that the Empire case was one of the rare instances in which the rule grant-
ing exclusive standing to the attorney general to protect charicable funds
must be relaxed in order for che beneficial interesc of che general public
to be heard, thereby secting an important precedent in thac jurisdiction.

A few objections to our arguments should be noted. First, there is
debate about the extent that trust law in some states applies ta convercing
corpotations.>® The extent of the power of the judiciary in the case of a
cotporate change of charitable purpose also remains unsettled in some
jurisdiccions (American Law Inseicuce 2003b). This is not ¢o say chac
the legislatures rather than rhe courts have the authority. Racher, the
difference lies in the degree of auconomy given to the cocporate board or
the members to redicect the use of assets, other than explicitly restricted
donaced assets, after a change in purpose.

Second, same peaple question why charities law should apply in this
case. Empire is an insurer, aperating in a competitive induscry and charg-
ing for its services, and in many states, Blue Cross insurers are not legally
charities. Health insurer conversions, it may seem, do not raise the same
substantive concerns regarding government incrusion into privace activ-
ity that che conversions of traditional charities raise. It was this view of
health care insurers chat led Congress, in 1986, to remaove tax-exemption
seatus from organizations thac provide commercial-cype insurance, even
though they were legal charities under state law.*¥ We reject the argu-
ment thac charicy law is not applicable to Empire or similar insurers.
Despire its commercial nacure and the fact chat it does not qualify for
federal rax exemption, Empire is legally a charity. It was formally incoc-
porated as a New York nonprofit corporacion, founded with charijcable
contributions, and, since its inception, has been aperated in the public
inrerese.

Finally, it is possible that the attorney general and the courrs would
have reached che same conclusion as che New York legislacure regarding
the appropriate use of the proceeds. Perhaps salary increases for health
care workers in New York hospirals advance some of the same goals
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advanced by nonprofit insurers. Nonetheless, the process by which those
proceeds find their way to advance charitable goals does matter. Charica-
ble funds and putpases are protected by careful procedures thac rescrict
claims on charicable assets. The courts are required to apply these, but
the legislature has no need to consider them.

Some people may find our arguments consecvative, excessively con-
cerned with presecving che historical purposes of charities in an era of
increasing competition, small and shrinking profic margins, and dire
capital needs. Our interescs are just the opposite. We are cancerned wich
the freedom of individuals, without excessive state interference, to op-
erate in the public interest, respond to contemporary needs, and enact
thelr creative visions.
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