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Memorandum 77-4

Subject: Study 77.600 - Nonprofit Corporations (Background Materials
Prepared by Professor Hone)

Attached to this memorandum are additional materials recelved from
Professor Hone, draftsman for the Assembly Select Committee on Revision
of the Nonprofit Corporations Code. The Commission requested that any
nmateriale produced by the Select Committee on Revision of the Nonprofit
Corporations Code staff be provided Commission members for review.

The attached materfials are very tentative, and we do not plan to
discuss them at a meeting at thig time. However, if and when the staff
of the Assembly Select Committee produces a more or less finished draft
of a nonprofit corporation statute, we plan to analyze the differences
from the Commission's recommendation to help determine what changes, if
any, the Commission may wish to make in its proposed legislation.

Respectfully submitted,

Hathaniel Sterling
Aspistant Executive Secretary
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November 23, 1976

To: Members of the Bar Subcommittee on Nonprofit
Corporations

The enclosed material is for our November 29, 1976
meeting. It consists of:

a. Memorandum entitled "Approach to and Selected
Problems in Drafting a Nonstock Corporations Code." This
is the basic paper which we will address at our meeting,
and presents a number of gquestions for Committee resolution.
These are fundamental questions the rescolution of which will
govern much of what we do later.

b. September memoranda, entitled "Introduction
to Drafting a Nonprofit Corporations Code" and "A Sample
of Particular Legislative Issues." This is included as
background for those who were not present at the September
meeting of the Corporations Committee.

c. Reprints of two recent articles concerning
profit making in nonprofit corporations. This is for the
information of Committee members.

We hope at this meeting to establish a firm basis
upon which we can proceed expeditiously with this project.
We look forward to your help and guidance.

Sincerely,

1.
%a«f«é
Michael C. Hone
’_)/l e i
Ira Mark Ellman

Enclosures
MCH, IME/geg



Approach To

11/23/76

and Selected Problems

in Drafting
The Nonstock Corporations Code

Questions for Committee Rescolution

On the basis of the attached memo, we would like to

obtain decisions from the Committee on the following issues:

1. Should the
itable corporations from

ations?

Recommendation:

2. Should the

code distinguish membership in char-

membership in non-charitable corpor-

Yes.

code distinguish between the duties

of directors in charitable and non-charitable corporations?

Recommendation:

3. Should the

tions state their public

Recommendation:

Yes.
code regquire that charitable corpora-
purpose in their articles?

Yes.

4. Should some distinctions be drawn between

various types of non-charitable corporations?

Recommendation:

See discussion on pages 10-13.



Our September memorandum should acgquaint the
Comﬁittee with some of the basic difficulties which we
have to resclve in the course of this project. As ex-
plained in the Introduction to Drafting a Nonprofit Cor-
porétions Code, much of the problem results from the wide
array of organizations which are formed under the present code.
This memorandum lays out . .for the Committee a basic dichotomy
which may be adopted for drafting a new code: the distinction
‘between charitable and non-charitable nonstock corporations.
We then suggest some basic policy guestions regarding this
distinction which have implications for the rest of the code.
Finally, we outline some of the problems within each category
which the Committee will confront during the project.
A. Observations

Under current law both charitable and non-charitable
corporations may be formed under the General Nonprofit Corpor-
ation Law; and the law does draw soﬁe fundamental distinctions
between the two kinds of nonprofits. Charitables are sub-
ject to the supervision of the Attorney General; non-chari-
tables are not. Non—chéritables may distribute their assets
upon dissolution to the members; charitables must transfer
those assets to another charitable organization under rules
analogous to the cy pres doctrine. PFinally, case law makes
clear that the directors of charitable corporations are sub-

ject to some if not all of the fiduciary obligations ordinarily



~applied to charitable trustees, while this heightened duty of
care is not applied to the directors of a non-charitable non-
stock corporation. Surprisingly, however, the code makes no
attempt to distinguish between charitables and non-charitables
for the purpose of internal governance gquestions. In our view,
this is one of, if not the, principal conceptual deficiency of
the current law which our revision needs to address.
1. MNon-charitables

Most non-charitable nonstocks can be conceived
of as mutual benefit organizations, formed to serve the
personal interests of its membership. This characterization
is probably accurate for groups as divergent as Mastercharge,

the AAA, or a babysitting cooperative. In such an organization,

the membership is essentially proprietary. The members own
the corporation as reflected by their right to a pro rata
distribution of any surplus upon dissolution; the organi-
zation is created to serve their needs; and the poclicies

of the directors may therefore be tested against the members’
wishes. The activities of such an organization are defined
principally by the desires of its members, Qho may even have
made a capital contribution to it in the form of a high initia-
tion fee, such as in a tennis club. As laid out more fully
in the September memorandum, Introduction to Drafting a Non-
profit Corporation Code, it is our general belief that the

new nonstock code should generally follow the corporations



code is setting forth the relationship between such members
and the corpecration. That is to say, basic rules of corporate
democracy, similar to those found in the corporations code,
are appropriate to ensure that the directors represent the
members* wishes and that fundamental changes in the corporation
be prohibited without the consent of the members. Similarly,
the fiduciary obiigations of the directors -- the standard of
care -- may be similar if not identical to the standard ap-
plied to directors of a business corporation. As in a bus-
iness corporation, it is principally the interests of the
members that these fiduciary duties are designed to protect.
-2. Charitables

Membership in a charitable corporainn is entirely
different, although often confused since those who contribute
to charitable corporations are fregquently called "members" as
well. Yet, these persons have no personal interest in the
charitable corporation by virtue.of their contribution, which
by definition is to sﬁpport a public purpose and is not part
of a private contractual exchange. Theyrhave no interests
in the assets of the corporation, which is also dedicated to
its public purpose, and would not be distributed toc the members
upon dissolution. Contributors may, of course, condition
their contribution upon various restrictions giving rise to
an enforceable trust obligation on the part of the directors
who accept the contribution, but such an enforceable trust

obligation arises entirely independently of the internal
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governance structure of the corporation. Finally, the primary
obligation of the directors is to the charitable purpose of
the corporation, which they are under high fiduciary obligations
to serve, rather than to the wishes of the contributors, al-
though, of course, they may feel a need to heed contributors’
desires in order to compete successfully for contributions.
Indeed; the very term "charitable corporation" is an
ancmaly and most of the learning developed over the years that
aids our understanding of the roles of directors and sharehold-
ers are largely irrelevant to it. The law of charitable trusts
may be more helpful than corporate law in analyzing it.
Most charitable corporations have no members.* The
self-perpetuating board of directors is thus independent of
any formal internal contrel in its policy decisions, although
of course the Attorney General, and, under certain circumstances,
particular private parties, may judicially enforce fiduciary
obligations. In this sense the directors resemble the chari-
table trustee, who has similar independence combined with
high fiduciary obligations, usually enforced, if at all, by
the Attorney General. For example, self-dealing is ordinarily
proscribed entirely, at least without prior judicial approval,

and the Attorney General may act where the director trustees

*As polinted out at the September meeting, current law allows
nonprofits to be formed without members other than those serv-
ing on the board, which is thus self-perpetuating. While the
corporation thus technically has “members" -- those serving
on the board -- the effect is that it has none in the sense of
larger constituency to whom the becard is responsible,
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allow the funds to lie idle, without fulfilling the charitable

purpose. (See, e.qg., Lynch v. Redfield Foundation, 9 Cal.app.3d
293 (1970).) Of course, the use of funds for an otherwise worth-
while endeavor outslide the scope of the corporation's charitable
purpose is also prohibited, although judicial action may enlarge
or change the charitable purpose under the cy pres doctrine. But
so long as the trustee-director acts within the terms of the en-
tity's charitable purpose, there is no one to question whether it
would have been wiser to fund research on heart disease rather
than cancer, or whether the funds would have been better given
to researchers at Berkeley rather than Stanford, or to aid the
poor.in Oakland rather than San Francisco.

That may well be as it should be. Certainly we would

not want a governmental agency to review such decisions, and
there is no private group whose interests require membership
rights, at least where none have been held out to them. Donors
may have rights arising from trust obligations that surround
their gift, but these arise independently of the internal gov-
ernance structure and do not relate to it. In any event,

the law should not turn upon whether the chéritable entity

was a corperation or a trust. We thus conclude that there

is certainly no problem created by the absence of members in

a charitable corporation.
This discussion, however, does focus attention on
one point in which charitable corporations should probably be

different than other kinds of nonstocks: they should be re-



quired to state in their articles of incorxporation what their
charitable purpose is. It could ke quite narrow or guite broad,
but even where brcad it will serve to guide the conduct of the
trustee-director. Those who wish to form a charitable corpor-
ation with narrow purposes -- e.g., to fund research in Tay-
Sachs disease only -- would want such a clause in any event,
in order to keep the resources of the organization focused
upon the object of theilr bounty. Those who desire to form a
charitable corporation with breader objectives may have an
analogous desire for such a clause, and in any event owe it

to those contributing -- as well as to those with enforcement
obligations, such as the Attorney General -- to make their
intentions clear. We may further observe that the regulations
issued under Section 501 of the Internal Revenue Code require
identification of the charitable purpose in the entity's
organic documents. More troublescome may be the question of
how such a clause may be changed, or what enforcement ﬁossi—
bilities it may give rise to. But we may reasonably conclude,
however, that a charitable corporation, treated favorably
under the law in a variety of ways, and govérned by directors
with unusual independence, ought at least to tell us what

their charitable purposes are.

B. Conclusions and Recommendations
It is our view that since the concept of membership

in charitable and non-charitable corporations is so entirely



.different, different provisions of the code should govern
the relation of members of charitable and non-charitable
corporations to the corporation, and further, for the sake

of clarity and to prevent the creation of unreasonable ex-

pectations, different names should be applied in the code to
membership in a charitable corporation as copposed to a non-
charitable corporation.r One could, of course, preserve the

use of the term "member" for one of these two basic groups.

For example, one could continue to Fall the members of non-
charitable corporations "members”, while referring to the
membership of a charitable corporation as "subscribers." We
believe, however, that it might be easier to continue the use
of the term "member" for charitable corporations, while develop-
ing a new term to apply to the membership of the non-charitable
entity. Regardless of the terms ultimately used, however, we
believe the code should have two separate sets of provisions
governing membership in each of the two principal kinds of
nonstocks. This probably representé the principal departure
from current law which we are now prepared to recommend.

- Secondly, we conclude that the new code should pre-
serve current law -- casé law as well as statute -- insofar as
it imposes a higher duty of care upon the directors of charitable
corporations. Our principal contribution can be to clarify what
has at times been a somewhat confused state of the law in this
area. We will deal with this problem in connection with the

chapter dealing with fiduciary duties.



Third, we recommend that charitable corporations be
regquired to state their purpose in their articles, as discussed
above.

C. Some Problems Which Lie Ahead
1. Membership rights for charitables

Having concluded that membership rights in non-

charitables need protection, but that members of charitables
have a lesser interest, we are still left with the problem of
defining that interest. The problem is not without difficulty.
As explained above, the memberless charitable corpeoration is
rather easy to comprehend, because the directors may bhe treated
for‘most purposes as charitable trustees. The addition of
members to the governance system presents a puzzle which may

be summarized by a single observation: those in control of a
charitable owe their_principal duties to its charitable purpose
and are barred from using their position to advance their per-
sonal interest. Yet while this high fiduciary standard can,

at least in theory, be enforced in the case of director-trustees,
it is difficult, if not impossible, to conceive of a mechanism
by which it could be enforced in the case of the members of a
charitable éorporation. Business corporation law assumes that
shareholders vote their private interests in corporate elections,
and absent unusual circumstances generally involving those own-
ing a controlling interest, no greater duty is imposed. This
presents no problem in the business corporation, or in the non-

charitable nonstock corporation whose purpose is the advance-
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ment of member interests. But where a public purpose beyond

member interests is the raison d'etre of the corporation, and

the basis upon which it may receive contributions, the law can-
not allow those with power within the corporation to exercise
that power to further their personal gocals. This is the es-
tablished rule for director-trustees and their is no reason
why it should noﬁ apply to members as well, to the extent that
they are afforded righté to determine basic gquesticns of
corporate policy, whether in voting on fundamental changes or
for directors.

There are basically two paths to resolution of this
conflict: development of some plausible mechanism so that mem-
bers are no less likely to act in their own self-interest than
director-trustees or adpption of rules which limit member rights,
thus eliminating the problem. These are issues we will have to
confront later.

2. Memberless non—charitabie corporations

This presents the converse problem to that discussed
above. A non-charitable nonstock corporétion might be formed
with no members other than its directors for a variety of
reasons. If it is truly non-charitable, however, in all cases
the directors-members have the right to all corporate assets
on dissolution.

1. It can be operated for the mutual benefit,
whether economic, psychological or philosophicél, of its directors
or their affiliates. The mutual benefit may be economic as is

the case of memberless trade associations or banks creating
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cooperative facilities such as Mastercharge. In such a case

the entity does not generate profits but serves to enhance the
profits of organizations it serves. In the alternative, it
may be a cooperatiye childcare facility formed and controlled
by parents in need of childcare facilities, providing a social
or educational benefit to the member-directors. In all such
cases, the class of people for whose benefit tﬁe corporation
has been formed is sufficiently small to allow all to partici-
pate as directors, in a fashion analogous to closely held
corporations. Thus, apart from the:size of its membership, such
an organization appears toc be no different from the archtypical
non-charitable nonstock corporation.

2. It can be operated in fact or ostensibly to serve
the private interests of some broader group of people, such as
homeowners, condominium owners in a particular area, automobile
drivers, etc., even though the small group of founders retain con-
trol. For example, current law would allow an organization such
as AAA to organize itself so there were no members in the cor-~
porate law sense -- persons with internal governance rights --
other than, e.g., three board members. Those desiring maps
road service, etc., would merely be customers. Such an or-
ganization is neither a charitable nor a mutual benefit organ-
ization, vet by its choice of the nonstock form purports to
be organized for some purpose other than the private gain of
those in control.

3. It might carry on some.”quasi-charitable" pur-

pose, in the sense that it offers no apparent economic benefit
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to the controlling group and does provide a benefit to the pub-
lic. For example, a wealthy patron o¢f the arts might wish to
create a corporate entity that will display his private collec-
tion free to the general public for some limited period, after
which the art will revert to his personal control. Where no tax
advantages are sought or obtained by virtue of a claim that
the endeavor is charitable, we may comfortably conclude that
this is not a charitable corporation.

Unique problems may arise when the nonstock form is
used in the above ways. Type "1", for example, suggests
that there may be some useful function to be served by pro-
visions covering "closely held" nonstock corporations. It
also suggests that there is no need to use the fiction that the
directors are alsc "members."” Type "2", on the other hand,
appears in substance to be a business corporation employing the
nonstock form. O©One may ask whether such a corporation might not
mislead its customers by trading upon the label "nonprofit."
It may be a profit-making corporation effectively distributing
its profits to those in control through compensation, perqui-
sites of office, or upon dissolution. If so, should special
rules govern it? Should it be governed by the business corpor-
ation law? If not, what different policy considerations, if
any, should apply to it other than those applicable to normal
business corporations? Type "3" suggests that we may wish to
consider whether all corporations organized for a public pur-
pose ought to be subject to some or all of the rules governing

charitable corporations.
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We are interested in the Committee's thoughts as
to whether special statutory treatment is required in these

cases, and, if so, what it should be.
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LEC Correlation Table for Chapter 2

This compilation may be used to look up a section
of the Select Committee draft in order to find the comparable
Law Revision Commission section. HNote that this correlation

references the LRC's tentative recommendation of July 26, 1976,

and of course would not reflect any changes which the LRC may
make after their consideration of comments.

Section 5210. LRC also follows current law and
provision 5210 is thus substantially identical. Of course,
here as in all other sections the LRC does not distinguish
between "members" and "participants.”

Section 5220. LRC Section 5220, 5221 and 5222
are the analogous provisions. They differ in that they drop
the requirement for acknowledgement as being useless, and
Section 5220 of their draft is phrased in the passive, thus
avoiding the identification of those people who may form a
corporation. LRC thus eliminates the concept of "incorpora-
tors."

Section 5221. The analogous LRC Section 5211 fol-
lows existing law, which means among other things that it is
framed in terms of purpcose rather than formation. It also
preserves the existing superfluous language identifying var-
ious unincorporated associations which may be formed such
as societies, libraries, etc. It also retains the vesting

language of the current law without further elaboration or
aid.

Section 5222, The LRC places this language in its
Division Four; its version of subdivision (b) refers only to
use of the texrm "charitable.” LRC §14512(bj}.

Section 5230, See LRC §5250. The LRC makes no
attempt to draw the distinctions suggested by our section,
although they do reguire charitable corporations to so
identify themselves.

Section 5231. The LRC locates this differently, in
Article Five of their draft of Chapter Two, consisting of
Sections 5250 through 5252. Their version departs fairly
substantially from the Corporations Code draft, although not
always on matters of real substance. Thus they have a separate
provision on service of process in their Division Four and do
not require initial designation in the articles. They do
reguire that the articles contain the names and addresses of
the initial directors, which our version, like the CC, does
not reguire since it allows the incorporators to take what-
ever actions are necessary until directors are named. Nor
does the LRC version contain any provision regarding dif-
ferent classes of membership.




Section 5232. The analogous LRC provisions are their

Sections 5252 and 5251, They only regquire three specific items
to be stated in the articles to be effective: a limit on dur-
ation, a limit on the activities or powers of the corporation,
and the provision allowing creditors to vote in the election of
directors. Note that this last provision is apparently appli-
cable to nonprofit corporations by virtue of the incorporation
by reference of current Corporations Code Section 306. The

LRC deals with assessments of members and special qualifications
for membership in the bylaws, and it also allows the corpora-
tion breoad discretion to determine its voting rules in its bylaws.

Sectioﬁ 52332. It is unclear where the LRC has this

section.

Section 5234. The LRC drops this provision, since
they require the designation of directors in the articles.

: Section 5240. LRC Section 5230 is the analogous pro-
vision, and it also departs from the Corporations Code draft

in its organization, probably for the same reasons. They have
a provision expressly allowing the corporation to deal in its
memberships. It is phrased broadly to include "other secur-
ities,” and replaces our subdivision {a) (4}. They do not
place here the provision on issuing certificates evidencing
membership; but they do retain a provision we have deleted
empowering the corporation to act as a trustee.

Section 5241. This section is analogous to the LRC
Section 5233, although they have no counterparts to our sub-
divisions (b) and (4).

Section 5242, This section correlates with LRC
provision 5234; their section is different and is apparently
derived from Section 26 of the model code. It lists a variety
of things under the exception clause beyond the two that we
list and phrases them somewhat differently.

Section 5243, The basic LRC ultra vires section is
5231, but it 1s framed with language that is quite different
from the Corporations Code version which we adopt. The LRC
version is framed in the affirmative -- that is, it sets forth
the situations in which the limitaticn may be asserted rather
than those in which it may not. 1In substance, their version
probably comes out the same in the end, although their dif-
ference in phrasing would appear to create unnecessary un-
certainty.

Section 5244. Their version, Section 5232, is guite
different. It would appear to apply to any nonprofit corpora-
tion holding assets in charitable trust regardless of whether
the issue in guestion arises as a breach of that trust or not.




Section 5250, The analogous LRC provision is Section
5260 which is somewhat different from our section; again, of
course, they do not distinguish between members and partici-
pants.

Section 5251. There is no analogous provision in
the LRC to subdivision (a) or {b); Section 5261 is analogous
to subdivision (c) althcough it does not list the various matters
which may be put in the bylaws but states merely that they may
contain any provision not in conflict with the law or the articles.
The LRC then goes on to have a series of sections relating to by-
laws on particular subjects which authorize various proevisions
that may be contained in them. Section 5262 is on members,
5263 of their wversion is ¢n members as well, 5264 is on voting
rights, 5265 is on meetings, and 5266 is on directors, cofficers
and committees.

Section 5252. The analogous LRC provision is Section
5267, which 1is the same in substance.

Finally, the LRC has a provision -- §5268 -~ which
states that unless there is specific authorization to the
contrary in the code, a provision autheorized to be included
in the bylaws will be effective only if adcopted in the bylaws
or the articles. This is a new section which would change
existing law and which the LRC thinks is necessary in order
to insure that these various matters are adopted with the
formality required of bylaws. The LRC feels that the section
would not abrogate the judicially developed rule of de facto
bylaws, although it would appear certain that it would create
some confusion in this regard.



Profit in Not-for-Profit Corporations:

The Example of Health Care

AMITAI ETZIONI
PAMELA DOTY

_ In the course of the receny nursing home investigations, the thesis
has repeatedly been advanced that 2 majge source of the abuses uncovered is the
provision of care by proprietaries (i.e., for-profit corporations). While in most
human services sectors proprictary institutions account for only a small per-
centage of those providing services (e.g., only 13 percent of hospitals' and an
even smaller percentage of schools), about 77 percent of the nursing homes in

. - mm e e

the United States are proprietary.® In response fo the scandals, @ solution more

and more frequently proposed is to phase out the proprietaries and require all
nursing homes to be run on a “voluntary” (not-for-profit) basis.? Similarly,
when abuses have come to light in other service areas—e.g., in proprietary cor-
respondence schools, for-profit abortion-referral services, and the minority of

1 American Hospital Association, Hospital Statistics {Chicsgo, 1972), pp. 20-21.

2 Nursing Home Care in the United States: Eailure in Public Policy, Introductory Report
(Washington, D.C., November 1974). p. 22.

2 This suggestion has been made by New York Assemblyman Andrew ]. Stein, chairman of
the New York State Temporary State Commission on Living Costs and the Economy, which
investigated nursing homes; an assembly of the Golden Ring Council of Seniar Citizens Clubs;
and a series of expert witnesses testifying before the New York State Assembly’s Health Com-
mitree. See The New York Times, February 27, March 19, and April 12, 1975.

AMITAL ETZIONI is professor of sociology in Columbisz University and director of the Center
for Policy Research, His buoks include The Active Society: A Comparative Analysis of Complex
Organizations (recently revised); and Social Problems, PAMELA DOTY s a research associave at
the Center for Policy Rescarch and a dociora) candidate in sociolegy st Columbia University.
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™
hospitals w}uch are profit making—there has been a call to place these human
services under the exclusive domain of the not-for-profit corporations.*

A closer lock at cutrent regulation of the financial dealings of nor-for-profit
corporations suggests, however, that a decision to bar for-profit corperations in
the human services would not suffice to eliminate profit-making abuses. The
reason is that omissions, ambiguities, and loopholes in the laws and regulations
governing not-{or-profit corporations presently make it possible for the trustees
and staff of not-for-profit corporations to engage in a variety of financial prac-
tices which bring them personal profits over and above fees, salaries, and fringe
bénefits due them for work performed. The practices in question are not those
generally termed “fraud,” i.e., kickbacks, double billing, charging for services
never performed, etc., which are clearly illegal whether they are practiced in
for-profit or not-for-profit corporations. Rather we refer to forms of profit making
which are at odds with the underlying rationale of not-for-profit corporations,
not as currently written in existing laws and regulations but as widely held and
understood as legitimate expectations by members of society. Examples of these
abuses of not-for-profit status constitute the body of this article.

We cannot stress sufficiently that the central thesis of this presentation is
not that we have established the frequency with which abuses occur in not-for-
profit corporations, a subject which would require monumental investigative
efforts, but that we have identified the major types of abuses which occur, and

“outlined the ways to_curb them. Note, though, that the cases of abuse reported
below are not hypothetical and the incidents are sufficient in number to lead one

- m———
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The essence of the not-for-profit organizational structure is that the pecuniary

interests of the trustees and staff be decoupled from the rises and falls in the

output and income of the corporation, This, in turn, allows them to concentrate
on the public or client needs, without concern that this will affect their income.
A conflict of interest between trustees and staff on the one hand and the public
.and clients on the other is basically avoided by paying the trustees and staff
salaries, wages, or fees not dependent on the client’s payments, and by disallow-
ing compensation for ownership and capital investment.® This is the reason
these corporations have no stockholders and pay no dividends, and thenr trus-
tees receive only nominal compensation or none at all,

Our central thesis is that existing laws and regulations governing not-for-
profit corporations are insufficient to safeguard the underlying legitimate pur-
pose of these corporations, For instance, the HEW guidelines for not-for-profit
corporations, elaborated over sixty-five pages, define a not-far-profit corporation
as one “which is not organized primarily for profit and which uses all income
exceeding costs to maintain, improve, and/or expand its operations.”” The
term “primarily” leaves open the door to profit making (if it is not “primary”’)
and the question, how much is “not primarily”—10, 20, or 40 percent?

. That this ambiguity is not a hypothetical one is illustrated in Anateas Lineal
Inc. 1948 v. U.5.' where a federal district court ruled that a commercial
pathology laboratory was a not-for-profit corporation for federal tax purposes,
because aside from its highly lucrative pathology services to various hospitals, it

provided trammg to high school and medical students
Th Iy . r

_to estimte that whatever the frequency of such abuses, they are not so rare or
trivial that they can be safely ignored.

PrOFIT MAKING IN A NoT-FOR-PROFIT CoRPORATION: A DEFINITION

What kinds of reforms are needed? To answer this we need first to clarify what
constitutes profit making in a not-for-profit corporation and why it is consid-
ered illegitimate. The definition we propose draws on the conception of what
not-for-profit corporations are expected to be by the public at large and commun- .
ity leaders—i.e., by the normative consensus prevalent in society. In essence, we

propose a definition which, if adopted in state and federal statutes would prod ‘

not-for-profit corporations to operate according to the public-minded; respon-
sible, and conflict-free interest standards that the society’s mores ascribe to and
expect of them.* :

% See, for example, testimony by Albert Shankar, president of the American Federation of
Teachers, urging Congress. 10 exclude profit-making day-cace centers under legislation to
provide new federal support to preschool programs. The New York Times, June 6, 1975,

8 A recent discussion of these mores was highlighted during changes.in the tax laws gov-
eming foundations. The foundations relied on these mores 1o argue for thelr right to tax-
enempt status and relsad privileges. See, for instance, Alan Piper, “Assessment of the Law

- and Bs Effects on i

o.” Foundations and the ‘l‘u Reform Act of :9‘9 (Nm Yuk. ————

formed for a purpose not involving pecuniary gain to its shareholders or mem-
bers, paying no dividends or other pecuniary remuneration, directly or indirectly
to its shareholders or members as such, and having no capital stock.”® The
Georgia code states  ‘nonprofit corporation’ means a corporation no part of the
income or profit of which is distributable to its members, directors or officers.”®
As we see it, the intentions of those who formed the corporation is not a suffi-
cient criterion, as even if their purposes were pure of any profit considerations,
later they-~or those who succeed them—may change their minds. However,
the main difficulty is with the concept of no distribution of income. As the
staff is being paid and not working as volunteers, it is necessary to determine

1970), esp. P. 43; Eli Ginsburg et al., The Pluralistic Econorny. (New York, :965) and Walde-
mar A. Nielsen, The Big Foundations (New York, 1972), p. 3698

8 It does not follow that in profit-making corporations, any and all increase in the amount
or quality of service is viewed by owners or employees as *loes.” To the extent that it in-
creases revenues it may increase profit. However, ar each point the owners and employees
must estimate to what extent such improvement in services i» in line with their interests or in
conflict. This consideration, in principle, does nat exiss in not-for-profit corporations.

1 A Guide for Non-Profit Institutions (Washingten, D.C., Augun 1974), P. 18,

8366 F. Supp. 118 (W. D. Ark. 1973).

*N. M. stat, Ann. ls:-u-u (:95 3
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where their income is a reasonable compensation for work or services ren.
derc.d, and where it exceeds this level and becomes but a veiled form of profit
makm’g. The cited codes do not cover. this issue, nor does the often citedp iRS
code: “'no part of the net earnings of which inures to the benefit of an rivate
s!l’archoldcr or individual.”"* The notion of a net as definition of proﬁ'}; ]:\s de.
nvet.i from the difference of expenditures and revenue, is borrowed from’ profit-
making zorporations. In a not-for-profit corporation, illicit gains are made b
the staff and trustees, we shall see, when expenditures are smaller equal to -oi
larger than revenues—i.e., even when there is rio “net” at all., dur deﬂnit'ion
attempts to get at this macter by defining explicitly what distributions are al-
lowed: a not-for-profit corporation will provide to persons associated with it
(such as trustees, managers, staff, and employees) no benefits apart from reason-
abl? and customary fees, salaries, and fringe benefits. To put it differently:
while the existing definitions cited above are “exclusive” or “negative” in t}}‘:e
sense that they characterize what may not be done, ours is “inclusive” or “posi-
tive” in the sense that it defines which allotments are proper. Of course th Pf
definitions may be combined. . e

Barriers to Perception of the Problem . :

That the statutory language pertaining to not-for-profit corporations has for so'
long :_'emamed imprecise seems to stem in part from the strength of the philan-
: t!'uﬂptc tradition in America and the trust long placed in the unselfish motiva-
tions of those associated with not-for-profit corporations. By and large the public
and government have been content to allow a large measure of self-regulation

for-profit corporations, such as voluntary hospitals, “’private” colleges, and not-
for-profit nursing homes, is derived from taxpayers’ funds, the question of proper
use of the funds has gained in scope and significance,

In addition, the general tenor of the society seems to be one of growing ethical
laxity and weakening of core values, which questions a reliance on the motiva-
tion of the staff and the reputation of the trustees, and increases the need for
reliance on law, regulation, and enforcement. It is not that these regulatory
mechanisms can suffice without ethical backing; but especially in periods in
which the ethical base has to be shored up, the fewer temptrations that are left
by the regulatory mechanism, the less burden the ethical base has to carry.

The incidents or “cases” or actual occurrence of profit making in not-for-
profit corporations cited below were not uncovered by us; rather we have culled
them from a variety of sources including congressional and state investigatory
testimony and staff reports, as well as published and unpublished accounts by
others. Our contribution is to bring together the various abuses reported here and
there as “cases,” analyze them as being of four main types, and suggest ways
to deal with them. Although the examples cited come from the health field, we
suggest that the underlying issues are the same for all not-for-profit corporations,
be they educational, social, charitable, or otherwise. ~

Four AveNues FOR ProfiT MAkING IN NoT-ror-Prorir CORPORATIONS
Staff Incone Tied to Entrepreneurship Rather than to Work

In many voluntary hospitals several medical specialists, pathologists, and radiol-

0
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by .members of respected professions who claim allegiance to a service ethic
which requires placing the interest of the client above all other considerations
and‘sec?nd, because those who serve on the boards of trustees of not—for-proﬁt"
institutions are generally among the community’s leading citizens. It has been
often argued in the past that pressure from professional peers, as well as the re-
spectability assured by a board of directors should be sufficient to curb unethical
practices that might develop. As one author put it: E

V statted

:I'he {mngg of a nonprofit carries with it a halo of probity in a éapitalist saciety; one
imagines the gentle administrator of a church-owned nursing home who' spends
his time in good works for the benefit of his patients, rather than in calculating new
ways to beat the government.12 :

Finaily, it is probable that, until recently, when a large infusion of govern-
ment funds began to rival and then surpass charitable contributions as a major
source of support for not-for-profit corporations, there were fewer opportunities

10 exploit the law’s laxities, Now that a high proportion of the income of not-

:;Smlon 01 (¢) (3). 1984 Internal Revenue Service Code.
 Mary Adelaide Mcnm Tender Loving Greed (New York, 1974), p. 195.

of their department’s gross or net income. A 1959 survey of 2434 American hos-
pitals found that approximately 7o percent of radiologists; 45 percent of patholo-
gists; 49 percent of physicians specializing in EKG, BMR, and related readings;
22 percent of specialists in physical medicine; 19 percent of internists; and 14
percent of anaesthesiologists earned their income exclusively from such a “per-
centage of the take.””* A 1969 study found that 46 percent of pathologists and
60 percent of radiologists practicing at the hospitals surveyed were paid a per-
centage of their department’s income.* A 1972 survey, based on a comparable
universe of hospitals (N = 1798} found s2 percent of pathologists and 62
percent of radivlogists receiving their remuneration in- the form of a percentage
of departmental income.

For many years, acceptance by a pathologist of a salaried position in a hospital
was grounds for expulsion from the College of American Pathologists, although
exemptions were allowed for government-run and university hospitals. Fol-

13 Milton I. Roemer and Jay W, Friedman, Dactors in Hospitals (Baltimore, 1971), p. 65.
4. C, M. Begole, P. J. Phillip, and M. Williams, “Hospital Specialist Compensations Plans.”

Hospitals, 46 (April 16, 1972), B1.
18 Robert M. Blakely, “Hospital Physicians: How They Are Paid and How Much,” Modern

Hospital, 121 {August 1973}, 74.
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lowing a Justice Department suit clmruiﬂ p “munopolistic practices,” a consent
decree was issued in 1967 whereby the College of American Pathologists agreed
to delete this rule, Nevertheless, some hospital administrators contend that strong
pressure is still exerted informally to maintain percent of revenue as the domi-
nant mode of reimbursement,'® As a result, according to one observer, a heart
surgeon and medical consultant, a situation has developed where pathologists of
equal qualifications will work for $28,000 to $40,000 salaries in university hos-
pitals, while those working in general hospitals under percent-of-revenue
schemes can earn $200,000 and more, 7

A recent General Accounting Office study of compensation arrangements
for pathology and radiology specialists at seventeen hospitals in Washington,
D.C., and Missouri found that the nine pathologists with percentage-of-gross
arrangements earned an average of $80,000 over annual periods ending between
April and December 1972, In contrast, the four pathologists earning salaries
averaged $26,000.!%

Why do we hold that these arrangements, known in the for-profit corporations
as “profit sharing,” are incompatible with the basic concept of not-for-profit
corporations? Because as long as the income of the staff rises as more services
are rendered, the motivation to provide the service may not be the needs of the
client or public, but the desire of the provider to increase his or her income,
Overutilization tends to result, causing both unnecessary financial burdens on
the client and raxpayer, and unnécessary health risks which medical interven-
tions entail. . '

When the income of the staff is tied to provision of fewer services, the oppo-
site effect—underutilization—may result; i.e., clients will receive less care than

bbb a1 AU e e L R BIIR] R g i q.‘v

held uncthical by the profession and often illegal by government—and HMO
incentive bonuses is that the former give physicians a financial reward for pre-
scribing additional services while the latter reward them for withholding sex-
vices.

The American Medical Association House of Delegates recently adopted a
report by its Judicial Council stating, “compensation geared not to the guality of
services but to the extent that physicians can keep the medical, surgical or hos-
pitalization rate of a particular group of subscribers below a predetermined level
is not in the best interests of the public or the medical profession.”** The
council warned that this mode of payment “introduces a financial incentive that
may interfere with the physician’s obligation to place his patient’s welfare first.
In cases of doubt, deliberate or otherwise, the incentive may tip the scale
against the patient’s welfare . , , "#

Nevertheless, the AMA has not taken the position that it considers such ar-
rangements unethical and hence does not prohibit its members from participat-
ing in them. Govermment agencies are very favorable to HMO's because they are
said to be more economical than other arrangements. Our point is not to ask

* here if cost-saving or patient services should take precedence; some balancing

of health needs and costs is clearly necessary. Our point is that where the staff
has a financial stake in the services rendered or not rendered, this should not be
hidden under the umbrella of a not-for-profit corporation. Let the patient choose
to be served by a profit-making corporation or in a not-for-profit one; but the
patient looking for one free of this form of conflict of interest should not end up
being subject to it. It is not a matter of informing people thar profit making takes
place in not-for-profit corporations, “’so they know what they are petting into,”

they require, which again calls for separating the income of the provider from
the needs of the client. Thus, in some not-for-profit Health Maintenance Or-
ganizations (HMO's) physicians receive a bonus, above their salary, calculated
as a percentage of the organizations’ net surplus. The fewer services rendered,
. the higher the surplus, all ather things being equal.?® .
Writing in the New England Journal of Medicine, Dr. Robert W, Geist noted
that HMO incentive bonuses are conceptually quite similar to fee-splitting or
rebate arrangements between physicians and other providers to whom they may
refer patients or from whom they may order services.® The principal difference
between such arrangements among providers—which have traditionally been

1€ “Now they use the velver glove approach,” Richard M. Loughery, administrator, Wash-
ingion Medical Center is quoted as saying in The Washington Post, November 1, 1971,

17 Dr. John Gillespie, heart surgeon, ibid.

18 See the Comptroller General of the United States, “A Proposal far Disclosure of Con-

tractual and Financlal Arrangements between Hospitals and Members of Their Governing .

Boards and Hospitals and Their Medical Specialists,” Report to the Congress (Washington,
D.C., April yo, 2975): P 33. '

1% Harry Schwarts, The Case for American Medicine (New York, 1971), p. 177.

30 Robert W. Geist, “Incentive Banuses In Prepayment Plans,” New England Journal of
Medicing, 191, no. u_‘:@,lmlm 13, 1974), 1307. :
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an approach which would make them better informed but also leave them with-

-out a clear choice; the point is that by keeping the not-for-profit corporations

clear of profit, the public’s choice will be protected. :

Attempts have been made to try to deal with the matter through “disclosure”
rather than by regulations. An April 30, 1975, General Accounting Office re-
port to the Congress stated:

In view of concern over high medical costs and the monopoly position of patholo-
gists and radiologists at many hospitals, the public should be informed of methods
used to determine patient charges for X-Ray and laboratory services and the extent
that specialists can determine their own income.®

The GAO recommends that consideration be given to amending the Social
Security Act Amendments to require hospitals to disclose their contractual ar.
rangements with affiliated physicians in order to be eligible for participation
in publicly funded programs.?* Presently (1) such disclosure is neither required

31 “HMO Bonus Policy Assailed,” American Medical Naws, 17, no. 13 (December 9, 1974).
22 Ibid,

B Comprrotler General, Report, p. 17.

4 1bid., p. 28. '
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nor commonly practiced, and (2) if intfoduced would not provide the patients
with a clear choice, because then profit making would be practiced both in for
profit and not-for-profit hospitals. It seems to us that limiting profit-sharing

schemes to profit-making hospitals and other health service facilities is a more -

proper solution. .
University of Pittsburgh Health Law Professor Nathan Hershey has suggested

. thar perhaps getting a percentage of gross or net income arrangements are a -

~ case ol: “necessary evil” if we are to have the services of specialists who wish
to maintain the practitioner’s professional autonomy. Exploitative arrange-
ments can, however, be prevented, he argues, by providing the hospital’s attor-
ney Ymh a projection of the volume likely to be generated within the various
hospral departments and having the attorney set a percentage of return to be
not different from what the physicians would have received from a salary plus
fringe benefits. If, in addition, there were greater restrictions on the tests or
services classified as routine by the hospital’s medical stzff for all, or some cate-
gories, of patients, thereby requiring spécific orders from the patient’s own
phys.lcnan for performance of many tests and services, an increased potential
for control over unnecessary tests and services, which increase specialists’ in-
come based on departmental revenue, could be athieved, '

As we see it, the idea of the autonomotis professional is just as readily upheld
_by fee-for-service compensation as by gaining a percentage of a department’s
income. While we agree that fee-for-service can also be abused, and hence would
prefer that physicians be salaried, we suggest that jts potential for profit-making
abuse can be more readily controlled than that of percentage-of-income atrange-
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than salary or fee for service. Physicians like to maintain the legal posture
that they are not working for the hospital but are only “using™ its facilities. We
propose that, though a one time or occasional use (such as that of a consultani)
may be deemed use by an outsider, persons who utilize a hospital regularly and
continuously, as most physicians do, should be considered staff for the purposes :
of this regulation and be prohibited from contracting to provide their own (or |
others’) services on a for-profit basis as well as from operating hospital depart-

ments as private profit-making concessions. :

Self-Dealing

Self-dealing refers to business transactions in which the same persons (or their |
kin) appear on both sides of the transaction, once as the staff or trustee of a !
not-for-profit corporation, once as a profit-making provider of goods or service ;
to the other side (the not-for-profit corporation). ' ‘
In 1972 a number of practices of this sort were reported in Washington, |
D.C.’s largest not-for-profit hospital, the Washington Medical Center. A member -
of the administrative staff in charge of data processing had decided that the i
existing facilities at the hospital for billing, keeping track of patient records, !
and accounting through the hospital’s computer were inadequate, His solution
was to hire an outside for-profit firm to furnish these services, and he selected |
one he had started himself—with the help of a $50,000 deposit from the hos-
pital. The hospital administrator received stock in the new company free of .
charge; five other top administrators of the hospital bought stock at $1.00 a '

ments for several reasons. First, as a practical matter negotiating reasonable

percentage-of-income arrangements is particularly difficult, For one thing, the
volume of services a hospital specialty department has may change considerably
over time, due to overall growth of the hospital, changes in the population of
the area, and many other “irrelevant” reasons. Thus, gradually, a formula that
originally provided a reasonable income to the specialists may become more and
more lucrative, perhaps even outlandishly so. At this point, it will be quite
difficult for the hospital to attempt 10 negotiate a lower percentage cut for the
specialists. Second, it is very difficult to determine when a service is and when it
is not “necessary” and hence, we hold that it is best not to generate motivation
to oversupply or undersupply a service. This would curb the need-to evaluate
them. Nor can service initiation be limited to the patient’s own physician (often
an internist) and not be allowed to a specialist; nor is it reasonable to expect
internists to curb their specialized, often more prestigious colleagues.

Regulatory implications

Since, in our view, “’profit sharing” as on the part of physicians associared with
not-for-profit health. facilities is in conflict with the very concept of a “not-
for-profit” corporation, we suggest a revision of the law covering not-for-profit
eaporsiions to explifigly exclude any form of compensation of the staff other

trators disposed of their stock. In 1974, however, when the General Accounting
Office included the Washington Medical Center in a review of self-dealing tran-
sactions in nineteen hospitals, it found that four hospital officials and several rel-
atives of another official owned stock in the same computer firm; a physician
employed by the hospital provided consultant services to the firm; and the
firm’s president was a hospital consultant and a member of the hospital’s action
committee.2® The GAO also found that it was not until mid-1973 that the
Washington Medical Center requested competitive bids for computer services. :
According to the hospital administrator the other bids were not comparable |
with the present firm’s services for a number of reasons; thus the hospital de-
cided to continue retaining the firm’s services for twelve to eighteen months,
during which time a “more specific request for bids would be developed.”!
The GAO report concluded that the overlapping interests of the hospital officers
with the firm were likely to continue ta give the firm an advantage over poten-
tial competitors. .

In addition, at this same hospital, the official in charge of managing the in-

28 The Washington Post, October 31, 1972,
38 Comptroller General, Report, pp. 749
Mibid. ]
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 stitution’s finances placed hospital funds.in an interest-free account at a bank
where he was vice-president. The hospital’s account balance is reported to have
generally hovered around $1 million, sometimes going as high as $1.8 million;
a conservative estimate placed the hospital’s annual loss of interest because of
this account ar $50,000.%® That hospital staff gained something from these
transactions is suggested by the fact that the hospital's administrator admitted
this bank had lent him money at a low interest rate.2®
More recently, Medicare officials disclosed that millions of dollars in federal
and private funds entrusted to Blue Cross and Blue Shield are being channeled
through banks with officers who serve on the boards of trustees of these not-for-
profit health organizations. Officials of the Social Security Administration
identified eleven accounts out of twenty such Medicare accounts investigated as
containing excess balances during the first quarter of 1975, indicating that the
' banks had federal money to invest beyond that needed to pay each bank for its
checking account service. The excess balances ranged from $8,597 to $163,717.3°
According to a 1971 New York State Health Department working paper,
“self-dealing" transactions, of the type apparently practiced at the Washing-
ton, D.C., not-for-prolit hospital and by some Blue Cross and Blue Shield offi-
cials, are a growing trend. In particular, doctors, administrators, or trustees of
not-for-profit health facilities are increasingly setting up their own for-profit
corporations, ranging from physician provider groups, laboratary service, food
service, and linen and laundry service to equipment leasing, housekeeping and
maintenance, rehabilitation therapy, and health personnel service® In addi-

percentage went into executive salaries and other components of administrative
overhead ™ ‘

In California, the practice of self-dealing has recently come into question
in connection with the new wave of Health Maintenance Organizations. Cur-
rently most HMO's are not-for-profit corporations. There are at present, however,
few legal obstacles barring not-for-profit HMO's from becoming chiefly shells
for a myriad of for-profit corporations. According to California Assemblyman
John T. Knox, *“The notion that prepaid health plans are operated by non-profit
corporations is nothing but fiction, a fiction that has worked directly contrary
to the original goal of the prepaid health plan as a means of reducing the cost of
health-care delivery.”?* In testimony before the Senate Permanent Investiga-
tions Subcommittee, Dr. Lester Breslow, dean of the School of Public Health at
the University of California at Los Angeles and former health director of the
state, said that many Health Maintenance Organizations, though ostensibly not
for profit, siphoned most of their state and federal funds into subsidiary profit-
making corporations.?® Dr. Bruce R. Frome testified concerning California’s sec-
ond largest- prepaid health plan, Marvin Health Services, Inc., which he had
helped to found. He acknowledged that most of the state and federal money
received by the not-for-profit Marvin Health Services was turmned over to a
profit-making subsidiary called American Health ' Maintenance Organiza-
tion, Inc., which was owned by doctors and other health professionals associated
with Marvin Health Services. Marvin Health Services, located in the Watts sec-

tion of Los Angeles, had received $7 million, of which $4.2 million wenttoad- |

tion, doctors frequently awn phatmacies{thus—giving—them—anincentive o

overprescribe), a practice that was investigated several years ago by the Senate

Monopoly and Anti-Trust Committees, and which the AMA debated but avoid-

ing condemning ®? -

The results of a recent California Auditor General’s Office investigation of
inexplicably high costs charged to Medicaid by a number of not-for-profit pre-
paid health plans can serve as a warning signal. In eight of thirteen not-for-
profit prepaid health plans reviewed, officers or directors were found to have
formed profit-making partnerships or associations which sold various sups
plies to the not-for-profit prepaid health plan, thereby enabling these individ-
uals to make personal profits from what was ostensibly a not-for-profit opera-
+ tion. The report went on to note that the complex administrative Structure
created by these interlocking firms made it difficult for the state to determine

what percentage of its payments actually went for. patient services and what

38 The Washington Post, October 31, 1972,

39 1bid., October 30, 1972. ‘

30 The New York Times, August 8, 1975,

31 New York State Deparment of Health, “An Outline of Changing Trends in Ownership and
Operation of Health Facilities snd Services” (New York, April 19, 1971).

82 Madarn Nospital, 117 (Massh 196g), 86, 160, :

mifiistrative costs and profits.?®

The most comprehensive study of “/self-dealing” in not-for-profit health fa-
cilities to date is a General Accounting Office survey of “overlapping business
interests” of key hospital employees and members of hospital governing and
advisory boards. Nineteen hospitals were studied: five not-for-profit and one
profit-making hospital in the Washington, D.C., metropolitan area and thirteen
not-for-profit hospitals in the cities or metropolitan areas of Kansas City, 5t.
Louis, and Springfield, Mo. At the Missouri hospitals, only overlapping inter-
ests involving governing or advisory board members, not those involving em-
ployees, were investigated. At seventeen of the nineteen hospitals “over-
lapping interests” were found.?? Of these,

14 had at least 1 board member associated with a bank or investment or legal

33 Testimony from California Auditor General’s office represented by Gerald Hawes and
Robert Christophel before the United States Senate Special Committee on Aging concerning
“Medicaid—Home Health Care Regulations” (Washington, D.C., October 29, 1975). pp.
g~10. .

3 Medical Care Review, 12, no, ¢ (April 1975), 373=324.

3 1bid,

38 bid.

21 Comptrolter General, Report, p. 3.
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A notable exception is Section 4941(d) of the 1954 Internal Revenue Codex
which sets forth a set of limits and levies a special tax on self-dealers in the con-
text of foundations. Prohibited acts of self-dealing are defined as follows:

(1) In General.—For purposes of this section, the term “self-dealing” means any
direct or indirect (A) sale or exchange, or leasing, of property between 4 private
foundation and a disqualified person; (B) lending of money or the extension of
credit between a private foundation and a disqualified person; {C) furnishing of
goods, services, or facilities between a private foundation and a disqualified person;
{D) payment of compensation {or payment or reimbursement of expenses) by a
private foundation to a disqualified person; (E) transfer to, or use by or for the
benefit of, a disqualified person of the income or assets of a private foundarion; .. .

We hold that the same prohibitions should be applied to all not-for-profit
corporations, It might be asked if a trustee who owns a few shares of Johnson
and Johnson, Fard Motor, and Procter and Gamble would be disqualified from
serving on a hospital board if the hospital buys paper towels, a car, and soap
from the respective companies. One may say that such purchases by the hospi-
tal are so small compared to the total volume of transactions of the said corpora-
tions that trustees could not expect any benefits 10 accrue to them because the
hospital buys from “their” corporations rather than other ones and hence view
that such ownership is not a violation. However, the courts may have been too
lax when they allowed self-dealing when the director had up to 10 percent (or
even more) interest in the other corporation. !

The argument that unless one allows trustees not to divest—themselvesof-

ownership and management roles in related business there will be an insuffi-
cient number of trustees outweighing the danger of some self-dealing, is doubly
mistaken. First, it overestimates that role of the trustees. They no longer are a
main source of “raising funds” for private hospitals, colleges, etc., which rely
heavily on public funds (Medicare, Medicaid) and insurance (Blue Cross). Sec-
ond, the trustees need not be businessmen and can be community leaders, union
representatives, and others with little business investment.**

Another legal means for curbing seif-dealing transactions in not-for-profit in-

~ stitutions is by holding trustees accountable on the basis of their fiduciary obli-

gation to the institution. Directors and officers of not-for-profit corporations
are considered as having duties vis-d-vis the corporation encompassing good
faith, loyalty, and the exercise of sound business judgment, as well as the re-
sponsibility to use corporate assets in a manner consistent with the purposes set
forth in the corporation charter. A recent court decision suggests that these
fiduciary duties can serve to provide a legal foundation for penalizing, or at

40 Harold Marsh, Jr., “Are Directors Trustees?™ 21 Bus. Law. 35 at &5 (1966}, cites this
standard as common in business corporation law.
11 1bid, at 36.
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t censuring, trustees who engage in gr allow self-dealing transactions. In

July 1974, U. S, Distriet Judge Gerhard A. Gesell ruled that five trustees of Sibley

Hospital had failed to supervise properly the not-for-profit hospital’
IRvestments over several years.'? While Judge Gesell; did notpéltlzlr:cizxr"ii: ;:;S
acts _of the trustees as conspiracy or illegal use of the funds for their own benefit
hl_: f'hd rule thar they had breached their fiduciary duty to exercise Proper su er:
;lilﬂl‘l. Although not taking ary action against the trustees (who were also ml:rn-
.::rsl 'off the boards of the banking and finanicial institutions handling the hos-
l]:lta s lunds),: Judge Gesell outlined specific steps to be taken in the future by the
?sdp.ua and its trustees on a regular basis, including full listing to the boards
E; 1ﬁecmrs of the hospital’s dealings with any institution, In addition Judge
ﬁ::: Drfeg:i'?!:‘:;me-nf{d tl}gt Fhe hospital restrict board membership to representa-
s of Bosp?:::“msmu-mns that have no substantial business relatiqnship
me’l‘::::s:ugge;ts that '.(1') the concept of good faith does imply proper curbs on
the ees, but (2) it is too vague to provide a sufficient guideline to either
Tusiees or courts, and hence (3) additional, more specific curbs are necessary—
ones Whlc.h. explicitly rule out self-dealing, v
In addition, we ‘hold that while public competitive biddings are not a cure-all
because such biddings have been known to be rigged and there are occasions'
when they are not practical, this procedure does offer fewer opportunities for
ab.us.e than d? sole service contracts. It would seem. that in exchange for th
grmleges which their special tax status bestows on the not-for-profit corpor':-
tions, they should be required to make their purchases through competitive bid-
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should be exacted from the individual trustee, not from the not-for-profit cor-
poration; also, that the penalties will have to be sufficiently large to more than
outweigh the benefits which accrue to violators. The antitrust law notion of
triple damages may apply here.

In sum, we recommend that (1) persons having potential “conflicts of inter-
est” be required to sever the relationship in question before being permitted to
serve on the board or as an official or staff member of a not-for-profit cntity:
{2) penalties be exacted from any member or trustee of a not-for-profit institution
engaged in any such conflict of interest transactions; (3) in order to prevent
exploitation of the authority to award contracts on the part of the not-for-profit
entity’s officials—in particular, favoritism toward friends and relatives—the
law should require competitive bidding for all business transactions over a given
size, unless special circumstances can be demonstrated to the regulatory agen-
cies before the wansdction,

Real Estate Transactions

The sale or lease of land or facilities to a not-for-profit corporation by an officer
or staff member offers a number of profit-making opportunities, which differ
from the self-dealing reported above chiefly in the magnitude of the abuse and
in the form of the transaction. Since some areas, especially nursing homes, are
believed to account for a major proportion of all the damage done, they deserve
separate attention and treatment. Instead of profiting from purchases of goods
or services from a corporation in which the officer has an interest, here real estate

Such a “rule” has been on the books of New ity si
‘ el v York City since 1909, Rule g of
the Te;;ms and Conditions Governing Payments to Charitabl: ?nstitutigcl:s
sta‘:’e; that no n-:embcr ?f a hospital board can be a member of a company that is
f:lﬂ orm- prc;lwdbmgkscn;lccs ;r merchandise to these institutions. The rule though
on the books elsewhere and the mechanisms for its im ation are
plementation
;t;tr ;leé.r. ‘-Tll‘\us whle'n the New York City comptroller asked the trustees of N:::
Jork ity hospita ‘to‘dmclose any such affiliations, most failed to respond;
:‘avmgh on him the onus of making the case. We would add, then, the require-
ofe::‘ ;t af:; fa::z;:: c:cr;c:tm_g a p}?b“]fj ?:Ffice, such as that of trustees of director
-for- ration, s i i iati
2 how the apean peration ou | e required to disclose all such affiliations
In addition, the lack of enforcement of Rul ibut
_ , th ¢ 9 was attributed to the fact th
:iz:scatylfelt dthat it C(::lld not cut off the funds to the hospitals because some tru:f
violated a rule. We suggest that the penalty for violation' of such rules

2 The Washingion Post, Jul
any I Y 31, 1974

“TheNewY . '
e nw York ﬂm“.. December 26, 1475,

manipulations make it possible to reap prolits from the property the officer =

owns (or once owned) and which is now used by the not-for-profit corpora-
tion. One way is for the owner of a property (land, building, nursing home,
or hospital) to set up a not-for-profit corporation of which relatives, friends,
or long-standing business associates—and often the owner himseli—become
the trustees. The not-for-profit corporation then buys or leases the properties
from the owner at highly inflated prices much above the market terms of pur-
chase. .

" A 1970 Senate Finance Committee report pointed to the profit-motivated con-
version from proprietary to “not-for-profit” ownership as 2 growing problem.
One instance among several that the report cited involved a 160 bed hospital
that had been operating for eighteen months. It had been set up as a proprietary
hospital for investment purposes by the hospital administrator and a group of
businessmen who then converted it to a not-for-profit institution, Purportedly,
the not-for-profit organization taking over the hospital was set up by three
disinterested citizens concerned with the welfare of the community. The owners
furnished the not-for-profit group with an appraisal of the hospital’s worth to
be $5 million (although the Internal Revenue Service later contended in litigation
that the hospital had a fair market value of $2.9 million}, and this was the price
paid, The sales agreement provided for the continued employment of the pro-




prietary hospital administrator, and sind his share of the purchase price as a
former stockholder was to be paid out of future hospital earnings, he was also
accorded a great deal of autonomy in controlling operations. After the sale was
consummated two other former stockholders became members of the board of
directors. 49 - '

Mary Adelaide Mendelson has described the conversion from “for-profit” to

“not-for-profit” status of a Cleveland nursing home. In 1971 the owner of this

nursing home sold it to a not-for-profic organization, a Baptist church, which
was to expand it 10 encompass a family training, day care, and health services
center. The church became responsible for the former owner's debts, plus its
own mortgage with a bank and a second mortgage with the former owner. Thus,

- The nursing home, which had been built with little or no down payment, and was
. purchased with no down payment at all, now served as collateral for debts totalling
$2,695,000. The morigage obligations had doubled, and the home now enjoyed
the advantages of nonprofit status. As for {the owner] he had turned a debt of $1.1

- million owed by him into a debe of $1 million owed to him 47 _

Mendelson weént on to note that because the home’s mortgage would require,
for the next twenty years, monthly payments of $22,000 while the Medicaid
reimbursement rates for most of the patients’ care was fixed, the only way that
the payments could be met was to cut the cost of care. The result, state inspectors’
reports indicate, was poor quality care. Staff was cut and the following year
the State Medical Review Team noted the effects of the staffing shortage: poorly
groomed patients, dehydrated patients, and a pervasive odor of urine. Subse-

quently, state personnel had to be sent in to investigate why fifteen patients,
an abnormally high ny ied i inasis

Leasing arrangements can be another source of profit. Recently, a well-known
dealer in nursing home construction attempted to have a small liberal arts col-
lege, of which he was chairman, buy from him four nursing homes which he
owned, and then lease them back to him, The motive seemed to be a desire to
boost artificially the value of the real estate in order to increase the reimburse-
ment for rent that he would be entitled to receive under Medicaid v

Another example entails a husband and wife team in White Plains, N.Y., who
constructed a sixty-six bed nursing home under the ownership of a real estate
company of which they were the sole stockholders. The home's construction cost
was approximately $779,800 of which $700,000 had been financed by an FHA
guaranteed mottgage. Shortly before the home opened, the owner entered into
a Jease agreement with his real estate company=—that is, with himself—to

¥ United States Senate .Fifu.née Committee, Medicare, Madicaid: Problems, lesues and
Alternatives (Washington, D.C., 1970), Pp. 141~141.

47 Mendelson, Tender Loving Greed, P- 200. For an example of circumventing a Iaw which

limits kidney dialysis centers 1o not-for-profit corporations in New York City, see Barron’s, ]

ber 20, 1973.
4 Mendelson, Tender Loving Greed, p- 201.

9 The New York Times, February 27, 1975,
‘ ,é\ L

lease the facility and run it as a proprietary home. A few years later, he con-
verted the home into a not-for-profit corporation. He then applied to thle state
for permission to sell his leasehold to the newly organized not-fo:l--profu cor-
poration of which he and his wife were members of the board of d:recu.)rs. Al-
though at first state officials were apparently reluctant to approve the transac-
tion, they eventually granted the home not-for-profit status, Next, fhe owners
arranged for the not-for-profit corporation to lease five-year-old equipment, es-
timated to be worth $198,000, at an annual cost of $24,000 over a fifteen year
period-—$360,000 all told. Thus at the end of the lease term, tl:te real estate com-
pany was expected to have realized a profit of $195,000 and still own .the proper-
ty free and clear. The not-for-profit corpoartion would then be permitted to ;;x-
ercise an option to buy the property, which had originally cost $780,000, for
$900,000,

The total profit io the [owners] would then be $1,095,000—not 'bad at all, CO.I'\Sldtt;
ing that the most the [owners] themselves would have put up, with Ehc FH{\?m:lur;
mortgage, is $80,000, Payments on the mortgage for $700,000 which provide the
balance of the original cost, would have been covered by the payments und:r the
lease, That, of course, is in addition to their profit on the equipment. The term “non-
profit” clearly does not include the [owners’] share of the deal.®®

An analysis by a state health department official showed that tl:-e money
needed to meet these lease payments was slated to come out of patient care;
specifically, the home’s projected operating budget indicated a major portion
would be provided by skimping on patients’ meals. Indeed, a 1970 state audit
later revealed that 24 percent of this not-for-profit home’s expenditures went

. ] I E . ’ ator !HISE!E&.“ :

Regulatory implications

Here the correctives are basically the same as those suggested abov.e for s'elf-
dealing: no transactions should be allowed between owners and their r:lntlvc;
and the officers.of a not-for-profit corporation when these persons are one an
the same or related. . .
Ligal provisions should be adopted similar to those regr.flatmgdth; r;lan:n-
ship between persons donating funds to establish a fouqdanon and the founda-
tion which results. Thus, former owners and their relatives should not be per-
mitted to serve on the board of trustees of the newly created not-for-profit
institution. .
l In the case of providers’of health services such as nursing homes af\d ho§pn-
tals, it is also necessary to rewrite substantially the regulzfn_ons covering reim-
bursement rates for Medicaid in those states where provisions for mmburs'e-
ment increases presently in effect encourage frequent sales and changes in

80 Mendelson, Tender Loving Greed, p. 208.
81 1hid, ‘
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leasing arrangements as well as concealmeént of personal relationships among the
parties involved in these transactions. The New York Temporary State Com-
mission on Living Costs and the Economy recommended, and the New York
State Legislature enacted into law, a bill specifying that the Medicaid reimburse-
ment formula no longer be tied to changes in ownership or lease.?2 Though
this change was made primarily to combat real estate manipulatiohs of for-
profit homes, the reform is also likely to discourage the profit-motivated con-
version of nursing homes from “for-profit” 1o “not-for-profit.”

Finally, we note that some state statutes (e.g., California, Georgia) permit
under certain circumstances what amounts to the conversion of not-for-profit
properties to for-profit status. This is accomplished by allowing individuals
associated with a not-for-profit corporation to pocket a share

of its assets upon
the corporation’s dissolution. Thus, the California statute reads

A nonprofit corporation may be formed by three or more persons for any lawful
purposes which do not contemplate the distribution of gains, profits or dividends
to the members thereof. . . . Carrying on a business 2t a profit s an incident to the
main purpasés of the corporation and the distribution of assets to members on

dissolution are not forbidden to nenprofit corporations but no corporation formed

or existing under this part shall distribute to any of its members excepr upon
dissolution or winding up,% ‘ ' ‘

To prevent the possibility of persons creating not-for-profit corporations in

- order to claim their assets upon dissolution, such statutes should be altered to

require (as some federal and state statutes already do) thar the assets of a dis-
solved not-for-profit corporation be donated to another not-for-profit institu-

TUUT PRGN N NUTFTURREKOE T TORFURK TIUNS

such benefits is ironic: this case involves New York City voluntary hospit?ls
that have contracted with the city’s municipal hospitals to be paid for growd-
ing the municipalities with such services as physician and nu.rsing assistance
and laboratory work. These affiliation contracts were enterec! into by the‘ city
because it could not attract the needed qualified personnel for its own hosp:t_als.
By paying the voluntaries, however, they are perpetgating‘ the pmblcm,’ since
the voluntaries use the contract money to pay for the education of dqczc;zs chil-
dren and for poetry and drama lessons, terming these fringe benefits.® Thus,
the city is paying the voluntaries because it cannot attract g'ood perfonnel, a‘nd
the voluntaries use this money to attract the personnel via benefits the city
cannot match. :

The ambiguities of the law and regulations concerning not-for-profit status .
of a corporation are illustrated by the trial and appellate decisions in American .

Automobile Association v. Bureau of Revenue® The AAA claimed tax-exempt
status as a not-for-profit corporation despite many discounts and other benef.us
it distributes to its members. The court held that “Profit does not necessar_nly
mean a direct return by way of dividend, interest, capital allocation or'salnnes.
A saving of expense which would otherwise necessarily 'be incurred is also a
profit to the person benefited.”*” However, the New Me:flgo Court of Appeals
rejécted this analysis because there were no income or dl.wdends, the corpora-
tion was chartered without capital stock, and the corppration’s purpose was not
profit so that any benefit conferred upon its members was ."whully irrele-
vant.” As we see it, a third position seems worthy of consideration: sOmc.bene-
fits to members are not, prima facie, evidence of profit, as of course salary is not.

i
|
|

S

L] 3 2
] 10 the members,

. Unreasonable and Uncustomary Fees, Salaries, and Fringe Benefits

The easiest way to violate the essence of a corporation’s not-for-profit status
is ta provide its staff or officers with unreasonable and uncustomarily high fees,
salaties, or fringe benefits. In principle, income is not a violation of the not-far-

-profit concept, and as it is rather difficult to establish what is proper and what

is exaggerated compensation, this area is rather difficult to regulate, Thus, at-

.tention must focus on those situations in which the income pr’ovide{l is mani- -

fest.

One such example is a hospital paying for the poetry and drama lessons of the
physicians’ children.™ No reasonable person would define such fringe benefits

- a8 typical, common, or legitimate. That a not-for-profit hospital can provide

82 For the recommendstions see The Temporary State Commission on Living Costs and the

Economy, Repore 1o the Governor and the Legislature on Nursing Homes and Hezith Related

Facilitiés in New York State (Albany, N Y., April 1975), pp. 13—14; for accounts of the debate
aver and passage of the bill-see The New York Times, ) uly 10 and August 8, 1975,
2 West Ann. Corp. Code § 9200 (1949).

: 84 The New York Timen, March 15,1975,
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However, unreasonable and uncustomary benelits are, because they are but a
different form of what in effect amounts to sharing of profit. -

An example of out-of-line salary seems to be provid?dlby a prepaid health
plan contractor who employed a physician as plan admmx.st.rator at an annual
salary of $120,000 plus expenses. The contract with the physician read:

Employer recognizes employee is involved in other medically relatcd. ventures such
as inhalation therapy contracts and other non-medically related business ventures.
These ventures shall at all times remain under the strict control and ownership of
the employee.5®

That one can establish what reasonable and customary salaries are is illz_:s-
trated by court cases which have on a number of occasions. dis_;allowed salaries
and fringe benefits in part because they failed to satisfy criteria of re.asonahtle-
ness. While the only cases we have come across deal with proﬁt-m'akmg
corporations, we see no reason why the same procedures may n‘o’t be applied to
not-for-profit ventures. In the case of Miller Box, Inc. v. U.5.% a taxpayer (a

88 1bid,

08 525 P, 2d 929, 86 N. M. 569 {1974), rev'd. 533 P. 24 103.

8T ¢ag P. at 931, .

83 Testimony, Gerakd Hawes and Robert Christophsl, “Medicaid—~Home Health,

80 488 F. ad 693 (sth Cir. 1974).
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corporation 6er) sued the Internal Revenue §
;«:':ni:;t:nd:g :::;; 'g:e"}aRrSeahs:i :I:')slmll?lwed the taxpnycr"s claim under the sec-
';i:ox:hf;t:r n}:::ort\;; :e;:ic;"s;gt:aliis:;:d::::l?; 'fgf‘“b':!:‘:lﬂ:l;;zgiel:azﬂfpn:};n:;
i s i, .72 v &
$200 per week, (2) the corr;o:at: :?:Tkei:: f;:o:o::;g“a:; af:;n.l[;;ocl::\;x:-’-

le positions i
mtfd: genenally paid $50,000 and at most-$100,000, The court further

ervice to recover an alleged over-

It is the duty of the direcﬁrs of the ¢ i
t is . orporation . . . to bargain with
fair and adv_nma_gequs terms” to obtain the service of mc;‘gi-‘:::lli:&t:;’n.:mployee for

Thus, a standard for reasonable salaries and fringe benefits keyed in part to

r

and in part to employee qualifications is not unenforceable,

Regulatory impfimtioﬁs

m:nevirer f:::_,d nll:rizs.} and fringe benefits in not-for-
antly ex those in comparable institutions, the not-}
¢ corporation is being cifcumvented. How this p;'a e e st of

. : \ Ctice can be efféctivel -
V:r‘;;f-d f:s .l;,ss cka. bear. However, in those cases where such instjtutions EIIWP;:
public funds, the government regulatory apparatus should examine fees, sal
aries, and fringe benefits as compared to similar insrimsi ‘ e

- 1
profit corporations sig-

el g
13113 4
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diploma should not be able to justify earning more than the average hospital
administrator by referring to other nursing home administrators. Nor would
chiropractors be permitted to charge fees exceeding those received by surgeons.

SHoring Up THE INTECRITY OF THE NoT-FOR-PROFIT SECTOR

This article points to four types of abuses which violate the underlying concept
of the not-for-profit corporation, the source of its legitimacy, and suggested
ways these abuses may be curbed. This is not to imply that we are “down on
not-for-profits” or that they are “no different” from profit-making proprietaries.
On the contrary, we consider them an essential, important part of the three
sectors of America: the government, the private sector, and the not-for-profit
sector. _ '

Actually, some have argued that the not-for-profit sector, or-—as it is often
referred to—the voluntary one, is the “best” sector of the three, while others
hold that the private sector is more efficient and the government sector more

-egalitarian.®? This is hardly the place to settle this age-old argument of which

sector is “‘the best,” nor is it necessary. Hardly any one questions the fact that
America is a pluralistic society, one in which a range of choices is offered precise-
ly by there being services provided by different sectors. At least, since Tocque-
ville it has been widely recognized that in this pluralistic spectrum, the volun-
tary, not-for-profit sector is a main source of protection of individual freedom
and initiative, of public interest service, of concern for quality of service and
quality of life. Undermine the voluntary sector and America’s choices are re-

S N
v e T e
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or recertify for participation in go
Ing income grossly above the norm

Guidelines would need to be established for determining when fees, salary

levels, and fringe benefits. have be cus
pve's, and fringe benefits. gun to exceed the reasonable and
;l;x:b:la:;y ewn!ux_t. -thehhmlts. of reasonableness could be penni:t:; in estt:?l::l{;
wit Sy b . e
g 2 rar :‘ odalgehhd, w ich differences in qualifications among individuals could
As the experience of Private insurers as well as Medicare and Medicaid sug-

gest, determining reasonable and customa
particular professienal or occupational [y charges solely by reference to the

ting of allowablfe ﬁ or salary levels at the merc
Cant segment o group (which will benefit by high i
| o y high charges), Thus,

:ne d.:.-l.‘:;::zl: :; ;::;\ﬁ:re Thfu men;lbers- of a profession cla:‘mgarg their re;:c‘r:nz:lli
@ customary fees or salaries with what is paid to persons of oth i
d:::g .worlc mvc:lvmg similar skills and level of trall:\eing.n':'lfu:a ::xf:i‘:fcslsu‘oomn:
a ims;ra:or with RO professional degree or education beyond a highsschool

® 36 USCA § 262,
““.t.“.'?”-

A ;

vernment programs those institutions provid-

duced to reliance on the government and the profit makers, There can thus be
no question about preserving the integrity, and thus the legitimacy, of the
voluntary, not-for-profit sector.”

%2 For addirional discussion see Amitai Etzioni, Social Problems (New York, 1976), chap. 5.
For some relevant studies see Richard K. Earner, “Nonprofit vs. profit;: What data do you seel:
corporate executive” and Richard L. Johnson, “Data show for-profit hospitals den’t provide
comparable service: consultant,” Modern Hospital, 122 (April 2974), 116-118; Sharon Winn,
“Analysis of Selected Characteristics of a Matched Sample of Nonprofic and Proprietary Nurs-
ing Homes in the State of Washington,” Medical Care, 12, no. 3 (March 2974), 221-248; and
Fornia, Blue Cross Reports Research Series No. 9 (Chicago, March 1973).

* This work was conducted under the auspices of the Center for Policy Research. Position
papers prepared and issued by the Center for Policy Research reflect the views of those who
have authored them, not thoge of the Center. The Center facilitates the drafting, reformula-
tion, and dissemination of position papers but takes no positions of its swn, -

The suthors are indebted to Dr. Dorothy Patton, research associste ar the Center for Policy
Research, for valuable legal research which she conducted and to Professor Nathan Hershey,
University of Pittsburgh, for valuable comments on an eatlier drafe.
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The Pleasures
Of Nonprofitability

Nonprofit in theory, Princeton’s Educational
Testing Service in fact shapes up as a tough,
aggressive and even dynamic growth business.

Ir PrnceTron, N.J.s Educational
Testing Service were a public com-
pany and not a self-contained tax-ex-
empt nonprofit organization, it would
probably have long since emerged as
one of the darlings of 'Wall Street.
The knowledge industry has ‘general-
ly manifested more promise than per-
.formance, but ETS has demonstrated
all the performance any promoter
could wish. Over the past 30 years,
it has easily racked up a record as
one of the hottest little growth com-
panies in U.S. business.

ETS' business is no longer limited
to the wellknown Scholastic Aph-
tude Tests required for admission to
many private secondary schools, col-
leges and universities. ETS has helped
to devise programs to certify that
you're qualified in gynecology, phar-
macy or aulo mechanics, to license
you as a barber, bezutician or real es-
tate agent, and in some parts of the
country to permit you to hold a job
on the police force, the fire depari-
ment or 25 & social worker. Testing, in
fact, has been taking on almost Or-
wellian proportions in recent years.
Close to 6.5 million Americans took
. ETS" 17 educational placement tests
" last year. Another 260,000 took its
50-0dd occupational certifying or li-
censing exams,

ETS staried out in 1947 with a
mere $1.4 million in seed capital—
much of that in plant and equipment

FORBES, NOVEMBER 15, 1976-

—and & first-year sales volume o¢f un-
der %1 million. Nearly 30 years|later,
its sales were still doubling every six
or seven years, and in fiscal (1578,
ended last Jupe, it boasted assgts of
$37.8 million, sales of $62.9 million

and. a comfortable nonprofit o

its expenses. At the same time, |with-
out benefit of any additional infusion
of capital, ETS' origina! $1.4-million
stake has grown to nearly $25

In The Beginning .

The company (which is how its ex:

ecutives tend to refer to it) was cre-
ated in 1947 as a repository for the
testing operations of three bi
ucational foundations: the

ondary schools that use ETS sca
making admissions decisions. |

ETS president is William W, [Tum-
bull, 56. He sees ETS' impressive
growth as something of an actident
of history., Like the canmakers who
found they were really in packaging,
ETS fairly soon discovered that its
business was not really testing, but
measurement—the measurement of ev-
‘erything from the effectiveness pf Se-
same Street to the adaptab of

programs by Britein's Open Upiver-

President Bill Tumbull, a tweedy,
rether deliberately homespun ETS -
career man, has run the company
since 1970, Under. Turnbull,

ETS has drawn the fire of critics
ranging from Ralph Nader to

New York magazine, but so far

has had little trouble establishing
that, whatever its faults, ETS

does what it sets out to do.

sity to the U.S. educational system.

As Bill Tumbull sees it, ETS sim-
ply happened to be on the spot in
the late Fifties when the postwar
baby boom broke on U.S. colleges
and universities like a torrent. “There
was not enough space in colleges and
universities to accommodate all the
kids who wanted to go, and at the
same time there was a tremendous
need for help in maling admissions
decisions. As a result, more and more
colleges required entrance examina-
tions in the screening process.” The
various ETS testing programs—the
SAT, the 15 subject achievement tests
—afforded admissions officers quick,
easy, objective assistance in making
their choices,

Distributing, administering, collect.
ing and scoring millions of such tests
obviously involved a mountain of pa-
perwork and ETS had to create a
modern, efficient, technologically ori-
ented management organization to
handle the job. It had to automate
and it did, funneling jts cash flow
into data processing and automatic
test-scoring equipment on a large
scale, (ETS latest optical scanner
now processes 18,000 answer sheets
an hour.) “We had to automate or
not do the job,” says ETS" financial
vice president, David Brodsky, who
came to the company in 1955 when
thes testing boom ‘was just getting un-
der way, “That’s really where our

LrTIp .

T




e, .y

Rashura
PTG T 1L SN T B i)

capital has gonc—into plani and data
prm:ussmg cguipment.”

Since then the collegiate demand
has c¢bbed, but ETS growth has
nonctheless continued to be brisk. Be-
tween 1970 and 1976 the ETS' SAT
volume dropped nearly 12%; ETS to-
ta! sales nonctheless shot up another
BO%. If collegiate demand was off,
the growth in the consumer move-
ment had created a rising demand Jor

accountability—in  government, in
business, in trade, in the professions.
This opened up vast new markets for
ETS, which had the testing instru-
ments to measure performance,

ETS was ready for them. As far
back as the 19505, ETS had come up
with a test for certifying medical spe-
cialists, and since then it has come
up with a number of programs for
licensing and certifying members of
more than 50 other occupations—in-
surance agents, real estate brokers,
actuaries, merchant marine officers,

. electrical contractors, moving men,

city planners, nurses, opticians, For-
eign Service officers and architects,
Over the years ETS has grown so
fast and so profitably that its com-
petitors have sometimes complained
that, thaoks to its income tax exemp-
tion, ETS is well-nigh impossible to
compete with. Even so, ETS has
plenty of competitors. Though no oth-
er firm duplicates ETS' range of ser-
vices, individual firns duplicate every

“one of them—universities, think tanks,

consulting organizations, publishing

houses. Even the SAT has its counter-

part in the American College Testing

bl nonetheless served t

it

! SHILLIONS OF DOLUARS

-

LI
adnin s

I

fi e

. ties, when rising volum

"NONPROFIT G GBOWTH COMPAN
" ETS" not-for-profit 'sales gru ih has -
a‘l

Progfams' ACT tests, used largely
jn weslern states. Competitive aware-
ness, says Tumbull, keeps ETS prices
low, its quality }ugh

ETS controls ils costs thruugh the
same sort of budgctary controls any

. profit-making business use¢s. And, al-

though it has no stockholders to re-
ward, it needs profit for much the
same reason any private business does
—to Binance its growth. Says Financial
Vice President Brodsky: YWe have a
rolling five-year projection jof what our
capital needs ave, what we anticipate
receiving from outside and what jevel
of activity we have to support. I it
turns out we are making more than
we feel we need for caput#l needs, we
reduce our prices.”

Investment And Rewards

In the late Fifties and early Six-
and auto-
mation were broadening ETS’ testing
margins considerably, ETS cut its
rates again and again, anfl even then
was able to generate capjital aplenty
to feed its expansion. ETE’ SAT fees
today are in fact only 830% higher
than they were 30 years ago, a pe-
riod during which the consumer price
index just about tripled. |
Which is not to say th|at ETS and
its executives do not enjoy the same

privileges and emoluments as do those

of other successful corporations. ETS
operates out of a spacigus 380-acre
estate in the country near Princeton,
N.]. It maintains a conference center
with accommedations for| 200, a data
processing center, a complex of mod-

| a3yt

NTRENS

ern offices, complete with recrealtional
facilities. And il pays its employces
well. Divide ETS’ total labor costs by
the number of ils pcermancnt cm-
ployces, and you get a $17,000-a-year.
average, which is not bad, consider-
ing the range incdludcs everyone from
maintenance people to executives,
ETS is inherently a labor-intensive
business, and.so is especially exposed
to the pressures of wage inflation. As
ETS growth rate has slackened and
the benefits of volume and automa-
tion leveled off, the cost pressures
have inevitably increased. So far,
ETS has kept is Jabor costs down by
shifting the burden from its temporary
to its permanent staff. Since 1970,
says Brodsky, though ETS work load
has risen 20% to 25%, the permanent
staff Yias risen only 5%, while the tem-
porary stall has déclined 31%. But
there are limits to how far this can go.
Just 2s it watches its labor costs, so
does ETS lock for growth opportu-
nities. “We look around,” says Brod-
sky, “and come to the conclusion that
there is a need for a certain kind of
service, so0 we develop that and see
what kind of interest there may be.”
In the Fiftes and Sixtes, for exam-
ple, ETS developed the College Level
Examination Frogram to ease the
trapsfer of students from two- to four-
year colleges and to award academic
credit for off-campus educational ex-
periences. The program met skrong
resistance from both two- and four-
year colleges, but the need existed,
and ETS succeeded. Last year ETS
administered 54,000 CLEP tests, .
ETS has also been supplementing
the research and development con-
tracts it has undertaken for oulside
foundations and governments with
projects financed out of its own funds.
It specializes in areas like infant be-
havior, personality, creativity and cog-
nitive learning. I think our physical
growth is largely behind us,” Brodsky
says. “So the balance will shift toward
research and development and away
from the equipment needed to drive
the machine.” ETS’ research contracts
now make up 10% of revenues.
There’s no denying the education
markets  look especially uncertain
these days. A college education is be-
coming so costly that the colleges and
universities could conceivably price
themselves and ETS out of a portion
of the market. At the same time, high-
er education is no longer as highly
valued as it once was. “We're in a
mature growth phase,” Brodsky says.
Therefore, ETS’ trustees have been
urging Brodsky to build up ETS re-
serves against a rainy day. “We have
a small invested reserve—about $3 mil-
lion,” he says, “and as a contingency
fund, that’s not much. The market
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abolished buggy whips, and it could
abolish us. But il we no longer serve
2 uscful social purpose, why not go
out of business? Realistically, there’s
an instinct in the organization to per-
prtuation and even growth.” .
“My own fecling,” says President
Tumbyll, “is that we've gone =bout
as far as we're going to go with mea-

Ticket Of Admission

FarR anp Away the most Smportant
product the Educationa] Testing Ser-
vice has is its phenomenally success-
ful Scholastic Aptitude Test. ‘The
SAT is probazbly the single most
important factor in determining which
college a student gets admitted to or
whether he even gets admitted at all,
“University and college admissions of-
Bicers,” ETS says piocusly, “are cau-
tioned against relying solely en SAT
scores in making their decisions,”
That's like adjuring smokers that cig-
arettes can be injurious to your health,
And some have given it up—especial-
ly. these days when some colleges have
trouble attracting students, no mat-
ter what their scores. Even so, the
SAT still ranks as the ticket of admis-
sion to higher education in the U.5,

Last year, 1.4 million students took
the SAT—45% of all the high school
seniors in the U.S. The SAT is a stan-
dardized 2%-hour multiplechoice ex-
amination, It is given six times a year
at some 4,000 testing centers, mainly
high schools, throughout the U.S,
The test is divided into two sections
designed to measure a student’s
mathematical and verbal skills, and
the result is two scores expressed on a
scale ranging from 200 to 800.

The tests are designed to “predict
academic performance,” and, accord-

ing to ETS and most admissions of-

ficers, that is just what they do. This
is why they are widely—almost uni-
versally—used in the U.S. Says ETS
President William Turnbull: * *The
predictive quality of the exams
comes from the fact that what a2 per-
son has done in the past is indicative
of what he will do in the future.”

The SAT is put together, updated
and continuously revised by a full-
time 200-man stafl, whose makeup is
designed to reflect a wide range of

regional, educationa), racial and eth- |

nic backgrounds. The tests are rig-
orously scanned to see that the gues-
tions do not bear any trace of cul-
tural, ethnic, sexual or whatever
other bias happens to be unfashion-
able at the moment, and ETS careful-
ly throws in a few reading compre-
hension passages by minority writers
—like Eldridge Cleaver—to make mi-
norities, who make up almost 15% of

surement of traditional verbal and
mathematical skills, The main impetus
to growth now is likely to come from
the emphasis on compelent perfor-
mance in a Jot of diflérent nonaca-
demic fields. Oor main contribution
in the next ten years or s0 may be
in aitempting to put in the hands of
college people more information about

————

the noncognitive characleristics of
voung people—a betier stalcment of
their interests and desires. H we suce-
ceed, 1 think the individual's life
chances sre going to be improved.”
Brave New World? Maybe so, but
in & society that believes in equality
of opportunity, why should such
things be left to sheer chance? =

-

- scores on the SAT are declining and

the test-takers, feel they%héven’t been

left out of things. | .
ETS vigorously denﬁes that the

SAT reflects the sort of cultural bias

that has so often been charged against

intelligence tests. The plrpose of the |

SAT is not to measure [intelligence”
but to determine how well somecne
will perform in certain academic con-

supposed to reveal. “In
says Tumbull, it is pot
person with an inferior leducation to

go into the test with higher grade av-’

erages, men score higher| than women

take the test eamn scor
200 and 400, another 55%
400 and 600. Last y only 8%
scored higher than 600| on the ver-

have done so for the p

a matter that has worried educalors
considerably. Tumbull thinks that the
scores have declined because society
no longer puts the emphasis on the
written word that it used to.

Wilh the SATs as with its other
tests, ETS contracts to provide a ser-
vice for the sponsor, the College
Entrance Examinstion Board, ETS
develops the tests, collects the $7.25
the Board sets, deducts its own ex-
penses and & fee, and returns the
excess to the Board. How much that
is is anybody's guess. The SATs alone
yielded a good 17% of ETS reve-
nues last year, roughly $10 million,
and the College Board's programs al-
together contributed close to 41%.

For all their success in the market,
the tests have provoked a good deal
of criticism almost from the time the
Brst one was devised back in 1926.
Critics complain that the tests are not
really aptitude tests, that the gques-
tions are uncongenial to subtle and
imaginative minds, that the SATs do

not really establish a student's apti- -

tude for doing anything other than
taking the tests. But is this neces-
sarily bad? The ability to discipline
one’s thinking to the requirements of
the test may reflect the very qualities
that the test is supposed to reveal.
After all, in the kingdom of the blind,
the one-eyed man is unlikely ever to
be king if the blind have put out
the lights.

The cobjections to the SATs are
formidable, but 50 are the reasons for
retaining them. On the one hand, most
admissions offices do not have the
staff to do an adequate job of screen-
ing applicants. On the other, the re-
liability of the high school grading
system has deteriorated almost every-
where, so that the SAT does provide
some sort of standardized and objec-
tive measure of student performance
—which was, after all, why it was
devised in the first place.

Bill Tumbull views the whole con-
troversy philosophically: “As testing
has becomne more important in the
lives of a lot of people,” he says,
“public scrutiny of testing has in-
creased. The crescendo of interest is @
corollary of the importance of test-

- ing rather than a threat to it.”
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Attached is a draft of Chapter 2, "Organization
and Bylaws”, for the Committee's consideration. It is the
counterpart of Chapter 2 in the new corporations code.

In accordance with the Committee'’s tentative de-
cision at the last meeting, we have developed different terms
to indicate membership in charitable and non-charitable
corporations. In order to minimize the burdens on existing
organizations, we suggest preserving the term "member" for
charitable corporations. For non-charitable corporations we
have coined the term "participant" to designate those people
with statutory protected rights in corporate elections and to
share in the proceeds upon dissolution. As the analogue to
"membership" we employ the terms "participantship" or "partici-
pation.”

This draft reflects this wording change, although
there are relatively few sections in Chapter 2 for which the

distinction is important.

The most important section of this chapter for policy
purposes is Section 5230, which would confront the major policy
questions we discussed but did not resolve at the last meeting.
We present three alternative drafts of this secﬁion in order
to provide the Committee with a more concrete focus for dis-
cussion. The discussion following that section highlights

the issues involved.

(1)
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Chapter Two
Organization and Bylaws
Article 1: Purposes
Section 5210. Subject to any other provision of
law of this state applving to the particular class of non-
stock corporation or line of activity, a nonstock corporation
may be formed under this division for any lawful purpose

other than the distribution of gains, profits or dividends to

its members or participants.

DISCUSSION: This language is similar to §9200 of the
.current code. (All references to the "current code" or the "cur-
rent law" are to the now prevalling General Nonprofit Corporation
Law, §9000-9802 of the Corporations Code, as well as to the related
provisions which follow these sections in Division 2 of-the Corpora-
tions Code. None of these provisions were amended by the Corpora-
tions Code revision. References to "CC" are to the new, revised
Corporations Code; where it 1s necessary to refer to the old
corporations code which will be replaced by this new revision
in January, we shall call it, simply, the old corporations code.)
There are no analogous provisions in the CC. The current Cali-
fornia law is very liberal in regard to the allowable purposes
for which a nonstock cofporation may be organized. See Groman

v. Sinai Temple, 20 Cal.App.3d 614, 99 Cal.Rptr. 603, which

holds both that a nonstock corporation may have as one of its
principal purposes the carrying on of a business for profit,
so long as the profits thus accumulated are not distributed by
way of dividends to the members, and that the providing of

services at a discount is not a prohibited distribution. BAs

1



indicated by the discussion papers presented at the September
meeting, we see no policy.purpose to be served by limiting the
activities of nonstock corporations.

This selection of course does not preclude a nonstock
corporation from conferring benefits upon its members or par-
ticipants in the form of reduced prices for certain services,

from paying reasonable compensation to its employees and of-

ficers, or from making distributions to members upon the winding

up and dissolution of a non-charitable nonstock corporation.
of these results are consistent with current law.

The introductory clause of the section - "Subject
to..." - is meant to preserve the provisions of any other law
regulating a particular kind of activity, such as the law
governing cooperatives.

Questions for Committee

1. Should current law, which does not limit the
purpose or activities of nonstock ceorporations, be continued?

Recommendation: Yes, although we may wish to keep

this guestion in mind during the revision process to consider
exceptions to it.
2. 1Is such a section necessary?

Recommendation: Yes. One may logically conclude

that a special section allowing formation of a nonstock corpora-

tion for all lawful purposes is superfluous, since that result

is implied where the law places no limitation upon the purpose



for which it may be formed, especially given the language of
proposed Section 5231 of this chapter, on the contents of
articles. Nonethéless, because of the peculiar tradition of
nonstock corporations, in which restrictioﬁs upon the purposes
for which they were formed were common, retention of a section

such as this does aid in making clear that there are no such

restrictions in California law.



Article 2: Formation

Section 5220. (a) One or more natural persons,
partnerships, associations or corporations, domestic or
foreign, may form a corporation under this division by
executing and filing articles of incorporation.

{b) Each incorporator and each director named
iﬁ the articles shall)sign and acknowledge the articles.

(c) The corporate existence begins upon the
filing of the articles and continues perpetually, unless
otherwise expressly provided by law or in the articles.

{d} A charitable nonstock corporation shall furnish

an additional copy of its articles to the Secretary of State

who shall forward that copy to the Attorney General.

 DISCUSSION. This draft is identical to Section 200
of CC, except for subsection (d).

Note that subsection {c¢) changes existing law 1in
allowing a corporation to limit the duration of its existence
in its articles, and subsection (b) deletes the provision con-
tain in current Secticn 9304(a) allowing "any other person
desiring to associate with" the first directors to sign the
articles of incorporation.

Subsection (d} is included at the request of the
Attorney General's office, which indicated to the Law Revision
Commission that such a practicé would aid them in their en-

forcement duties.



Question
Should the provision allowing third persons to sign

the articles be deleted?



Section 5221. (a) An existing unincorporated
association or organization may be incorporated under this
section, but this section does not preclude the formation of
a corporation under any other provisions of law, including
Section 5220 of this division, that would otherwise apply.

{b} Where an existing unincorporated association
or organization chooses to incorporate pursuant to this
section, the articles of inﬁorporatién shall

(1) set forth the name of, the existing unincorpecra-
ted association or organization, and

{(2) be accompanied by a verified statement of the
presiding officer, or a majority of the governing board, then
in office, of the association or organization, stating that the
membership of the association or organization has duly author-
ized the filing of the articles and the application of this
section. The affidavit may further state that fhe membership
has agreed to waive subdivision (f) of this section, but such
waiver shall be effective bnly if aéreed to by the unanimous

vote of all members of the association.

(c) The person or persons submitting the verified
statement required in subdivision (b) (2) shall sign, acknowledge,
execute and file the articles.

(d) The corporate existence begins upon the filing
of the articles and continues perpetually, unless otherwise

expressly provided by law or in the articles.



{e) The members of the association or organization in-
corporated pursuaﬁt to this section shall become participants of
the corporation so created, and all property held by the as-
sociation or organization shall belong to and vest in the
corporation so created upon £iling of the articles of incorpora-
tion, subject to all pre-incorporation encumbrances and claims
as if incorporation had not taken place.

(f) Neither the initial articles nor the initial
bylaws of the corporation shall distribute voting rights or
rights in the property of the corporation, in a manner which
reéuces the rights of any participant below those enjoyed as a
member in the predecessor association, nor shall the obligations
of any member be increased. Any subseguent changes in the arti-
cles or bylaws shall be governed by the applicable provisions of

this division.
pefined term: verified.

DISCUSSION: This provision has no analogue in the CC.

The basic questicon for the Committee is whether there
is a need for such provisions. Most are continued from current
law, which scatters them throughout the code (§§9202, 9300(f),
9304 (b), 9604). One could obviously incorporate an unincorpor-
ated association without such a section, by merely forming a new
corporation to which is transferred the property of the old asso-
ciatlon upon its dissolution. The articles of the new corpora-
tion could even provide for autgmatic participation for the mem-

bers of the defunct association.



To the extent a section such as this might be thought
necessary to establish that the incorporation of an association
is an allowable "purpose" (see current law §39202), it is obvicus-
ly now superfluous with the broad purpose language provided in
§5210. The only reason for retaining such a section, then, is
to provide a simpler method of incorporation. This section
probably does accomplish that purpose, although the difference
may be marginal -- and may not be worth the potential problems,
as explained below.

Some problems of the current law are cured by
this section. First, it should be noted that the section
is framed as an alternative method of formation available to the
association, thus allowing the association to proceed, if it
wishes, under §5220 instead, avoiding the application of this

section where it does not prove convenient for the particular

association. Where the association chooses to proceed under

this section, howéver,_the required affidavit must explicitly
state that the membership has approved its application. The

principal results of the choice of this section are the pro-

visions contained in subsections (e) and (f).

Subsection (e} is different from current law in a
number of ways. First, it provides for automatic vesting of
property, which would seem to be a principal convenience that
could he achieved by such a section. The current law in this
area 1s uncertain, although the meager authority which exists

is consistent with this section. See Security First National




Bank v. Cooper, 62 Cal.App.2d 653, 670 (1%44); CEB, Califeornia

Nonprofit Corporations, §2.6.

Where documents are fraudulently filed, asserting
approval of the aésociation which has not in fact been obtained,
case law indicates that the new corporation can continue to
exist, but that equity will require it to recdnvey the propertf
to the predecessor association which it purported to supplant.

Barber v. Irving, 226 Cal.app.2d 560, 30 Cal.Rptr, 192 (1964).

Without evaluating the merits of this rule, we recommend that
.this problem be left with the courts, and this section does
not address it.

The language used in (e) -- preserving all pre-incorpora-
tion claims upon the property -- is taken from §403 of the new
New York law. There may remain, however, difficulties under_the
recording acts which need be addressed here.

Second, subdivision {e) provides for automatic trans-
fer of membhership, but drops the language of the current law
providing that individual members méy "file their dissent in
writing" to avoid this result. There is no need for a special
provision allowing for the resignation of membe;ship; §5415,
in the chapter on memberé, covers the right to resign in gen-
eral language that would apply here. Moreover, the special
provision regarding "dissent" 1s troublesome, since it appears
to create a right without elaboration of its nature. Nor are
there cases construing this language.

This draft takes a different approach. It assumes

that the fact of incorporation, alone, cannot possibly pre-



judice the rights of individual members in some way entitling
them to special protection against the will of a majority which
wishes to incorporate. Instead; they require protection, if

at all, from changes in the internal structure of the organiza-
tion, which may occur incidentally to its incorporation and
which reduces their rights in it. Subsection (f) addresses
this concern by simply prchibiting such changes as part of the‘
process of incorporation, although they may of course be made
later under the same rules that apply to any other nonstock
corporation -- with appropriate safequards for the minority.
The only exception to the mandate of subdivision (f) is where
the members are unanimous, as provided in subdivision (b) (2).
This is to allow the convenience of this section to an organ-
ization where it has been demonstrated that there is no internal
controversy at all regarding the proposed changes, so that
there is no group of members requiring the protection of sub-
division (f).

As noted abéve, this section is not without potential
problems., First of all, subdivision (f}), while solwving the
difficulty that might otherwise arise with potential dissenters,
may set a standard for the new bylaws and articles which is
too uncertain to allow counsel to assure a client association
that it is in conformity. The automatic vesting of property
may produce reccrding act problems, as noted above. Nor does
the section answer the gquestion of the means by which the

association "duly authorizes" its incorporation. "Duly

10



authorized" can mean here, as it does in current law, a method
of authorizaticn that is proper under the law governing the
association. This will ordinarily be a majority vote as set
out in the association's bylaws.

On the other hand, few problems will probably arise
in the majority of cases in which there is no internal con-
troversy concerning the incorporation. Unanimous consent could
be obtained, thus waiving (f), or the identical rules could be
adopted for the corporation as the association. And in such
cases this section weould be of some convenience.

Question
Does this section, on balance, fulfill some useful

function which calls for its continuation?

11



Section 5222, (a) The Secretary of State shall not
file articles setting forth a name in which "bank", "“trust",
"trustee” or related words appear, unless the certificate of
approval of the querintendent of Banks is attached thereto.

(b) The Secretary of State shall not file articles
setting forth a name in ﬁhich "charitable", "charity", "church",
" foundation", "nonprofit" or related words appear, unless the
corporation is a charitable corporation.

{c} The Secretary of State shall not file articles
which set forth a name which is likely to mislead the public
‘or which is the same as, or resembles so closely as to tend
to deceive, the name of a domestic corporaticon, the name of a
foreign corporation which is authorized to transact intrastate
business or has registered its name pursuant to [Section 2101],
a name which a foreign corporation has assumed under [sub-
division (b) of [Section 2106], a name which will beccme the
record name of a domestic or foreign corporation upon the
effective date of a filed corporate instrument where there is
a delayed effective date pursuant to [subdivision ({(c) of
Section 110] or a name which is under reservation for another
corporation, except tha; a corporaticn may adopt a name that
is substantially the same as an existing domestic corporation
or foreign corporation which is authdrized_tc transact intra-
state business or has registered its name pursuant to [Section
2101], vpon proof of consent by such domestic or foreign
corporation and a finding by the Secretary of State that under

the circumstances the public is not likely to be misled.

12



The use by a corporation of a name in violation of
this section may be enjoined notwithstanding the filing of its
articles by the Secretary of State.

(d) Any applicant may, upon pavment of the fee
prescribed therefor in the Government Code, obtained from the
Secretary of State a certificate of reservation of any name
not prohibited by subdivision (b), and upon the issuance of
the certificate the name stated therein shall be reserved for
a period of 60 days. The Secretary of State shall not, how-
ever, issue certificates reserving the same name for two or more
consecutive 60-day periods to the same applicant or for the
use or benefit of the same person, partnership, firm or
corporation; nor shall consecutive reservations be made by or
for the use or benefit of the same person, partnership, firm
or corporation of names so similar as to fall within the

prohibitions of subdivision (b).

DISCUSSION: This language is identical to that which
appears in the CC §201, except for the addition of subsection_
(b}, the purpcose of which is apparent.

Section numbers in brackets will have to be adjusted

to mesh with the nonstock corporation code.

13



Alternative 1

Article 3: Articles of Incorporation

Section 5230. (a) The articles of incorporation
shall set forth one, but not more than one, of the following:

{1} "This corporation is organized for the following
public purpose Tinéert language describing purpose here]. It
is not organized for the private gain of any person."”

(2) "The purpose of thisrcorporation is to engage in
any lawful act or activity for which a nonstock corporation may
be organized under the General Nonstock Corporation Law."

{(3) "“This corporation is organized for the following
religious purpose [insert purpose here]. It is not organized
for the private gain of any person."

(b) A corporation including the statements described
in subdivision (a)(l) or (a) (3) shall be subject to the pro-
visions of thisiéadelépplying to charitable corporations.

{c) The articles shall not set forth any further or
additional-statement with respect to the purposes or powers of
the corporation, except by way of limitation or except as express-
ly reguired by any law of this state other than this division or
any federal or other statute or regulation {including the Internal
Revenue Code and regulations thereunder as a condition of acguir-

ing or maintaining a particular status for tax purposes).



Alternative II

Article 3: Articles of Incorporation

Section 5230. (a) The articles of incorporation
shall set forth one, but not more than one, of the following:

{1) "This corporation is organized for the following
public purpose [iﬁsert language describing purpose here]. It
is not organized for the private gain of aﬁy person. "

(2) "This corporation is organized for thé matual
benefit of [insert here language indicated by subdivision (c)},
and such persons may become participants in it according to the
rules and standards set forth in the bylaws."”

{3) "This corporation is organized for the following
religious purpose [insert purpose herej. It is not organized
for the private gain of any person.”

{b} A corporation including the statements described
in subdivision (a) (1) or (a)(3) shall be subject to the pro-
visions of this code applying to charitable corporations.

(c) The statement described in subdivision {a) (2)
may indicate that participantship is limited to those sharing some
common interest or occupation, or common commitment to some goal
or purpose, to those purchasing, ownlng, providing or selling par-
ticular services or goods, or who desire the goods or services to
be provided-by the corporation, to those desiring to associate
with each other for social or recreational purposes, or by any
other general standard identifying some group smaller than the gen-
eral public for whose mutual benefit the corporation is organized.
Nothing in this section or in a provision of the articles adopted
pursuant to it shall be constrﬁed to require a nonstock corpora-

tion to admit any particular person to participantship in it.
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(d) The articles shall not set forth any further or
additional statement with respect to the purposes or powers of
the corporation, except by way 6f limitation or except as ex-
pressly required by any law of this state other than this division
or any federal or other statute or regulation (including the
Internal Revenue Code and regulations thereunder as a condition

of acquiring or maintaining a particular status for tax purposes).
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Alternative III

Article 3: Articles of Incorporation

Section 5230. (a) The articles of incorporation
shall set forth one, but not more than one, of the following:

(1) "This corporation is organized for the following
public purpose [insert language describing purpose here]. It
is not organized for the private gain of any person.”

{(2) "This corporation is organized for the mutual
benefit of [insert here language indicated by subdivision (c¢)],
and such persons may become participants in it according to the
rules and standards set forth in the bylaws."

{3) "This corporation is organized for the private
gain of its directors, officers or participants and is not a
mutual benefit organization."

(4) "This corporation is organized for the following
religious purpose [insert purpose here]. It is not organized
for the private gain of any person.”

{b) A corporation including the statements described
in subdivision (a) (1) or (a) (4) éhall be subject to thé pro-
visions of this code applying to charitable corporations.

{c) The statement described in subdivision (a} (2)
may indicate that participantship i1s limited to those sharing some
common interest or occupation, or common commitment to some goal
or purpose, to those purchasing, owning, providing or selling par-
ticular services or goods, or who desire the goods or services to
be provided by the corporation, to those desiring to associate
with each other for social or recreational purposes, or by any
other general standard identifying some group smaller than the gen-

eral public for whose mutual benefit the corporation is organized.
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Nothing in this section or in a provision of the articles adopted
pursuant to it shall be construed to reguire a nonstock corpora-
tion to admit any particular person to participantship in it.

(d) The articles shall not set forth any further or
additional statement with respect to the purposes or powers o?
the corporation, except by way of limitation or except as ex-
pressly reguired by any law of this state other than this division
or any federal or other statute or regulation (including the
Internal Revenue Code and regulatiops thereunder as a condition

of acquiring or maintaining a particular status for tax purposes).
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DISCUSSION: We are proceeding upon the assumption that
the code cught to at least distingpish between charitable cor-
porations and others, as agreed at our November meeting.

The purpose of Section 5230 is to facilitate whatever
distinction that we may wish to draw by requiring corpora-
tions to characterize themselves in their articles, so
that they may be readily identified.

Alternativerl is the simplest of the three
alternative sections. It basically distinguishes between
charitable corporations and all others, attempting no
characterization of these others. Religious organizations
are separately identified from remaining charitables for
the convenience of subsequent drafting, as we may wish to
exempt them from requirements that would otherwise be imposed
upon all nonstock corporations. It is likely, for example,
that the state would not consistent with the First Amend-
ment prescribe any rules of internal governance for a re-
ligious organization. While we do not here confront the
issues that may arise which are peculiar to religious cor-
porations, this approach should facilitate drafting solutions
when we do deal with those issues.

It should be noted that other provisions of the
code prohibit a non-charitable corporation from calling itself
a charity, a church, a foundation, or varients of such terms.
See §5222(b}. Moreover, we may wish to include provisions
prohibiting any but charitable or religious corporations

from holding themselves out as charities, regardless of the
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name they employ. In any event, there is authority in the
case law for treating an organization as a charitable one
where equitable principles so require, regardless of its

self-characterization. See Lynch v. Spilman, 67 Cal.2d 251, &2

Cal.Rptr. 12 (1967).

The arguable difficulty in Alternative I is its
failure to place any limitation upon the formation of nonstock
non~charitable corporations with no participants [members],
and which are organized in fact to conduct a profit-making
endeavor for the private benefit of the director-owners. This
is basically the problem presented to the Committee on pages
10 through 13 of the memorandum of November 23, 1976, considered
at our last meeting. Alternative II represents an effort to
deal with this problem.

The approach of Alternative XII is reflected in its
provisions (a) (2) and (c), which are the only differencés between

it and Alternative I. Alternative II, in effect, leaves the

non-charitable corporation with no option under the nonstock
code other than forming itself as a mutual benefit organization.
The organization itself, of course, defines the group of

people for whose mutual benefit it is created and the code

would make no attempt, as a general matter, to impose upon

such a corporation a reguirement that any particular person or
class of persons be admitted to participation [membership].
Such a provision is not as limiting as it might appear.

For example, a nonstock corporation such as Mastercharge
would have no difficulty forming itself under such a

provision. Its articles would simply indicate that it is
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organized for the mutual benefit for those banks with Mastercharge
cards. Trade associations would likewise be able to organize
under such a provision. In theory, this section would exclude,
however, the priva£e entrepreneur who forms a nonstock corpora-
tion which in fact has no purpose other than the conducting of

a business for the founders' personal financial gain. For

example, one could form an automobile club or a tennis club

under the current nonprofit law and commence offering services
to the public in competition with hoth true membership clubs and
-profit making organizations offering the same services. While
the organization would superficially resemble other clubs which
in fact confer participantship [membership] rights upon club mem-
bers, in fact the founding entrepreneur would retain complete
control over selection of the board of directors and rights to
all the assets upon dissolution. The founder would do so by hav-
ing the only voting rights in the organization.

The issue is whether such a profit making "club”
should be allowed to organize underlthe nonstock code rather
than as a business corporation. This section attempts to
preserve the concept of nonstock corporations for use as
mutual benefit entities; excluding this kind of organization.
The difficulty, assuming that one agrees with the policy
underlying Alternative II, is in the practical enforceability
of its language. It cobviously does not attempt to impose
upon the mutual benefit organization detailed reguirements

to insure that people are admitted to participantship [member-
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ship]. To do so would run the risk of intruding unduly into
the affairs of private social clubs and other organizations.
Alternative III takes 'a somewhat different approach.
It follows the ocutlines of Alternative II, but openly allows
a nonstock entrepreneur to organize under subdivision (a) (3).
Alternative IXII thus adopts a.policy of allowing such groups
to employ the nonstock code, so long as they openly identify
themselves as such. The difficulty is in distinguishing
between a mutual benefit organization and an organization
operating for the private gain of its members.
Question

Which approach should be adopted?
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Section 5231. The articles of incorporation shall
also set forth, in addition to the statement required by §5230:

{a) The name of the nonstock corporation.

{b} The following statement: The corporation may
engage in any lawful act or activity for which a nonstock
corporation may be organized under the General Nonstock Corpor—-
ation Law of California.

{¢) The name and address in this state of the
corporation's initial agent for service of process in accord-
ance with [subdivision (b) of Section .1502].

{(d) The classes of members or participants, if any,
and if there are two or more classes, the rights, privileges,
preferences, restrictions and conditions attaching to each class.

{e) The articles shall not set forth any further or
additional statement with respect to the purposes or powers of
the corporation, except by way of limitation or except as ex-
pressly required by any law of this state other than tﬁis
division or any Federal or other statute or regulation (in-
cludi£g the Internal Revenue Code and regulations thereunder
as a condition of acquiring or maintaining a particular status

for tax purposes).

DISCUSSION: This section follows the approach of the

CC §202, although certain provisions are necessarily different,
‘such as the content of the statements reguired by subdivisions
{b) and (c). Note also that subdivision (d) assumes that classes

of both members and participants will be allowed.
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Subdivision (d), on classes of members or participants,
differs in that it cross-references a section which does not
appear in the CC. That section has not yet been drafted, but
as envisioned would provide for some administrative mechanism
by which misleading or unjust class structures might be avoided.

The section is more fully discussed in Chapter 4.
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Section 5232. (a) The articles of incorporation may

" set forth any or all of the following provisions, which shall

not be effective unless expressly provided in the articles:

(1) a provision granting, with or without limitations,
the power to levy assessments upon the members or participants;

(2) a provision setting forth special qualifications
of persons who may be members or participants, [beyond those
which may be indicated in subdivision (a) (2) of §5230, or (sub-
ject to §5410), setting forth that it shall have nc members or
participants];

(3) a provision limiting the duration of the corpora-
tion's existence to a specified date;

(4) a provision requiring, for any or all corporate
actions (except as provided in [sections dealing with cumulative
voting, removal of directors and dissclution]) the vote of a
larger proportion of, or of all of, the members or participants
of any class, or of a larger proportion of, or all of, the
directors, than is otherwise required by this division;

» (5) a provision limiting or restricting the activities
in which the corporation may engage or the powers which the
corporation may exercise or both;

(6} a provision conferring upon the holders of any
evidences of indebtedness, issued or to be issued by a non-
charitable corporation organized or existing under this division,
the right to vote in the election of directors and on any other
matters on which participants may vote under this division even

if the non-charitable corporation does not have participants;
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(7) a provision conferring upon participants the
right to determine the consideration for ﬁhich participantships
shall be issued;

(8) a provision which would allow any member or
participant to have more or less than one vote in any election
or other matter presented to the members or participants for a
vote, except that no such provision may be put into effect with-
out first complying with §[X];

(9) in the case of a subordinate body instituted
or created under the authority of a national organization, a
provigion setting forth either or both of the following:

{a) that the subordinate body thus incorporated
shall dissolve whenever its charter is surrendered
to, taken away by, or revoked by the head or national
body granting it, in accordance with [sections
governing decision to dissolve], but without the
necessity of obtaining a vote of its participants,
as would otherwise be required.

(b) that in the event of its dissolution pur-
suant to an article provision allowed by subdivision
(9) (a) af this section, or, in the event of its
dissolution for any reason, any assets which would
otherwise be distributed in accordance with [sections
governing distribution of assets] shall instead be
delivered to the parent body, but the dissolution

shall otherwise be governed by [sections on disso-
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lution] insofar as they apply, except that the parent

body shall stand in the place of participants for the

purpose of Section [section making participants liable
for any éurplus wrongfully distributed to them].

(b) ©Nothing contained in subdivision (a) shall
affect the enforceability, as between the parties thereto, of
any lawful agreement not otherwise contrary to public policy.

(c) The articles of incorporation may set forth any
or all of the following provisions;:

{1) The names and addresses of the persons apﬁointed
to act as initial directors.

(2) Provisions concerning the transfer of membership
interests, in accordance with Section 5412.

(3) Any other provision, not in conflict with law,
for the management of the activities and for the conduct of the
affairs of the corporation, including any provision which is
regquired or permitted by this division to be stated in the

bylaws.

DISCUSSION: This section follows closely CC Section
204, the majér differenées being in sﬁbéivision {a) (8) and
(a) (9). For discussion of (a)(8), see comment under §5231. HNote
also that at this point we leave open the guestion of cumulative
voting, although it is ;eferenceé in places such as (a) (4) of
this section, in the event it is adopted.

Subdivision {a) (9} derives from current law, §5%203
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and 9802, but departs from it in that (a) the provisions must
be stated in the articles, and (b) they are optional -- that
is, the subordinate body is not regquired by state law to fol-
low them, but is permitted to do so, and presumably will do

so toc the extent reguired by the parent organization as a con-
dition for obtaining a charter. The language of our provision
also departs from current law in an effort to make clear that
the general rules governing dissolution still apply, and in en-—
suring that the parent body is liable for any claims upon the
assets received, where it would be liable if it were a member
or participant receiving assets upon dissolution.

Subdivision (b) 1s taken verbatim from the CC. Sub-
division (c) is also similar to the CC, but drops the pro-
vision allowing the articles to set restrictions upon the right
to transfer shareholder interests, instead referencing Section
5412. Transfer of membership interests presents a different
guestion than stock restrictions. BSee Section 5412 in Chapter 4.

Note that subdivision (a) (2} as drafted assumes that
Alternative II or III of §5230 is adopted, and that it also
assumes that non-charitables might be formed with no partici-
pants.

Finally, it should be observed that (a) (6) as written

would apply only to non-charitable corporations.
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Section 5233, For all purposes other than an action
in the nature of guo warrantc, a copy of the articles of a
corporation duly certified by the Secretary of State is con-
clusive evidence of the formation of the corporation and

prima facie evidence of its corporate existence.

DISCUSSION: This section adopts verbatim CC Section

209,
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Section 5234, If initial directors have not been
named in the articles, the incorporator or incorporators,
until the directors are elected, may do whatever is necessary
and proper to perfect the organization of the corporation,
including the adoption and amendment of bylaws of the

corporation and the election of directors and officers.

DISCUSSION: This section adopts wverbatim CC Section
-210.
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Article 4: Powers

Section 5240. (a) A nonstock corporation shall
have the power to

(1) Adopt, use, and at will alter a corporate seal,
but failure to affix a seal does not affect the validity of
“any instrument.

{2) Adopt, amend, and repeal bylaws.

(3} ©Qualify to conduct its activities in any other
state, territory, dependency or foreign country.

{4) Issue, purchase, redeem, receive, take or
otherwise acquire, own, sell, lend, exchange, transfer or
otherwise dispose of, pledge, use and cotherwise deal in and
with its own bonds, debentures and notes.

{(5) Pay pensions, and establish and carry out
pension, saving, thrift and other retirément, incentive
and benefit plans, trusts and provisions for any or all of
the directors, officers and employees of the corporation or
any of its subsidiary or affiliated corporations.

(6) Issue certificates evidencing membership or
participation but such certificates shall contain the statements
that |

{a) either
(i) (if the corporation is charitable)
the corporation can never make distributions to
its members; or
(ii) (if the corporation is not charitable)
the corporation may only make distributions to

its participants upon dissolution;
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(b) (if the corporation is charitable) a state-
ment that the membership is not transferrable;

{c) {if the corporation is non-charitable) a
statement as to whether the participation is transfer-
rable, and if so, a Statement that a copy of the re-
strictions on transferrability imposed by the corpora-
tion, 1f any, are on file with the Secretary of the
corporation and are open for inspection by a partici-
pant on the same basis as the records of the corporation.
(b} A nonstock corporation shall also have all of

the powers of a natural person in carrying out its activities,
including, without limitaticn, the power to

{1} make donations, regardless of specific cor-
porate benefit, for the public welfar; or for community funds,

" hospital, charitable, educaticonal, scientific, civic or similar
purposes.

{2) subject to the provisions of Section [on loans
to insiders], assume obligations, enter into contracts;.in—
ciuding contracts of guarantee or suretyship, incur liabilities,
borrow or lend money or otherwise use its credit, and secure
any of its obligations, contracts or liabilities by mortgage,
pledge or other encumbrance of all or any part of its property
and income.

{3) participate with others in any partnership,
joint venture or other association, transaction or arrangement
of any kind whether or not such participation involves sharing

or delegation of control with or to others.
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{c) The powers allowed by this section shall be
subject to any limitations contained in the articles, and to
compliance with other provisions of this division and any

other applicable laws.
Defined terms: certificates, distributions

DISCUSSION: The format of this section is substan-

tially the same as CC Section 207 from which it principally

derives, although it separates into two subdivisions, (a) and
(b}, the inherently corporate powers and the other powers.

ParaQraph {1}, (2) and (3) of subdivision (a) are
taken verbatim from the CC. Paragraph {4), while derived from
the CC, differs in that reference to shares or "other secur-
ities™ is deleted, as is the cross-reference to Section 510 of
the CC governing the status of shares acquired by the issuer.
Paragraph (5) differs by deletion of the references to profit
sharing and various share option plans. Paragraph (6) derives
from Section 92607 of current law, although the required state-
ments regarding transferability ana distribufions are new.
Note the distinction we draw between charitable and non-chari-
table corporations. .

Paragraphs (1), (2} and (3) of subdivision (b} derive
from the CC except that the reference to "franchises" is de-
leted from (2)}.

Subdivision (c) derives from the introductory sentence
of CC §207.

Current law also includes provisions specifically

authorizing a nonstock corporation to receive property, including
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stocks and bonds, to act as trustee, and to do all other acts
necessary or expedient to the affairs or purposes of the corpor-
ation. §9501. These are deleted here as superfluocus, and

there are no analogous provisions in the CC.
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Section 5241, (a) Nothing in this division shall
preclude a nonstock corporation from carrying on a business
at a profit, but the articles may limit or restrict this power.

(b} Nothing in this division shall exempt the
business activities of a nonstock corporation from any law
that would otherwise apply which regulates, limits, restricts,
or prohibits any form of business activity.

{c) Any gain or profit that results from the bus-
iness activity of a nonstock corporation may be applied to
any lawful activity in which it may engage.

{d) This section is declarative of existing law.

DISCUSSION: Section 9200 of the current cede provides

that
"carrying on business at a profit as an incident
to the main purposes of the corporation and the
distribution of assets to members on dissolution
are not forbidden to nonprofit corporations, but
no corporation formed or existing under this part
shall distribute any gains, profits, or dividends
to any of its members as such except upon dissolu-
tion or winding up."
Although the language of the current law might have been read
as restricting the business activities of a nonstock corpora-
tion to those which are incident to some other principal pur-
pose, judicial gloss on this section has established that a
nonstock corporation, even a charitable one, may conduct bus-

iness activities as one of its principal purposes. Groman

v. Sinai Temple, 20 Cal.App.3d 614, 99 Cal.Rptr. 603 (1971),

and this section seeks merely to conform the statutory language
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to this gloss. It should therefore effect no change in exist-
ing law. If of course remains the case that the nonstock corpor-
ation may make distributions to its members; see Section 5232
below. The purpose of subdivision (d) is to ensure that bus~
iness activities currently conducted by nonstock corporations
are not questioned by virtue of this section.
Questions

l. Is subdivision (b} really needed, and if so,
should it go here or at the beginning of the Code in a more
general section?

2. Should (d) be part of the statute?
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Section 5242. {a) & nonstock corporation shall not
make any distributions to its members or participants unless as
authorized by [section on dissoluticn].

({(b} Nothing in subdivision f{(a) shall preclude a
nonstock corporation from

(1) paying reasonable compensation to participants,
members, or directors for services actually rendered, except as
prochibited by §[X].

(2) providing goods or services to its participants

at a discount or otherwise, as a principal activity.)

DISCUSSION: The portion of this section prohibiting dis-
tribution of gains, profits or dividends to members or partici-
pants derives from Section 9200 of current law; see comment to
Section 5241 above. This section must obviously provide for the
exception of the disscolution of non-charitable nonstock corporations.
The provision allowing the corporation to pay compensation to its
members, participants or directors may be redundant, but its rep-
eitition here may aid in establishing beyond doubt that such com-
pensation does not violate the prohibition upon dividends. However,
in the case of charitable corporations, membership on the board
of directors of persons emploved by the corporation may consti-
tute a violation of fiduciary obligations. Section [X].yvet
to be drafted, will spell out these fiduciary duties and is
thus cross-referenced here. Section 9200 of current law pro-

vides that a nonstock corporation may be formed for the
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purpose of "rendering services", and in Groman v. Sinai

Temple, supra., the court held that the Code does not prohibit
a charitable corporation from conducting a funeral business at
a profit while affording its members a discount for cemetary or
mortician services. Subdivision {b)(Z) codifies this rule.

However, the subdivision may raise more problems than it cures,

since it arguably gives statutory sanction to an evasion of

the ban uﬁon distributions. The evasion would take the form of
a distribution of gain through easily resaleable goods, per-
haps sold to the member at a nominal fee. Moreover, it is
unlikely that absent this section a court would conclude that

a nonstock corporation such as FedCo wvioclated the prohibition

upon distributions.

An alternative, and we believe superior, way of
dealing with these issues would be to define distribution in
Chapter 1 in a manner excluding compensation for services
actually rendered, while leaving the guestion of excess com-
pensation to be dealt with in the sections on fiduciary ob-
ligations. This would eliminate all need for (b)({l), and in
our view both (b) (1} and (b) (2) could therefore be deleted.
Question

Should subdivision (b) be retained? Recommendation:
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Section 5243. Subject to Sectibn 5244:

(a) No limitation upon the activities, purposes, or
powers of the nonstock corporation or upon the powers of the
members, participants, officers, or directors, or the manner of
exercise of such péwers, contained in or implied by the articles
or by Chapters 18, 19, and 20 shall be asserted as between the
nonstock corporation or member or participant and any third
person, except in a proéeeding {1) by a member or participant
or the state to enjoin the doing or continuation of unauthorized
activities by the nonstock corporation or its officers, or both,
in the cases where third parties have not acquired rights thereby,
{2) to disscolve the nonstock corporation, or (3) by the nonstock
corporation or by a member or participant suing in a representa-
tive suit against the officers or directors of the nonstock cor-
poration for violation of their authority.

(b} Any contract or conveyance made in the name of
a nonstock corporétion which is authorized or ratified by
the board, or is done within the scope of authority, actual or
apparent, conferred by the board or'within the agency power
of the officer executing it, except as the board's authority
is limited by law other than this division, binds the non-
stock corporation, and the nonstock corporation acquires
rights thereunder whether the contract is executed or wholly
or in part executory.

{(c) This section applies to contracts and convey-
ances made or to be performed by foreign nonstack corporations

in this state and to all conveyances by foreign nonstock
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corporations of real property situated in this state.

DISCUSSION: Section 5243 is virtually identical to
CC Section 208, and current law. See former Section B03 of
the old corporations law, applied to nonstock corporations

in Osteopathic Physicians & Surgeons v. California Medical

Ass'n., 224 Cal.App.2d 378, 401, 36 Cal.Rptr. 641 (1964).
Chaptexrs 18, 19 and 20 refer to dissolution.
The principal difference between this and CC §208

is the reference to §5244., See that section.
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Section 5244. (a) Notwithstanding Section 5232,
in the case of a nonstock corporation holding assets in
charitable trust, a director, member, or other person with
an interest in the trust property, or the Attorney General,
may bring an action to enjoin the breach of the charitable trust
regardless of whether third parties have acquired rights by

virtue of the breach.

{b) In an action under this section, the court
may enjoin the performance of a contract if all of the
parties to the contract are parties to the action and if
it is equitable to do so.
(c) Notice shall be given to the Attorney General
by any other person bringing an action under this section, and

the Attorney General may intervene.

Defined terms: member, charitable trust

DISCUSSION: This section provides an exception to
Section 5243 which is not found in the CC. It derives, how-

ever, from existing case law; see Holt v. College of Osteopathic

Physicians and Surgeons, 61 Cal.2d 750, 40 Cal. Rptr. 244, 394

P.2d 932 (1%64), overruling in part George Pepperdine Foundation

v. Pepperdine, 126 Cal. App.2d 154, 271 P.2d 600 (1954). This

case did not focus upon the problem created when the rights
of third parties are cut off; rather, the case stands for
the proposition that certain private parties with sufficient
interest, as well as the Attorney General, can sue to enjoin

the breach of a charitable trust. Nevertheless, the Holt
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opinion allowed the trial court in that case to enjoin the per-
formance of contracts in violation of the charitable trust. The
court identified directors of the charitable corporaticn as
having sufficient standing to bring such an action by virtue
of their office, and gquotes with approval language from a prior
case stating that "the only person who can object to the dis-
position of the trust property is one having some definite
interest in the property -- he must be a trustee, or a cestui,
or have some reversionary interest in the trust property.”
61 Cal.2d at 753. The statutory language employved above is
intended to reflect this holding, except for the addition of
"members" tc the list of those who may bring such an action 5y
virtue of their position.

The provision requiring notice to the Attorney
General when such an action is brought by some other person is
also reflective of existing law and of the language in Holt;

see 61 Cal.2d at 756 and In re Los Angeles County Pioneer

Society, 40 Cal.2d 852, 861, 257 p.2d 1.
Questions -

(1) Should the ultra vires doctrine have greater
reach in the case of a ﬁonstock corporation violating a chari-
table trust than in the case of a business corporation or other
nonstock corporation? If so, should actions in the expanded
area be limited to the Attorney General, or should private
parties be allowed to bring them as well?

Note that the trust the breach of which is action-

able under this section may be based upon restrictions in the
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articles of incorpeoration, or may arise entirely independently
from the articles, under general principles of trust law.

{2) Do we wish to prbvide in addition for some
form of private action by an innocent third party who loses
contract rights by virtue of an injunction issued under'this
section, to be brought against the directors cor officers re-

sponsible for the breach of trust in guestion?
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Article 5: Bylaws

Section 5250. Bylaws may be adopted, amended or re-
pealed by approval of the members or participants [see Section X]
or the board, except as provided in Section 5251. The board's
power to adopt, amend or repeal bylaws shall be subject to the
power of the participants [{(or members} (but not of members}].
[Except in the case of a charitable corporation,] the articles
or bylaws may restrict or eliminate the power of the board to
adopt, amend or repeal any or all bylaws, subject to subdivision

{(a) (4) of Section 5232.

DISCUSSION: This section follows closely CC Section
_211. Current law, as stated in Section 9400, is similar ex-
cept that (a) it explicitly reserves to the members the power
to adopt a bylaw fixing the number of directors, except where
the articles or bylaws fix an indefinite number; and (b) it
explicitly allows the articles or bylaws to require a éﬁper—
méjority vote of the members to change the bylaws. Point (a)
is covered here in Section 5251, and point (b) is now covered
by Section 5232(a) {4).

This principal difference between this section, com-
pared to current law and the CC, is the potential different
treatment of charitable corporations. For charitable corpora-
tions the obligations of directors are principally to the char-
itable purpose rather than to the members, if there are any. A

greater degree of independence from members may be preferable.
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The membership vote actually required by this section
would be fixed in Chapter One where "approval of the members”
would be defined,las in CC Section 152, and a cross-reference
to this definitional section is included in tﬁis section, as it
is in CC Section 211.

The cross-reference to Section 5251 derives from the
CC, which has an.analogous reference to CC §212, and is pre-
sumably meant to refer to the provision in that section pro-
tecting a minority interest from having the total number of

-directors reduced below the point at which they could success-
fully cumulate their votes to elect one. The matter of cumu-
lative voting will be considered later.

Question

Should a distinction be drawn between the rights of

members or charitable corporations and participants of non-

charitable corporations to adopt, amend and repeal bylaws?
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Section 5251, {a} The bylaws shall set forth
(unless such provision is contained in the articles, in which
case it may only be changed by an amendment of the articles)
the number of directors of the corporation; or that the num-
ber of directors shall be not less than a stated minimum nor
more than a stated maximum (which in no case shall be greater
than two times thé stated minimum minus one), with the exact
number of directors to be fixed, within the limits specified,
by approval of the board or, except in the case of the chari-
table corporation, the participants, in the manner provided in
the bylaws, subject to subdivision {a} {4) of Section 5232. The
number or minimum number may be one or more,

(b} Once persons have been admitted to participation
[or membershipl], a bylaw specifying or changing a fixed number
of directors or the maximum or minimum number or changing from
a fixed to a variable board or vice versa may only be adopted
by approval of the participants [or members] (Section X}; pro-
vided, howe%er, that a bylaw or amendment of the articles re-
ducing the number or the minimum number of directors to a
number less than five cannot be adopted if the votes cast
against its adoption at a meeting, or the participants f[or
members] not consenting in the case of action by written con-
sent, are eqgual to more than 16 2/3 percent of the wvotes the
participants {[or members] are entitled to cast.

{c) The bylaws may contain any provision, not in
conflict with law or the articles, for the management of the ac-

tivities and for the conduct of the affairs of the corporation,
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~including but not limited to:

(1) any provision referred to in Section 5232(c).

(2) the time, place and manner of calling, con-
ducting and giving notice of members’', participants’', directors’
and committee meetings, or of conducting mail ballots,

{3} the qualifications, duties and compensation of
directors; the time of their annual election; and the require-
ments of a quoruﬁ for directors' and committee meetings.

(4) the appointment and authority of committees of
the board.

{5} the appointment, duties, compensation and ten-
ure of officers.

{6) the mode of determination of members or partici-
pants of record.

(7) the making of annual reports and financial state-
ments to members or participants.

(B) admission and transfer fees.

(d) the bylaws shall provide for the manneribf
admission, withdrawal, suspension, and expulsion of participants
or members for forfeitures or termination of participantships, con-

sistent with the regquirements of Section 5414 of this division.
Defined term: mail ballot

DISCUSSION: This section follows closely CC Section
212, insofar as it applies to non-charitable corporations, with

the following differences:

(a) one person boards of directors are allowed.
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(b} the addition of "or of coﬁducting mail ballots"
to (e) (2).

(c) the addition of (c) (8).

{d) the addition of (d). This last is the only change
of consequence. ﬁven if the chapter on participants is ultimately
drafted without a provision setting forth some minimal protections
that would be regquired before expulsion or forfeiture, a sep-
arate basic requirement of due process is that the rules --
whatever they are -- are set out in advance rather than created
on an ad hoc basis. This section ?s presently framed, however,
.on the assumption that there will be a separate section setting
forth minimum procedural protections, and that section is cross-
referenced here, in (d). This provision could be enforced by
providing that no expulsion carried out in violation of the
statutory requirements would be effective. See Section 5414.

The section dealing with expulsion may provide different rights
for members than for participants. In the alternative we may
wish to reconsider the guestion of whether bylaws must set forth

the manner in which members are expelled.
Note alsc that this section is drafted on the

assumption that the code will mandate cumulative voting for
non-charitable corporations. A decision on this point, of
course, is yvet to be made.
Question

Should distinctions be drawn between the rights of
participants and members in determining the make up of the

board of directors?

48



principal
executive
office in

bylaws as

Section 5252. Every corporation shall keep at its
executive office in this state, or if its principal
office is not in this state at its principal business
this state, the original or a copy of its articles and

amended to date, which shall be open to inspection by

the members or participants at all reasonable times during office

hours. If the principal executive officer of the corporation is

outside this state and the corporation has no principal business

office in

member or

this state, it shall upon the written request of any

participant furnish to such member or participant a

copy of the articles or bylaws as amended to date.

DISCUSSION: This section follows almost verbatim

CC Section 213. The only change is in making this sectieén

apply to the articles as well as the bylaws. This was sug-

gested by

Section 5266 of the Law Revision Commission draft.

While the change is not of major importance, since the articles

would be available in any event from the Secretary of State,

it appears on balance to be a good idea.
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