#77.400 10/7/76
B | ‘emorandum 76-90 |
Subject: Study 77.400 - Nonprofit Corporations (Comments Concerning
~ Division 2--ionprofit Corporation Law)

This memorandum analyzes the comments received relating to the por-
tion of the tentative recommendation containing the basiec Nonprofit
Corporation Law--proposed Division 2. The exhibits referred to are all
attached to Memorandum 76-33. TIn addition to the commenta get out as
exhibits, this memorandum summarizes comments made by the Commission's
consultant, Mr, Whitman, in a mewmorandum to the stzff that has not been
reproduced. The staff also has some substantive problems with the
draft, which it .ralgses at this time (there are additional technical and
conforming changes, that will be necessary before the final report is
printed). = Any problems that the Commisaion has with any portion of the
draft should also be.raised at this time.

30/968
Preliminary Part of. Tentative Recommendation
. The Commission's consultant, Mr. Davis (Exhibit XXXXVI--buff),
makes a number of suggeations relating to the preliminary part of the

tentative recommendation that explains the proposals. - The staff be-
lieves .these suggestions are good and plans to work them into the final

043/177

Organization of Statute
Exhibit XIIT (gold) belleves Chapter 5 (corporate finances) is

misplaced between the chapter relating to members and the,cﬁgptg:-relﬁt—
ing to members' meetings and consents. Corporate finance should follow
all the membership chapters. Exhibit XXXIX (buff) believes thét the -
membership chapters should precede the directors chapter;.mémbggs are .
more important -to nonprofit corporations, and this would conform to the
normal organization of the bylaws.. The Commission's consultant, Mr.
Davis (Exhibit XXXXVI--buff), offers a total reorganization of the

statute.



The staff has a lot of sympathy for these points. The reason for
the present organization is to parallel that of the business corporation
law. Howevér, the paralle; 1s not as strong as originally conceived,
and there are many depaftures. Qe could reorganize the statute, but at

this point it would involve extensive renumbering.

30/969

Scope of Statute

Exhibit L (pink) feels that some nonprofit organizations, particu-
larly schools and churches, need more control. "I do not recommend the
Law Revision Commission take on that battle at this time, = The staff
observes that schools and churches are exempted from coverage of the
Uniform Supervision of Trustees for Charitable Purposes Act, which
apparently has prompted this comment. See Govt. Code .§ 12583, The_r
staff agrees that it would not be profitable to pursue this aspect éf
the law; the Attorney General may wish to attempt to expand the coverage
of the Uniform Supervision Act.

While the scope of the Commigsion's project does not include revi-
sion of the tax laws (see discussion in Memorandum 76-83)}, the Commia-
sion has attempted to draw its proposals so as not to affect the tax
status of monprofit corporations. Exhibit XXV (buff), a comment of the
nonprofit corporations subcomrittee of the State Bar Committee on Taxa-
tion, finds "no serious fault in the proposed legislation insofar as the

taxation of these entities is concerned.’

30/970

Charitable Corporatlons

Cne general problem that runs throughout the statute is the treat-
ment of provisions that relate to nonprofit corporations ‘'organized for
charitable purposes.” There are a number of such provisions, which are
listed in the Comment to Section 5250. It 1s not clear, however, how
such nonprofit corporations can be identified since charitable purposes
are not defined, and the statute does not make clear whether "organized
for charitable purposes" means exclusively, predominantly, or simply
having one or more charitable purpcses. Exhibit XVIII (buff) makes this

P



point; the Commission's comsultant, !Ir, Whitman, has also written an
extensive ﬁemorandum to the stafffcoﬁéerﬁing this problem. Exhibit
XXXXVIII (gold)} suggests that, while defining charitable purposes is
inadvisable, perhaps some suggestion of their scope might be placed in a
Comment. N _ ‘

The question of the definition‘of ;haritable purposes 1is one that
the Commission has discussed on several occasions. Charitable purposes
are not really susceptible to definiti{on since they are broad and chang-
ing. The staff agrees that the Commission has reached the proper deci-
slon to allow charitable purposes to be defined through the development
. of case law: however, it would be possible to cite some of the cases
giving the term a broad interpretation.

Ihe definition of a nonprofit corporation organized for charitable
;pufﬁoégs," on therothér hand, is susceptible_to definition. As used in
.tﬁe statute, it is‘intended to mean a nonﬁrofit cofpcration that 1is
Sufficiently involved in charitable activities that it should be con-

. sidered ‘as holding all its assets and receiving general donations im-
pressed with a charitable trust. The staff suggests the addition of the
rfollowing definition to the statute: '

5 5163. Honpreofit corporation organized for charitable purposes

5163. '"Nonprofit corporation organized for charitable pur-
poses' means a nonprofit corporation formed and operated predomi-
nantly or exclusively for charitable purposes.

Comment. The phrase defined in Section 5158 is used in the
following provisions*

'Notice to Attorney General of formation 5223
-Special ultra vires provision . § 5232
Contents of articles § 5250
Management of charitable property § 5560
Attorney Gemeral supervision § 5364
Property received on general charitable trust § 5565
Common trust funds § 5570
Hotice to Attornmey General of disposition of assets 5 6012
Hotice to Attorney General of merger or consolidation § 5142
Pivision limited § 6210
Notice: to Attorney General of division § 6242
Reports to Attorney General not affected 3 6527
Purchase of umemberships to avold dissclution oo

- prohibited . ~§ 6740



6773
14512
14801

Dispositiou of assets on dissolution
Hame containing the word "charitable"
Conversien prohibited '

WY & WD

It should be. noted that the phrase ''charitable purposes," as
~used in this section, is used in its broadest sense, it being
impossible to enumerate specifically all purposes that are chari-
“table in mnature. See, ‘e.g., discussion in Lynch v. Spilman, 67
Cal. 2d 251 431 P. 2d 636, 62 Cal. ®ptr. 12 (1967).

. 3431176
3 5102. Scope of division

Under Section 5102, the statute applies unless there is a special
statutory provision inconsistent with the statute. Exhibit XXXI (gold)
querles this provision since one of the bbjecta of the statute 1s tb
eliminate the welter of provisions relating to nonprofit ccrforations.
The answer to this query is that the statute does eliminate a variety of
related provisions in favor of one uniform prqvision._ houever, there
are a number of gpecial provisions that relate tb particular types of
nonprofit corporatlons that are retained. For example, proxy voting and
cumulative voting are prohibited In certaln types of medical and lepal
services corporations. There is a more complete {llustrative listing of

special provisions of this type in the Comment.

30/972

5 5126. Articles
The Commission's consultant, !ir. Davis {Exhibit XXXXVI--buff), sug-

gests that the definition of "articles” should include plans of division
and conversion and agreements of merger and consclidation. This is
unncessary since, under the Commission's statutory scheme, when any of

those organic changes occur, new or amended articles are alseo filed.

30/973

§ S128. Board
The Commission's consultant, *r. Davis (Exhibit XXXXVI--buff),

supgests that the definition of board might include "trustees.” The

staff believes this is unnecessary since board i1s defined as board of

b



directors, and a director (under Section 5140) is a person named as a
director or "by any other name or title to act in the capacity” of a
director, There should be a cross-reference to Section 5140 under

Section 5128, and the staff_plan$ to make this reference.

30/974

5 3130. Susiness corporation _
The Commission's consultant, ‘ir. Davis (Exhibit XXXXVI--buff),
would amend Section 5130 to read=

5130, "Business corporation means a corpofation orpanizeﬂ

under the laws of this state which is other than a nounprofit corpo~
ration.
31/500

5 5132, Bylaws ‘
The Commission's consultant, ir. Davis {Exhibit KFXKVI--buff),

believes that it is improper to define bylaws to include articles. He
makes the point that it is inconsiutent with the provision relating to
adoption of bylaws since it would make articles adoptable by the same
procedure used for adopting bylaws.

The staff suggests that Mr. Davis is wrong, the definition of
bylaws in Section 5132 makes quite clear that "a provision governing the
procedure for adoption, amendment, or repeal of bylaws does not apply to
articles.” The staff believes the definition is a usaful_onei_ It _
eliminates the need to continually refer to Yarticles or bylaws”)when in
nearly all cases it is the bylaws ﬁhat will be involved, and it encour-
ages placement of matters governing the operation of nonpfofit oorpora_

tions in the bylaws rather than cluttering up the articles(

0431175
§ 5150. Financial statements and similar accounting items
Section 5150, although included anong the definitions for lack of a

better place, 1s not really a definition but a general provision. It
provides that, where the nonprofit corporation statute refers to finan—
cial statementa and similar accounting items, such references mean those

iters kept in accordance with generally accepted accounting principles.
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Exhibit XIX (blue) questions the use of this requirement for nonmprofit
corporations, both because laymen may be invelved 1in the operaticns of
nonprofit corporations and because it is Inappropriate to make the law
depend on changes 1n the accounting profession,

The primary application of Section 5159 is in Section 6510 which
requires a nonprofic corporation to keep adequate and correct books and
records of account:; Sectlons 6511 and 5512, which impose penalties for
fallure to keep the required books and records: Section 6522, which
requires the annual report to contaln financial information; and Section

6526, which permits members to obtain certaln fiscal information.

31/501
§ 5156. ilew nonprofit corporation
he Commission's consultant, Mr. Davis (Exhibli XXXXVI-—-buff), asks

swwhether this section should include a newly converted Section 14802
crganlzation. Such 1nclusion would be unnecessary since the conversiom

provisions make no reference to a ‘'new nonprofit corporation.’

31/502
§ 5162. OQfficers' certificate . _
The. Commission's consultant, Mr. Davis (Exhibit XXXXVI--buff),

notes that, under Sectlon 5362, any number of offices may be held by the
same persom; hence, the notion of having an officers’ certificate

signed by each of two groups of officers 1s empty. The staff aprees
that this is a point but has no specific suggestions to offer. If fhe
Commission desires, we could require signing by separate persons; the

staff 1s inclined, however, to simply let the anomaly stand.

31/503
5 5174, Signed by the officers
Whatever action is taken with respect to Section 5162 (supra)

should alsoc be taken with respect to Section 5174, which applies to many

corporate instruments other than officers' certificates,



4273
§ 5180. Verified

Section 5180 permlts verification of an instrument by a declaration

in writing executed "under penalty of perjury’ that states the date and
place of execution, whether within or without the state. Exhibit XX
(gold), feels that verification under pemalty of perjury should be
limited to execution within this state. The commentator supports thié
feeling with the statement that it would conform with the general N
provisions of the Code of Civil Procedure and with recognized practice.
The Commission's consultant, 1lr. Davis (Exhibit TXEVI--buff), also
nakes this point, noting that, if the perjury occurs outside California,
there would be no basls for prosecution in Galiformia. ,
The issue here .1s one of uniformity--whether tec be uniform with the

Code of Civil Procedure or with the business corporation law. The staff
believes that it is desirable here to conform to the business corﬁora~
tion law so that there will be unifermity of procedure for'verification
of ‘all corporate documents required to be verified. 7

" In this commection, Exhibit XXXXI notes that a definition might be
added to make clear that an affidavit under the nomprofit corporation
iaw'may be‘ekecuted_by declarationlundet penalty of perjury. Such a

provision would read:

§ 5121. Affidavit

5121. &n affidavit under this division may be’ made by
declaration: under penalty of periury.

Comment. Section 5121 is new.



31/5604
4 5210 et seg. Organization and bylaws
The Commission's consultant, Mr. Davis (Exhibit XXXXVI--buff),

would change the title of this chapter to "Organization, Articles, and
Bylaws™ or simply "Articles and Bylaws.” The chapter title is drawn
from the comparable title in the new business corporation law. However,
the staff would have no strong objection to adding "Articles in the

existing title.

4047111

§ 5211. Incorporation of unincorporated assoclation

txhibit RXXI (green) supgpests the following amendments to Section
5211 to resolve the guestion of when z member may effectively dissent

from the Iincorporation of an unlncorporated association:

"{c) The articles shall be signed by the presiding officer or
acting presiding officer and the secretary or clerk or similar
officer of the assoclation or by at least a majority of its govern-
ing board or body, and there shall be attached thereto the affi-
davit of the signing officers or governing hoard or body that the
assoclation has (1) duly authorized it incorporation, (2) given
uvritten notice to each member of the association of such authoriza-
tion, and (3) has authorized the officers or governing board or
body to execute the articles.

"(d) The members of the associatlon are members of the non-
profit corporation so created unless they file their dissent in
writing with the secretary thereof within fifteen {15) days of the
piving of the notice of authorization to incorporate required to be
given pursuant to subsection (c) of this section. For purposes of
this subsection (d) a notice of authorization to incorporate shall
be deemed to be piven at the time specified in Section 5160 of
this Division."

The staff belleves thils would be a useful additlon to the law. We note
that the last sentence of subdivision (d) is unnecessary since Section
5160 by its terms would apply. A cross-reference to Section 5160 ig
sufficient.

The Commission's consultant, Mr. Davis (Exhibit XXXXVI--buff),
notes that we have provided for dissenters’ rights elsewhere, and we
should provide for dissenters' rights under subdivision (d}. The Com—
mission had initially thought to provide dissenters' righcts in this

e



situation but, after it determined not to provide dissenters' ripghts for
other corporate reorganizations on the basis that this would be an.
improper distribution to members, it determined not to provide for then

here.

. oo . 0457213
§ 5220 et seq. Formation _ _ .
Exhibit XVIII (buff) strongly agrees with: the simplified incorpora-

tion procedure and the elimination of needless formality in the forma-
tion and operation of nonprofit corporations. Exhibit XXXXIV (vellow)
likewise approves the simplified formation provisions.

-ne of. the simplifications made 1s to reduce the number of persons
required to incorporate from three to one. - Section 5221. Exhibit XLXIX
{buff) says that peaple are used to the concept. of at least three per-
sons incorporating; a “one man ' membership corporation appears to be a.
contradiction in terms. -Exhibit.LX (buff), on the: other hand, believes
that one-man Incorporation is "very important.” P .

The Commission's consultant, Mr. Davis (Exhibit X¥XXXVI--buff),
suggests that Section 5221 refer to execution of articles by ‘one or
more natural persons.’' While the staff believes this concept is inher-
ent in the statute since.the initial-directors who .exegute- the arficles
must be natural persons {Section 5140), the -staff has no objection to.

making- the suggested change.

045/052

§ 5224. . Additional requirement for charitable corporations-

A corporation "organized for charitable purposes'’: is .required to
deliver a copy of its articles to the Attorney General- promptly upon
formation. Exhibits XII (blue) and XV (pink) state that this provision.
would serve no purpose since the articles are already required to be
gsent to the Attorney Ceneral under the Unlform Supervision of Trustees
for: Charitable Purposes Act provisions. The Commission's comsultant,
Mr. Yhitman, has made the same point. Exhibit XXXYVII (blue--Attorney

General), on the other hand, considers 1t “an excellent provision.”
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The reason for the provision is that the Begiscry of Charitable
Trugts does not include all charitable corporations. WNotable exceptlons
are churchea, cemeterles, hospitals, and educational institutions. See
Govt. Code 5 12583,

Perhaps the duplicate articles problem could be solved by requiring
only that a charitable corporation give notice to the Attorney General
promptly upon formation. The sanction for failure to comply would be
the possibility of an action by the Attorney General to dissolve the
corporation under Section 14491. .\n alternative to this sugpested by
Exhibit XEXXVII is to have the Secretary of State send a copy of the
articles to the Attorney GCeneral.

Exhibit XV also suggests that the Commission do something about the
situation confronting a charitable corporation that must give annual
reports cpnta;ning approximately the same information to both the
Attorﬁey General and the Franchise Tax Board. The staff belleves this
suggestion has possibilities and plans to solicit the views of the state

agencies involved.

043/159

o

§ 5230. Powers of nonprofit corporation

Exhibit ¥VIII (buff) notes that subdivision (b){f) of Section 5230

authorizes payment of pensions and establishment of pension and other
deferred compensation pians, but makes no reference to profit sharing
plans. The commentator points out that nonprofit corporations do make
profits, and implies that some have traditional "profit sharing plans.”
The staff agrees with this analysis, and believes that profit sharing
plans should be added to (bj(ﬁ}. There are other statutory limitations
in the nonprofit corporation law that qualify the power to carry out
profit sharing plans. _ : .A P
Exhibit XVI (yellow) believes subdivision (b)(7) should be expanded

to make speclfie reference to the authority to enter into indemmicy
contracts subject to the limitations of Sections 5380-5389. The staff

agrees that this is appropriate, and would amend Sectlon 5230 to read:
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A 5230. Subject to any limitations contained in the articles or
provided by statute, a nonprofit corporation in earrying out its
activities: o .

*® . * * * *

(6) Pay pensions:-establish and carry out pension, profit
sharing, savings, thrift, and other retirement, incentive, and
benefit plams, trust, and provisions for any or all of the direc-
tors, officers, and employees of the nonprofit corporation or any
of 1ts subsidiary business or nonprofit corporations.

{7) Assume oblip-tions. enter into contracts (lncluding
contracts of guaranty er suretyship , suretyship, or indemnity ),
incur liabilities; borrow and lend money and otherwise use its
credit; secure any of its obligations., comtracts, or liabilities by
mortgage, pledse, or cther encumbrance of all or part of its prop-
erty, franchises, revenve, and receipts.

X ® * *x 3

-Exhibit XXXXV (S:EEn) objects to the deletion of a piece of speclal
"legislation from the powers brovisions;z The text:of.the legislaticen is
set out In the exhibit. The staff does not belleve that if is-appropri-
ate to include apeclal legislétion in the HWonprofit Corporation Law. We
are attempting to ascertain thg cause of this special legislation td
determiﬁe whether it indiCé;es a problem of general apglication_of which
we are unaware that should BHe cured by general legislation. Ifrit
appears that this 1s really a unique‘;ase requirihg speciél iégislation,
the staff proposes tc continue the provision in question as an unéodi—

fied statute.

: , . 404 /959
§ 5231. Defense of ultra vires _ _
The staff has discovered two defects in Section 5231: (1) It fails

to make clear that a limitation in the articles, regardless whether it |
may be asserted as betweeﬁ-a noaprofit corporation and a third party,
nonetheless is internally binding on the management of the nonprofit
corporation and (2) a provision extending the application of the section
to foreign corporations was inadvertently omitted. These defects are
easily cured by adding a new subdivision (c) and by providing that a
limitation described in subdivision (a) “constitutes as between the non-

profit corporation and the members, officers, or directors, am authori-
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" zation to the directors and a limitation upon the actual authority of

the representatives of the'ncnprofit corporation.’

(c) The application of this sectlion extends to a contract or
conveyance made by a forelgn nonprofit corporationm in this state
and to a conveyance by a foreign nonprofit corporation of real

. property situated in this state.

405 /969

§ 5232. GFnjoining ultra vires act of nonprofit corporation holding
‘agsets on charitable trust

This section is intended to permit anm action to enjoln ultra vires
acts of a nonﬁrofit-corporation in auy case where the corporation holds
charitable assets. The Nommission's consultant, i'r. Whitman, has sug-
gested that, since the section is 1lntended to protect the public's
interest in charitable assets, the section should be limited in its
application to activities invoelving charitable assets and not to all
cdrpofate activities. Thils could be accomplished by amending Section
1 5232(a) to read:’

{(a) MNotwithstanding Section 5231, where é ndnprofit corpora-
tion holds 4¢8 assets on a charitable trust or is organized for
charitable purposes, a limitation described in Section 5231 may be
asserted in an action to enjoin the doing or continuation of un-
authorized activities that affect the charitable trust or chari--
table purposes by the nonprofit corporation or its officers, or

both, regardless of whether third parties have acquired rights
thereby.

Exhibit XXXXVII (blue--Attorney General) and the Commission’'s con-
sultant, Mr. Davis (Exhibit XXXXVI--buff), suggest that some clarifica-
tion 1s regquired as to the persoms entitled to bring suit under this
section. Mr. Davis suggests that this can be simply done by reference
in the statute to an actlon "by any interested party’”: the Comument would
then refer to directors, the Attorney General, members, and donors as

poséible Interested parties.

4647961

§ 5235. Tllegal distribution; derivative action against member

Exhibit LIT {green) is happy to see the increased creditor protec-
tlon in this provision for a cause of action regarding improper distri-

butions.
12w



“The Commission’s consultant, 'fr. Davis (Exhibit xxxxviu-buff), won-—
dersrwhy an iunproper distribution can be recovered only from a member
who received the distribution “with knowledge of facts indicating the
impropriecy thereof.” The simple reason is that this is the standard of
the business corporation law on which Section 5235 1s based. 5 more
policy~oriented reason, we suppose, would be that the member who has
recelved a distribution mey have already spent'it, aﬁd it is unfair to

the mémﬁer to make him responsible.

40574967

4 5242, Instrument signed by certaln officers vallid absent actual
' knowledpge of lack of authority

Exhibit XRXI (preen} -otes that, although the présumptive effect of
the corporate seal has been replaéed by a,?roﬁisioﬁ,ﬁe;minting reliance
on instruments signéd by certrain corporate officars, Section 5242 fails
to retain the presumption of prior law that those cerfain corporate
officers are indeed the persors who signed the inatrument. The staff
agrees that this is a'défect_in the statute and propcses to amend Sec-
tion 5242 as- follows: -

5242, An ingtrument in writing, includiﬁg an assignment or
endorsement thereof, executed »r entered inte between a nonprofit

corporation and another person and signed by the officers as speci—
fied in Section 5174 is ne& :

(a) Presumed to be aigned by the officers specified This
presumption is a presumg;ion affecting the burden of producing
evidence,

{b) Not invalidated by any lack of authority of the sighing
“officers unless {subject to subdivision (b) of Section 5231) the.
other person has actual knowledge of the lack of authority.

343/173

§ 5250. Required contents of articles

Subdivision {b) of Section 5250 requires the articles to state that
the nonprofit corporation is organized “for any lawful purposes,” and
provides that no further or addltlonal statement cf purposes may be made
except by way of limiration or except as expressly required by law (such
as tax laws). Thils scheme is patterned after the new business corpora-

tion law.
-13-



Exhibits XV (piunk), XXVI (:lue), YXXAKVII (:lue--Attorney General),
and XXXEVIII (gold) make the point that this provision is unduly re-
strictive. They believe it is helpful in obtaining federal tax exemp-
tion to include a more detailed statement of purposes that may not be
strictly required by law. Presumably, they would like to be able to
make a statement of primary purposes wicthout having this statement
construed as a limitation on the corporate purposes.

The staff agrees with this point, and can sugcest several alter-
native proposals to cure the problemn:

(1) The articles shall not set forth any further or additional

statement with respect to the purposes ef powers of the non-

profit corporation except by way of limitation or except as
regulired by any law . . .

(2) The articles shall not set forth any further or additional
stateitent with respect to the purposes or powers of the non-
profit corporation except by way of limitation (unless the
articles expressly provide that the further or additional
statement is not by way of limitation) or except as required
by any law . . . .

(3) The articles shall met may set forth any further or additional
statement with respect to the purposes or powers of the non-
profit corporation exeept by way ef Iiimication or exeeps
but the further or additional statement shall be construed as
a limitation on the purposes or powers unless the articles
expressly provide otherwlse or unless required by any law .

0f these formulations, the staff prefers the third as the most direct
and clear. Adoption of such a provislon would also make clear the
abllity of a nomprofilt corporatlon to speclfy in the articles the dispo-
sition of its assets on dissolution. The Comment should make clear that
thls continues exlsting law. 1In this connection, Exhibit XOIVIIT sug-
gests that the Comment also make clear that merely because a nonprofit
corporation specifies that 1ts assets go to charlty on dissolution does
not make it charitable. The staff agrees that this would be useful.
Subdiwvision (c) of Section 5250 reguires a nonprofit corporation
that is “organlzed for charitable purposes’ to so state in 1ts articles.
The section goes on to provide that the corporation "is subject to all
provisions of the 'Tonprofit Corporation Law that relate to nonprofit
corporatlions organized for charitable purposes.’ Exhibit XIT (blue)
notes that the quoted words are superfluous; the Commission's consul-

tant, Mr. “hitman, has made the same point. The staff agrees that it
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would be possible to put this lanpuage in the Comment; on the other
hand, the Commission previously determined to put it in the statute on
the theory that it will give the incorporators and directors a betﬁer
appreciation of the consequences of declaring their corporation chari-
table, 1In fact, Exhibit XIEVIII (pold) would like to see the statute
po even farther and require the articles to state that the assets of a
charitable corporation are ‘'irrevocably dedicated”’ to charitable pur-
peses., This would eliminate many problems that result from the failure
of fiduciaries to appreclate thils and mlght have. the incidental effect
of eliminating the need to amend the articles to insert such a clause at
the demand of the taxing authorities. Txhibit LIV (blue) would also
like to see a requirement that the articles state that the charitable
corporation is subject to the Uniform Supervision Act. This would help
to eliminate some of the confusion'causeﬂ'bjAthe fact that not all the
law 1s located in the Corporations Code.

The State Board of Equalization (Exhibit KXXFIII—-plnk} would 1ile
to see a requirement that a charitable corporation have a statement of
purposes in 1its articles. "This would not only be helpful to the offi-
cers in charge of corporate affairs, and to potential donors but also to
taxing agencies that rely on the contents of the articles in deciding
initial eldigibility.” The Commission has determined not to impose this
requiréﬁent in the past on the theory thag any corpofatidn Qgeking a tax
exemption will in fact put a statement of purposes in 1ts articles.
However, if the Commission wishes to require a charitable corporation to
put a statement of purposes In the articles, this could be accomplished
by amending subdivision {(c) to read:

{e) If the nonprofit corporation is organized for charitable
purposes, that the nonprofit corporation is organizeﬂ for chari-
table purpeses and the primary and apeclfic purposes for which it
is organized, and that it is subject to all provisions of the

Jonprofit Corporation Law that relate to nonprofit corporatious
organized for charitable purpeoses.

Exhibilt LXI (blue)jéﬁgéésﬁs ﬁhat the Commission recommend stand-
ardized forms for artlcles of incorporation and bylaws. The staff be-
lieves this is unnecessary, The articles are in very simplified form,
and the Secretary of State will undoubtedly publish sample forms that

satisfy the statute in Corporations Check lList,
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The Commission's consultant, lir. Davis {Exhibit XX¥XVI--buff}, supg-
gests a cross-reference to Section 5311, relatring to the number of
directors. The staff agrees that this would be useful and plans to make

the reference.

404/086
§ 5260, Adoption of bylaws
Exhibit XIII (gold) was unable to locate the provision for amend-

ment of bylaws. Section 5260 deals with amendment as well as adoption
"of bylaws., The Commission's consultant, Mr. Davis (Exhibit XY¥XVI--
buff), suggests that the leadline be expanded. The staff proposes to

expand the leadline to read:

i 22560. Adoption, amendment, and repeal of bylaws

Exhibit XIII alsc asks whether directors could deprive a class of mem—
bers of voting rights by bylaw amendment. The answer is no: see Section
5264(b}. The staff proposes to add to the Comment to Section 5260 the
following paragraph:

The power of the directors to adopt, amend, or repeal the
bylaws may be limited by statute as well as by the articles or
bylaws. See, e.g., Sections 5264(b}{(bylaws adversely affecting
voting rights of members may be adopted, amended, or repealed only
by the members), 5311 (bylaws relating to the number of directors
may be adopted, amended, or repealed only by the members).

Exhibit XV (pink) believes the wording of Section 5260 is not
clear; Section 5260 states specifically that the articles or bylaws may
limit the right of directors to affect bylaws:; by lmplication the right
of members may not be affected. What is the intent? The staff believes
that the intent 1s to pe;mit a nonprofit corporation to limit adoption
of bylaws to directors if it so desires and that this is proper. The
staff would amend Section 5260(b) to read:

(b) MHotwithstanding subdivision {(a), the articles or bylaws

may restrict or eliminate the power of the members or board to
adopt, amend, or repeal any or 311 bylaws.

. Y .



40470838

5 5261, Permitted contents of bylaws

Exhibit ¥III {gold) suggests that the Comment make clear that the
so~called "Constitution’ of a nomprofit corporation is not the basic
governing document. The staff is not famlliar with the “"Constitution"
of a nomprofit corporation, but, 1f this 1s a document other than the
articles {(such as the bylawé}, the staff belleves that a Jomment could

‘be added to Sectiom 5261 that ‘It should be noted that Section 5261

apblies regardless whather the bylaws are denomlnated a 'constitution’.”

404 /089
§ 5264. Bylaws relating to voting rights

Exhibit XV (pink) notes that existing law permlts proxy votin-~
unlesas the nonprofit corporation expressly permits it and that Section
5264 (a) appears to reverse existing law by permitting the bylaws to
state whéther proxy voting is allowed. The commentator believes :that
‘the apparent intent of Section 5264(a) should be embodied in the sub-
stantive provisions applicable to proxy voting so that the law would be
that proxy voting is prohibited unless the nonprofit corperation ex-
pressly permits it. In support of this bellef, the commentator notes
that‘many nonprofit corporation leaders are unaware of the provision
permitting proxy voting and, although In actual practice most deny proxy
‘voting, their articles or bylaws contain no such prohibition. Proxy
votiﬁg'is considered to be an extraordinary matter, and 'thus should be
'expressly'prdvidéd for by the nonprofit corperation.

' The staff finds this argument attractive. The’ fesult could be
accomplished by amending Sectiom 5730 to read:
B 5730, Uniess the byiaas;prévide eﬁﬁerﬁisé'lf_ghg_hglggg
" provide therefor , a person entitled to vote a membership on a

matter-may authorize another person to vote the membership on the
matter by proxy.

One drawback of this scheme, however, is that there may be existing
nonprofit corporations that permit proxy voting, although having nothing
in their bylaws asbout it. The staff suspects 1t will be fairly rare
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that a nonprofit corporation permltting proxy voting will not repulate
the proxles 1in some way In its bylaws, however. #&nd for those that do
not, a bylaw amendment to perwit proxy voting in conformity with exist-

ing practice should be relatively simple to accomplish.

404/032
# 5266. Bylaws relating to directors, officers, and committees

Both Exhibits XXIV {preen) and ¥XXXIV (yellow) approve the statu-

tory scheme that permits a nonprofit corporation considerable flexi-
bility in determining the appropriate number of directors, their terms
of office, and the manner in which they ara selected.

Section 5266 permits the bylaws to provide for the ’"qualifications”
of directors; this continues existing law. Exhibit XX (gold) believes
that any limitations on who may become directors “should be known to
all," and consequently should be required to be set forth in the ar-
ticles. The staff does not find this point particularly coovincing. It
is the bylaws that is the basic governing document of a nonprofit corpo-
ration and that contains much more basic matters, e.g., property and

voting rights of members, than who may become directors.

404 /093

§ 5267. . Articles and bylaws made avallable to members

Section 5267 requires a nonprofit corporation to keep at its prin-
cipal executive office in this state the origlnal or a copy of its
articles and bylaws as amended to date, which are open to lnspection by
the members during office hours. Exhibit XV (pink) states that many
nonprofit corporations have no office as such, and the mailing address
is the home of 1ts president or secretary. Exhibit XV suggests that, if
the nonprofit corporation doéé not have a régular office, a member
should be permitted to request a copy of the articles and bylaws, with
the nonprofit corporation imposing a reasonable charge.

The staff believes there is merit in this suggestion, and would
amend Section 5267(b) to read: '

(b) If the articles and bylaws are not open to inspection by
the members at all reascnable times during office hours or if the
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-principal executive office of the nonprofit corporation 1s outside

. this state. and the nonprofit corporation has no office in this
state, ¢ the nonprofit corporation shall apen within five days
‘after receipt of thé written request of amy a member furnish to
the member a copy.of the articles and bylaws ap amended to date.

The.staff also notes that, although a nomprofit corporation may not have
an "office” as such, it always has a “principal executive office' since
it is required to give a street address for 1ts principal executive
office in the statement of officers and agent for service of process it
files with the Secretary of Ctate. Sectlon 14602(a). The staff be-,
lieves that this can be made more clear in the statute by adding the,
folloving definition:

§°5165. Principal executive office

5165. “Principal executive office” meand the office of the
. nonprofit corporation designated in .the statement filed pursuant to
Section 14602.

Coument. Section 5165 makes clear that the "principal execu-
tive office” of a nonprofit corporation is simply the office se-
lected for statutory purposes by the nonprofit corporatipn. It
need not be the principal business office of the nonprofit cor-
poration, but it is thée place where the corporate records arée kept.
See, e.f., Sections 5267 (articles and bylaws kept at principal
executive offics), 6510 (record of members kept at principal execu-
tive office).

Defined Terms:
Filed, § 5148

Cross—Referances:

Statemeht'required'of nonprofit corporation; § 14602

Exhibit XV makes tbe additional suggestion that the articles and
bylaws be avallable to the general public. The articles, of course, are
a matter of public record and are avallable to the generai public at the
Secretary of State's office. The bylaws are not a matter of public
record, aﬁd the staff can see no reason that the public might have a
legitimate intéfestrin the Bylaﬁs of-a nonprofit.cdrporatibn. .There
riight be some basis in the case of a charitable corporation but there
the appropriate regulatory agency in Lheory represents the public inter-
est.

Exhibit XV also suggeste that the nonprofit corporation make avail-

able a list of officers and directors. It notes that there is a state~
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ment filed with the Secretary of State, but that there is mo full list-
ing. The Commission has previously made a determination that only the
name of the chief executive officer need be made a matter of public
record in the filing with the Secretary of State. Unless the Commission
determines that a more full listing of directors and officers in the
statement filed with the Secretary of Srate ig desirable, it would be
anomalous to require a nonprofit corporation te give any person who
makes a request such a listing. The major object of requiring a filing
with the Secretary of State is to provide a central public record that
the public can lock to for information.

The Commission's consultant, *Ir. Davis (Exhibit XX¥XVI--huff), sug-
gests there may be some constitutional difficulties with subdivision (b)
of Section 5267, which relates to nonprofit corporations having no of~-
fice in this state. ©Hr. Davis argues that it would be unconstitutional
for California to assume jurisdiction over a dispute between a member
who lives outside of California and a corporation with no offices in
California. The staff does not see why this would be unconstitutional

--after all, ir is a Californla corporation.

4047965
§ 5268. Provisions effective only in bylaws
The Commission's comsultant, Mr. Davis (Exhibit XXXXVI-—buff),

would like to see included 1in the Comment the idea that a corporation
may have a third level of rules--membership rules that relate to par-
ticular activities but that do not rise to the dignity of artiecles or
bylaws, Iir, Davis states that, as a practical matter, most organlza-
tibhs do have such rules. The staff sees no problem with adding the
followlng language to the Comment:

liothing in thls section is intended to preclude the adoption by a

nonprofit corporation of rules relating to membership activities,

such as house rules, swimming pool rules, and other rules that are

not bylaws. Such rules may be adopted by a nonpreofit corporation
in whatever manner it provides in its bylaws.
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¢ 5310. Jontrol of corworate affairs Lwv hoard

ixhibit LVILD (green) warns the Toumission that., in connection with
the delepation of corporate managcment to a management coipany, the
Comiission may encounter a desire on the part of various legislators
that the Looks aml records of the managsment company pertaininz to the
nonprofit corporation Le open to inspection, The commentator notes that
they are ot suggesting such a provision, hut there lias been cousider-
~ablez controversy in this area.

Yerhaps the Comrent should wote that all the rules appliczable to
books and records of a nonprofit corpvoraticn, including inspection
rishts, apply to every nomprofit corporation regardless thether the
hoard of a nonprofit corporation may have dJdelepated management responsi-

bilities to a managernent coupany.

317556

%53it. tumber of directors

Exhibit LY (buff) approves the provision pernitting as few as one
director of a wonprofit corporation. The commentator says .

I present the thesis that lon-Profit Corporations function mest

. effectively as Seole Corporations, ' vhere 'too many cooks spoiling

the hroth‘ prove out multiplicity of “irector's influences in

governing such :lon-Profit Corporations.
Exhibit LIV (blue) thinks the provision realistically recognizes that,
in many situations, the subterfuye of "straw men’” is resorted to in

order to attain the present inflexille minimum.

4044098

]

5 5312. Term of directors

The'Commiss;oq's consultant, . Thitman, has pointed out that -
Section 5312(a)(2}.provides that 2 director serves until a successor is
elected ard “vualified,” with no statutory meanlny given to ‘qualified.’
Qualification is intended, the étaff helieves, to référ to the process

»y which a director accepts election to the board, formerly found in
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Section 3807, but omitted in the vresent draft. The staff sugpests that,
for purposes of clarity, the former languape be continued by adding to
Section 5371 a new subdivision {=}:
{e) A verson who is elected zs -lirector shall within ¢9 days
after notice of election accept the office eivher in writing or by

attending a meeting of the board, and fulfill such other require-
wents of qualificatior as the bylaws specify.

Commaut. Sublivigion (e} continues former !actionm 307(.).
applicable to nonprofit corporations through former Saction QUOH2Z.
- director holds office until a successor is elected and qualified.
section 5312(al(2).
The staif would add a cross~reference to this provision following Sec—

tion 53312 so that the reference to gualification of Jirectors will he

clear.

404 f 0032

T 5313, Initial diractors

Under Section 5313(b)(4), the number of initial directors is the
number named in the articles, wvhich under section 5250 may be as few as
one. #xhibit XIZ (blue) vpoints out that, if only one is named and the
one dies before executing the articles, the organizational expenses
incurred will be lost. ‘"hile this is true, the staff does not suggest
changing the statute to require o oreater number of initial directors.
If more persons than the decedent were involved in the formation of the
corporation, they can easily name a new initial director in the ar-
ticles.

The Comuission's consultant, 'Ir, Davis (Exhibit X 30VI--buff),
believes that the Com.ent to this section, as well as the Jomment to
Section 5253, should note that the number of directors named as initial
directors need not be the same as the permanent number of directors of
the corporation. This accurately states the intent of the statute, and
the staff will put the following language in the Coment:

The number of initial directors named in the articles may be one or

nore, but need not be the sawme as the number of directors of the
_nonprofit corporatiomn.
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Lhaf101

5314, TPersonal liabilitv of directors

Section 5314 immunizes directors from personal.liability for the
corporate debts. Lxhibit I (bﬁff) 28ks "Stouldn’t there be some per-—
sonal accountability requirement for directors?” The guestion evidently
refers to the possibility of piercing the corporate veil in appropriate
cases, ‘iThe staff suppests the addition of the following sentence to the
éomment:

Sectlon 5314 does not In any way affect the equitatle doctrine im

which the corporate emtity is . isregarded” in order to fasten

responsibility upon the ouwners <o are found to be the alter azco of
the corporation.

_ 1041133
¥ 3315. .mwleiple Loards

Beth txhibits XiXI¥ (buff} and J8XITX (yink) express unfamiliarity
with any nonprofit corporations Having rmltiple boards. -

fxhibit i (gold) states ‘it is common ﬁith reference to nonprofit
corporations to havse honorary directors. 1 think that there should be
some recognition of this category oi directors who wmay not vote amnd you
may not wish to include for purposes of determining a gquorum, but who
vou do want to have as a 'director’ of the nonprofit corporation.” The
staffrbeliéves that Scction 5315, sernitting a nonprofit corporation to
have several boards, witli specified authority, should be sufficient to
-agcomplish the result desired by Lxhibit X,

The Commission's comsultant, ‘. Mavis (Exhibit X». AVI--buff), sus-
gests the addition of a further provision that, if one hoard is desig-
nated as the ‘uanaging board,” it is generally responsible to the public
and the other boards are regponsible only for the specific area desig—
nated to then. Presumébly, r. Lavis would revise subdiﬁision {c) to
Tead:

(c) Ti:e bylaus desiznate one board hav#ag as the “managing
hoard.”  Tue managing oard shall iave all the authority of the
board of Jdirectors provided in this division that is not specifi-
cally delegated to another board.
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5 5317. vVote required for board action

The Commission's comnsultant, r. [ avis (Exhibit 0 0WI--huff),
states:

I think it would be advisable to state speciifically that
fdractors may not vote by proxy Lut must be present, excapt as

1.
provided in vection 533%. I think corporation law generallvy has
always held that directors cannct vote Ly proxy but it swould be
easy to include it somewhere.
In the staff’s opinion, the matter is not quite so simple. The various
Jurisdictions take diverr-eant views teward shether proxy voting by direce

tors is pernitted. ee discussion in Tleck, _on-Profit Corueratioms,

Orsanizations, and Associatioms | 17 {id ~d. L574). 7The issue is

vvhether the director will be abrogating his duty of care by not attend-
ine and hearing discussion on au issus before casting his votz. 9Oleck
argues for permitting proxy voting:

Grants of general proxy povers uay be undesirakle for trustees,
or for nembers. Fut grants of specific, narrow proxy powers,
limited to specific issues, seem to he reasonmable. lindoubtedly,
the law should permit such specific grants of authority to vote by
nroxy. In fact, as has been remarked, many organizations do allow

proxy voting by trustees (as well as by menbers), with no objec-
tions and no harm done.

The writer has advised inclusion of proxy wotinpy power in by-
laws of non—profit organizations for which he has servad as coun-
sel. !lo case of objection or abuse, or trouble of any kind, has
resulted. The organizations concerned have found the provision to
he convenient. Jf course, the provision should be linmited, nnt
veneral, in nature.

“ There are threa ways to go: e can clarify the right to vote by
proxy, we can clarify the prohibition of proxy voting, or e can remain
silent. The staff is inciined to continue the Commission's present
posture of silence towards the issue of proxy voting by directors: this
w7ill leave the matter to case law development. The staff b=lieves the
cases will validat: proxy voting un:’~r the statute as drafted, with
whatever limitations appear desiratkle in the context of the particular

cases as they arise,
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3 5320, ouination of directors

Section 5320 recuires that the bylaws provide a reasonable means of
nominating versons for election as Jirector, e {ommission’'s consul-
tant, ... “hitean, raises toe guestion of the consequence of failure to
so provide, oxhibit 1T (¢ lue) helieves the provision is undesirable
because it will restrict thse flexibility of ﬁonprofit corporations and
hecause it vill generate litipation over what is ~reasomable.”

The comidssion vas aware of these prollems when it adojtes the
principle thar o nonprofit cerporation must provide i reasonzshle neans
of nouinatiag people for directers. The omnission was résponding to
renorts of abuses in large nonprotit corporations 1a which it uég prac-
tically impossible to get a non-management candidate even nomiﬁated {lat
alone elected) as director., The arsuuent the éommissioﬁ found per-
suasive vas that equitable vrinciples require a reasonable meaﬁé of
nonination, as held by the courts, but ine absence of a stafute codify-
ing these equitable principles necessitates appellate court battles to

stablish the principle. Jodification of the principle will enable
persons seeking to‘challenge the election procedure to have a clear
legal basis on which to proceed. tVerhaps the following language should
be included in the Commnent :

Section 5320 codifies the principle that a nomprofit corporation

may not unreascnably restrict the right of wmembers to nominate

directors. DBraude v. llavenmer, 38 <al. App.3d 526, 113 Cal. Zptr.

336 (13974). Under Section 5320, z court may find the electoral

procedures of a nonprofit corporation that fails to provide a

reasonable seans for nominating directors unlawful and may impose
such requirements as it considers reasonable., Ibid,

444119

3 5321, ilection of directors

Lrxisting lavw nrohibits cumulative voting in noaprofit corporations
unless the bylaws provide for it. Section 532:{c} continues this rule.
Yxhibit LIV (green} approvés this rule noting thé significant differ-
ances hetween business and nonprofit corporationé which militate against
cuniglative voting in nonprofit cotrporations, such as the fact that the

board may be based on the representation of geographic, econoniec, or

professional interests or oxpertise.
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7 5323. leclaration of vacancy by boaxd

Among the pgrounds om vhich the hoard may declare the office of a
director vacant is that the director has been "declared of unsound nind
by an order of court."” Lxhibit VI (yellow) notes that this language
perpetuatces an adbiguity of existinp law in that, vhen a conservator or
cuardian is appointed, there is not necessarily an adjudication of
mental incompetency. The cormentator recommends adouvtion of a more
obiective standard such as the appointrent of a conservator or ruardian.
Jue Lowsidssion's econsvltant, v, -avis (Exhibit N0 VI--wuff), alse
notes that the tern "unsound eird’ is ambiruous and sugzests substitu—
tion 0f the word “incoupetent.”

The staff agrees that these changes would be desirahle: it is
theoretically possible that a sergon who has a guardian or conservator
appointed wight nonetheless be coipetent to serve as director, bat the
staff believes this would te a rare case. The staff would add the

following subdivision to Section 5343:

5323, The board may declare vacant the office of a director

in any of the following cases

{a) The director has been declared incowpetent or of unsound
mind by an order of ihe court.

* N ) w

(d) A conservator or puardian of the person or estate of the
director has been apnointed.

31/507

3325, ‘lenoval of directors

The Commission’sz cousultant, vr. oavis (Exhibic 3 {5VI—-buff), ob-
serves that subdivision (b} permits an action for removal of directors
by 1J percent of a clags and sugpests that this should feally be 1f; per-
cent of rhe ambers unless elected by classes, This provision has
troubled the staff in the past even though it is drawn from the new
husiness corporation law. The staff thinks the provision would make
mors sense the way . Javis sugrests and would revise Section 5325(&)

to read:
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{:) The supericr court of the proper county. in an action by
19 percent of the wembers , or vhere the lirector is elected by a
class, _z_‘ pvercent of the members of the class, may remove a
director from office for fraudulent or dishonest ucts or Sross
abuse of authority or dlscr ticn with reference to the nonprofit
corporation.

;xhibit XaxVIT {blue--, ttoruey immeral) suﬁgests that the Comment
refer to aiy authority the fittoruey -ieneral way have to seek court re-
moval of diréctors_of charitable COrgofafions. The staff sugzests the
folloing langﬁage te added to the Lowmsent

gothing in this section limits any authority the Attorney
seneral .ay Lava to seczk by court action the rewoval of a director

of a nonprofit corporation orpanized for charitable purposes in
appropriate cases.

317500

% 5330 et seq. . .eetings of directors

dxhibit, LVII (white) states, "Scme consideration should be given to
a provision that neubers have a richt to attend meetings of directors,

unless the bylaws provide otherwise {a kind of "Sunshine Law’ for non-
nrofit corpprations).” _

The .only problem the staff has with such =2 proyiéion:is the problen
of notice of meetings to members. ith a simplified fofn of_nufice,
such as posting in the principal executive office, a right ﬁf nembers to
attend board nmeetings (subject to bylavs limiting the richr) could be

feasible. & provisioen te implement this concept could read:

v 5330.5. Tenbers' ripght to attend meetings of directors

5330.5. i“nless the byvlavs provide otherﬁise:'

(2) ilotice of meetings of the board shall te given te the
izembers by posting at the principal executive office of the non-
profit corporation. The notice shall bLe pgiven at the same time as
notice is given to directors.

{b) .icetings of the board are opern to voting wembers of the
nonprofit corporationm. : :

Comiient. Seection 533i.3 is new., The rizat of neubers to
attend weetings of the board is subject to linitation in the Lylaws.
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404/120

5331. 2211 of ieetings

Tie new business corporation law provides that meetings of the
board may be called by the chairman of the board, by any two directors,
ar by the prasident or amy vice president or secretary. “he Tomadssicn
considered adoptiom of this scheme, but determined to pernuit -wetings of
tiie toard to be called only by the board (subject to the bylaws) on the
theory that one perzom should not be emabled to thus control the Loard,

txhibic JIII (gold) disagrees witt this decision, noting that
nonprofit corporations are no different from business corporatiomns in
this watter. I Zo not know how the directors could call a meeting
untlesa thev called the oeetdng at a revious meeting or by unapnimous
action without a wweeting. It seems to e that the only practical way is
for officers to call the meeting with the Jdirectors also having the
rizht to call 2 special aeeting.” Hxhibit o JIX (buff} also states, it
has been wy experience that meetings are called by the president or two
or more members of the board.” Aad the Commissior's consultant, .
Davis (Exhibit XXiVI--buff}, feels likewise,

The staff agrees writh these coments, and would adopt the scheme of
the business corporation law., The staff does note, however, that under
the Comuission’s proposal a nonprofit corporation may provide for call

of neetings by officers in its bylaws. 4doption of the business lau

rule would yield the following provision:

5 5331, (Call of wmeetings

5331, lieetings of the board may be called by the chairman of
the board or the president or any vice president or the secrstary
or any two directors.

This provision would be subject to contrary provisicons of the bylaws.

4044125

5 5332, otice of meetings

Scetion 5332(d) provides that a notice or waiver of notice of a
meeting of the board need not specify the purpose of the weeting. ‘This
contrasts with the requirements for notice or waiver of noitice of spe-

cial meetings of mambers. Exhibit 0 (zold) believes that the rule
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applicable to members should apply to directors as well——the specific
purpose of the _eetin; should be set forth. The commentator gives no

apacification of reasons.

4047130

5 53360, ‘worus of directors

~
il

ne business corporation law pernits the bylaws to losrer thie re-
quirenent for a cucruwm of Jdirectors to one-third the authorized number
of directors or tvo (Whichever is lareer), unless the authorized nuaber
of directors is one, in vhich case a quorur is one. Section 5336 per-
mits the bylaws to lower the Juorum requirement without limit,

Ixnibit . (pold) recomrends that the nonprofit corporation law
provide the same gquorum recuiremtents as the business corporation law,
directors are held to the same standard of care and should be expacted
to attend meetings. .loreover. to oeriit a low quorun on a2 larze bhoard
of directors enables 'a suall coterie of officers to decide what the
nonprof it corporation would do.” Exhibit XXX.NVIIT (c0ld} 2lso believes
In a minimum quorum requirement. The commentator believes no public
service is done by having nonattending directors. "Small inbred groups—-
perhaps even just an executive director--are saddled with more responsi-~
bility, control and onportunity for zsbuse than they want or should
have.''

‘The staif notes that Scction 5356 continues existing law as drafted.
Inposition of 2 miniwum guorum, such as that of the new business corpo-
ration law, could necessitate bylaw amendments by some existing mon-

»rofit corporations.

314509

5339, ‘‘lritten consent to action without a neeting

Exhibit LYXT (blue) comnents, ‘[Tihe liberalized provisions permit-
ting action Dy the corporation by consent ol the Directers, the obtain-
ing of such consents and the nuuber required should make the management

of charitable cotporations’ affairs considerably more convenient.”
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i 334 et seq. DProvisional directors

txhibit IV (vhite} thoroughldy sagrees with the Zommission's pro-

rosals relating to provisional directors.

LO41 L4k

Y 5343, ipnts and powers of orovisional director

The Zomsission's consultant, ', hituvan, has made the following

-comiaent 2

Tnls seetion, like former Tection 512 and new peneral corpora-
tion law lection 30u, provides that a provisionsl director loses
nis powers when “the conditiens . . . no lonzer exist.” Tids is an
2lteruative to removal by order of the court or by majority of the
voting power. It seews fo me that this is a very unclear standard
to use. 1 it were delered, a provisional director would retair
his riphts and powers until the court or the members decided other-
vise., I think we should consider whether this isn't preferable.

The staff agrees that the hrase ‘until the conditions of subdivision

{3) of Dection 5341 no longer exist or’ should be deleted.

LO4F163

% 5354, weetings of committees

xhibit WIX (blue) believes the use of the Latin words 'mutatis
mutandis” should be eliminated; they serve no useful purpose. If the
Comiission desires to eliminate the phrase, the staff would substitute

for it, "with necegsary changes having been wade in the lanpuage thereof,”

11f512

i 5300, Corporate officers
I

txhibit AN ZVILT (-0ld) would like ro see a provision authorizing
the corporation's bylaws to use terms other than those listed and to
nrovide that they are the equivalent of those offices listed for all
purposes under the law. The staff rotes that Section 53266 permits the
bylaws to provide for, among other things, the "official designations”
of officers, and the Comment to Section 53530 refers specifically to this
provision. 1f the Cowmr.ission desires to make the cross-reference statu-

tory, this could be done by anending “ection 5360 to provide that “i
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nonprofit corporatiom shall have all of the following officers, with

such-titles as the bylaws provide”.

i

40411452

5 5381l. Chief executive officer

Sxhibit XIX (buff) notes that nomnprofit corporations mey be
unfaniliar with the concest of a chief executive officer as opposed to a
vresident, and so on. The staff notes that "chief axecutive officer’ is
a defined term. In order to clear 1p any possible confusion, the staff
w11l make an effert te assure that, in any section in which the term is
used, there is a cross-refersnce to lection 53461 which defines clhief

executive officer as the president or chairman of the board.

ENGF1TD

~

L 5362, Sazlection of officers

Zxhibit AII (blue) states that Section 5362{a} relating to service
of an officer at the pleasure of the board, subject to the richts of the
officer under a contract of employuent, should conforr to the comparable
provision of the tusiness corporation law. .As the staff reads the
business corporation clean-up bill  (final amended version), Hection
-°5362(a) is virtuvally identical to the first sentence of Section 312(L).
The second sentence of Sectiom 312(b), with which Zxhikit #II is also
concerned, is continued in Suction 3363,

Subdivision (b} of Section 5362 states that any number of offices
iay be held by the sameréerson. This changes exdsting law although it
is the same as the new business corporation law, lkzxhibit X AT (buff)
says that people accept the idea that there should be souwe division
between "the president who runs the organization and a secretary vho
keess the records, They dislike one -an rule particularly.” The stcaff
notes that Hection 5362 permitrs the bylaws to require separate persoms
to hold corporate offices; the effect of subdivision (1) is simply to
permit consolidation if the corporation so desires.

Uxhibit LVII (white) sees the nead for permitting nonprofit corwo-

rations, particularly snall nonprofit corporations, to have some means
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of salecting officers other than appointment by the board. The cou-

mentator proposes languaze to the effect that "Wothing in this division
prohibits the bylaws fror providing that officers are chosen by the
nembers for specific terms and that officers serve ex officilo as direc~
tors.” Tue staff notes that Scction 5362 would permit the bylaws to do
precisely this. The staff has no problem with putting the suggested

lanpsuage in the Comment to Gection 5302,

SGafl7t

i 330¢3.  esignation of officers

Saction 33¢3 pernilts the hylaws to specify 2 notice peried (aot
exceeding 33 days) before the resignation of an officer becones effec-
tive. Lxhibit X .£IX (buff) Jdisagrees with the notice provisionm and asks
how it will be enforced. Fxhibit IV (vhite) sces no reason for resig-
nation to be subject to delay: the {omuission’s reason~--that the non-
profit corporation will have an adequate opportunity to replace the
of ficer--is no wmore applicable to nonvrofit corporations than to busi-
ness corporations,

The Commission's consultant, ‘ir. lavis (Exhibit £ . VI-~buff), suc-~
gests that the 30-day notice period for resignation of officers parallel
the 30-day notice period for resignation of directors. .e would take
the 30-day provision out of subdivision {(a) and make the following new
subdivision:

{b) The resignation is effective upon giving the notice, or
after such period not exceeding 32 days as is provided In the
bylaws, unless the notice specifies a later time for the effective-
ness of the resiznation.

104 f173

s 5370. uty of care of directors

Section 3370 imposes a flexible standard of care on directors,
kased on that of the new business corporation law. Ixhibits A IV
{zreen) and LLI (hluc) telieve this standard is appropriate for non—
profit corporatioms. Ixhibit LIT (preen) states that “the enunciation
of the flexible standard of care for directors may help to bring more

predictability into that area.”
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-xhibit XI asks, "Should some provision be made for liability and
removal because of failure to perform, absenteeisrm, and neglect of
Auties?” The staff agrees that Sectiom 5370 as drafted would not impose
liability for failure to perform, absenteeism, and neglect of duties.

Of course, a unonprofit corporation could make these grounds for removal
if it so desired. Section 3266Ja;. “he staff belleves this authority

is sufficient to take care of the problea.

3./514

s 3371, Transactions involvinpg Interested directors

Loth Exhibits “XAVII (hlue-—Atforaey Seneral) and LIV (Lluz) wake
the arpument that Section 537, which wvalidates transactions involving
interested directors, should not Le applicable to charitable ecorvora-
tions or nonprofit corporations wlding zssets on charitable trust to
the extent those assets are affected by tha conflict of interest.
Exhibit LIV points out that the safegaard of Saction 5371 (approval by
the members) is not present in many charitable corporations where the
directors are the members.

Section 5371 could be made subject to Sectiom 55690 {duty of care in
management of charitable property) in the same way that fection 5370
{seneral duty of care of directors) is subject to Section 5560. ix-
hibits Z..XVII and LIV point out that the same arguments also apply to
Sections 5372 (transactions involving common directors) and 5373 (loans
to officers and directors). “hatever actlon the Ccmmission-takes with
respect to Section 5371 should also be taken with respect to Sections

5372 and 5373.

20/941

3 4373. Loans to directors and officers

Saction 5373 prohibits ioans to directors or officers of a non-
profit corporation with certain exceptions, inélﬁding loans made to
officers pursuyant to an employee ! enefit ploan, Oxhibit XVIII (vuff)
believes the séction should be expanded to valildate }participant loans"
from a gualified plan under :ection 4.1 of the Internal levenue Code as

defined under Section 4275(77(1l)} of the Internal “evenue Code. Ixhibit
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X. (gold), on the other hand, feels the section should he eliminated
altogetiner; it is improper and could encouragze potentially wronpful
conduct.

The staff believes the loan provisions serve a useful function.
They are linited to situations wherzs : loan is clearly appropriate.
ixhibit LII (+reen} notes that the corporate ability to advance ordi-
nary business expenses seems to bring the code more in line with practi-
cal reality.” The staff believes taat ‘xidiit “VIIT ;.as .isinterrreted
the effect of Section 5373, Tt does net liwit loans uade frowm tenefic
plans, as the commentator appears to assu.e, but only loans by the
sonprofit corporation. The staff Lelieves that no action is necessary
to achisve the result sugrested by the cormentator. Thz staff plans to
add lanjyuage to the Comment to =ake clear that Sectlon 5373 limits only

loans by a nonprofit corporation.

3i1/511

-

Y 5374. Tllepal distribution or loan; derivative action against
iirectors

ixhibit LII (preen) states that the directorial 1liability for im-~
vroper loans is a welcome sight.”

fxhibit TULVII (blue——~Attorney Gemeral) notes that Jection 5374
sets forth the liability of directors for an 1llegal distribution and
sets forth limitations on that liability. ~I¥ this is intended to apply
to charitable assets or the assets of a charitable corporation, it is a
severe erosion of existing law, and wa will be opposed.’ The staff is
atja loss to understand this comment; Section 5374 authorizes a Jeriva-
tive action by creditors and members to recover juproper distrilutions
from directors. It considerably expands this recovery risht over former
Sections 323-429, in particular eliminating the vrerequisite that the
illegal distribution be “riliful or mezligent.” See former Soetion 325
(cld General Zorporatiom law}. Uection 5374 is not intended to be
limiting, but rather to expand the available remadies against directors
who abuse their office. ‘'ernaps it should be made clear in the flomment

that Section 5374 suppleilents, and does not replace, any other available

remedies.
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5330 et seq. Tudennification of corporate arents

Ixhibits AIV (white) and LIT {~reen) =gree with the provision for
liberalized indemnification,.
Yxhibit XI (buff) believes the law sihould not authorize indemnifi-

cation for attorney's fees wvithout limitation.” %Sce Sectionm 5350(L).

ute could be clarified by the following amendment:

{(»} "dxpensos” Includes withous limdesedon , ut is not liu-
ited to, reasonable ~ttorney’'s fees and eamy expenses of estab-
lishins a rigat to indesmification under Zaction 5383 or subdivi-

siton (=} of Lection 5354,

- ixodbit LA (z0ld} balieves that a foundation manager siould not be
indemnified for expenses incurred in defending against vielations of the
Tax .eforw et of L2460 because that is not “appropriate.” The staff is
unable to draw the szme distinction draven by xnititr . arons the
various types of actioms in vhich a corporate agent may he involved.

The staff believes the saferuards provided in lections 5321 and 5384 are
adequate: iIndemnification may be made ounly if the indemnitee acted in
«ood faith in a ianner he reasonably believed to be in the best interest
of the nomprofit corporation and only if approved by the members or
directors of the nonprofit corporation (excluding the vote of the person
to be indemmified).

vxhibit £ 2aVII (blue---Attorney Gomeral) is concerned witb insur-
ance for and indewnification of directors of charitable corporations for
actions which constitute a brzach of duty. "If the director of a chari-
table corporation performs an act vhich constitutes a breach of trust,
we are opposed to his being indermified from charitable assets either
directly or Indirectly throupgh insurance.” The cormentator zoes on to
state that it is really a uroblen of defining the line between permis-
sible and imperiissible indemnification.

fgain, indemnification under the statute may only Lz made if the
persoa to be indemnified acted "in pood faith and in a manner the person
reasonably believed to be in the test interests of the nonprofit corpo-

ration." Sections 5331 and 5347. In addition, indemnification is
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required where the indemnitee has heen successful on the -erits im
cdefense of a sroceeding. Sectiou 3303, The staff selieves that this is
adequate protection £nr charitakle corporations in the case of direct
indemnificatiorn.. in the case of insurance, however, the staff beliaves
there nay e a legltimate problem since Jection 3333 permits insurance
for 1liability “whether or not the noanprofit corporation is authorized
under this article to indermify the person against the liability.'
Terhaps this section could be revised to read:
53853, {a) A nonprofit corporation may ovurchase .md mointain
insurancs on behalf of a persouw against any liahility assertad

azainst or incurred by the jerson as an agent or arising out of the
person’s status as an agent .

() txcept in the case «f a nonprofit corporation nrganized
for charitable purposes, this zection spplies chether or not the
nonprofit corporation is authorized under this artiecle to indemmify
the person against the 1iability.

23/ 764

> 5385, lusurance for corporate agents

The tommission's censultant, .x. cavis {BExhibiet X{¥ VI--buff), asks
whether thils section means that a wonprofit corporation nay pay for
insurance covering damages as well as expenses, as it appears to. The
staff agrees that the provision is unclear. t is draun from former
Section 830(%:) (old General Corporation Law), which in fact permitted
insurance for any "liability or loss”, imcluding, but not limited to
“judgments, fines, settlements, and expenscs incurred in defense”. The
staff believes the words "or loss” should be reinserted in the text of
tne statute and plans to include the illustrative listing of "judpnrents,

fines, settlements, and exrenses incurred in defense”™ in the Comment.

FEfP65

L 5330, Indemnification of estate of deceased ament

The Conient to this seciion erroneousiy states that no cowparable

provision is found in prior law. Ir fact, Section 33J{r.

of the old
General Jorporation Law does extend the indemnification provisions to
the estate of an agent. Ihe staff sugrests that the text of Section
5390 be replaced with the text of existing law:

5393, This article applies to the sstate, executor, adninis-
trator, heirs, legatees, or devisees of an apent. and the tern
"person’ where used in this article includes the estate, executor,
adninistrator, heirs, legatees, or devisees of the apgent.
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¥ 5410. ‘lembers

Exhibit X {(green) sees the need teo permit a nonprofit corporation
to have members who may hold more than one membershlip. This has been
accomplished in Section 5410. Exhibit XII (blue) believes the presump~-
tion agailnst nonnatural persons as members should be reversed, so that
the rule is that nonnaturzl persomns may be members unless the bylaws
praclude them. The Comnission had already determined to make this
change at its September 1975 meeting.

Exhibit XXXIX (buff) addresses the more philosophical question of
the relation of a member to the organization, and sugpgests adoption of a
provision that a person who agrees to be a member or who pays membership
dues is bound by the articles and bylaws of the corporation. The staff
does not believe such a provision would be advisable: (1) It is cer-~
tainly the rule absent a statutory provision that a member is bound by
the rules of the organlzation so long as he remains a wember: (2) adop-
tion of a provision defining when a person becomes a ''member’ for pur-
poses of being bound by corporate rules may unduly restrict the manner

in which “"members” are acguired in some types of nonprofit corporations.

4041176

§ 5420 et seq. Issuance of memberships
The Commission's comsultant, 1r. Davis {(Exhibit XXXA{VI--buff),

believes there should be an initial Comment that this artlcle does not
affect corporate securities matters as to memberships. The staff agrees
that this would be useful, and suggests the addition of the following

language:

Comment. Article 2 {commencing with Section 5420), which
relates to issuance of memberships, governs only the internal
affairs of nonprofit corporations. It doés not affect in any way
the coverage of the Corporate Sccuritles Law, which may in an
appropriate case be applicable to the issuance of memberships in a
nonprofit corporation. See, e.g., Silver Hills Country Club v.
Sobieski, 55 Cal.2d 811, 361 P.2d 906, 13 Cal Rptr. 186 (1961).
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5424,  Tedeemable mewberships

The tentative recommendation provides for redemption of wembershins
in noaprofit corporations; noting that existing lav is unclear whether
this is peruitted, and stating that redemption is "appropriate" for
nonprofit cerporations. xhibits - {old) and X . 3IIT (sink-~State
Board of i'qualizartion} both hLelieve strongly that it is improper for
charitalile corporations to make redemntions. Hxhibit “ .31 states "I am
not in favor of any charitavle nonprefit corporation in any way reim—
bursing or distributing te any wembers any part of the assets'': " xhibit
Xi{.aI11 states "I don't believe a raquirement that such redemptions are
allowable if not made pursuant to a plan to distribute gains;'profits or
dividends will provide the vrotection heoped for.” In addition., lxhibit
XIV (white) believes that redeewable neaberships should not be permitted
whether the corporation is charitable or simply nonprofit.

The staff does believe that redeemable iemberships may be a useful
device for some types of nonprofit corporations, particularly in ena-
bling tihem to get started. 1If the Cowmmission desires to preclude its
use by charitable corporations, Scction 5422{a) could be amended to
read:

(a) Pursuant to its bylaws, a nonprofit corporation other than

a rnonprofit corporation organized Tor charitable urposes may issue
memberships or classes that are redeemable, in whele or in part.

The Comsission's consultant, ‘. avis (Exhibit X Z:VI--buff),
calls attention to subdivision {c} which precludes issuance of mernber—
ships redeemable at the option of the holder. iHe does not 'understand
what public policy is offended by perumitting such redemption,™

Subdivision (¢} is drawn from the existing Seneral Corporation Law,
and the existing provision is continued in the new business corporation

law. ! Rallantine & Sterling, ©alifornia Corporation Laus 5 144 {foot-

notes omitted) states:

Awrong the sowers of every corporation 1s the power, subject to
the provisions of its articles, to redeem shares thereby made
subject to redemption. ‘‘owaver, compulsory redemption provisions,
enforceable at the option of the shareholder, are not allowed under



the Galifornia law, "o sharcholder can be ziven no right in the
articles to comwal a return of his Investment either in common
shares or in preferrcd shares. 5Such provisions are recognized in
uany states as to preferred shares but are dangerous and ill-
advised. lUxamples of the harsh working of compulsory redeniption
provisions may be found in the reports.

4041185

s D423, Tartly pald menberships

wxhibits YIV (white} and { IZ (.uff' approve the provision author-
izing issuance of partly pnid memberships. Zxhibit 2. I¥ zuzpests,
however, that a member should have no menbtership rights until the mew-
bership is paid in full. e staff does not agree: this would destroy

the usefulness of the provision.

4044152

% 5424,  iembership certificates

xhibit XIV (green) approves the distinction between :embership
certificates and identity cards implemented by Section 5424. The com-
mentator suggests, howaver, that the section or Tomment be expanded to
make clear that the property interest referred to is only a “current”
interest and not one contingent upon dissolution. 7The staff does not
pelieve thils is the intent of Section 5&2&; if a membership is trans-
ferable and is evidenced by a certificate fhat represents a property
interest in the corporation of any type, lection 3424 is intended to

anply.

5 5433, Lliability of transferee with knowledge

The Conmission®s consultant, .. Havis {Exhibit ¥ IWVI--buff),
notes that the parenthetical information in Section 5433 is redundant,
intended only for cross-referencing ovurposes. The staff does not be~
lieve it should be deleted, however, since it makes the interrelation of
Sectious 5432 and 5433 easier to umlerstand in what seems to us a rather

complex statutory schene.



4044283

3 544), Terwination of membershin

=

ihe Tomiission's consultant, . Tlavis (Exhibit XS WI--buff),
helieves there chould be 2 specific statutory reference In Szction 5441
to the notice.required in the case of a termination of neubershis pur-
guant to Jectiom 5511 (failure tec pav dues). 4As a natter of drafting
tecimigue, the staff considers this inadvisable, the provisions of
Section 5511 .aay change, aad 2 general reference to the section is
adequate; moreover, the Torrent jiakes specific reference to the notice

reruirement of Section 5511,

39/942

5442, _ffect of terwination of nembership

Sections 5540~55043 provide the rules, absent provisions in the
bylaws, for tramsfer and termination of membership (Including with-
drawal}), as well as the effect on property rights of termination {(in-
cluding termination by death). Hxzhibit VIII (pold) argues at some
length that i:wenbers should be better protected than they are under
existing law (which is generally carried forward in the proposed legis-
lation); in fact, this writer argues that a member shoulé have an abso-
lute right to payment of all of his equity” investment and repayment of
all loans within 30 days of termination of membership, at a price to be
set by tlie wember,

The Commission and the staff spent significant time on this point
during the drafting process, alded by an earlier letter {ron the same
writer. A draft section protectingz proprietary rights of a member upon
his death was prepared and reviewed Ly the Comaission. It was decided
at that time to continue existing law, leaving such protection to the

bylaws.

4347239

5443, ‘lithdrawal of members

Gection 3443 permits a mewmber to withdraw from a nonprofit corpora-

tion upon 30 days® notice unless the bylaws provide a procedure for
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withdrawal. “xhibits AI. (hlue), 5.II (pink), and Z.I (ereen) rake the
sodnt that permitting withdrawal of nesters in a homeowmer®s association
could have crippling effects on the wviability of such nonprofit corpora-
tions. “hey recommend that homeowners' associations be excepted form
the provisions of fection 5443, The staff agrees with this recomnen-
dation.

Yxhibit AIT wakes the additionsl ohservation that Jection 5443
merely provides for withdrawal on 30 days® notice absent a withdrawal
procedure in the bylaws but thst the section does not specify the wmaxi-
iur nctice reguiremeunt that may he imposed by the bylauvs., The comen—
tator supgests that a statutory waximum be inecluded., The staff believes
this would be inadvisable: we cannot {oresee the different circuistances
of the lonuwserable different types of nononrofit corpovations. As oripi-
nally drafted, Section 5443 required the bLylaws to provide a “reason-—

]

able” withdrawal procedure; the Commission deleted the 'reasonable’
requirement so as to avoid litigation over this wvery issue. I fact, of
course, the bylaws are always subject to equitable requirements of
reasonableness,

rxiaibit K.l rakes the additiomal observation that the statute
indiseriminately makes use of the terms “vithdrawal,' ‘terininate,’ and

Ysurrender,' causing confusion as to nuances of meaning. The commen~
tator suggests that a single terminology be used throughout. Tue staff
agrees with thils suggestion.

As amended to accomplish the changes suggested, 3ection 5443 would
read:

5443, (a) Unless the bylaws provide a procedure for witndrawal
ef members termination of membership hy members , a member may
suspender terminate nmembership upon 30 days' written notice to the

nonprofit corporation. This subdivision dces vot apply teo neuber hip
in an owners' association as defined in Sectiom 15012,

(b} Unless the bylaurs nrovide otherwise, saer¥endes termination
of memberghip terminates all future rights, powers, and ohligations
of membership, but does not terminate the members' liability for
dues, assessnents, fses, charges, or other obligations incurrad
prior to supremder termination



L2420

3 %430, “iccord date

Szction 5450 provides for a record date for the purpose, among
others, of determining an "ullotment of rights.” The Cormission's
consultant, T. “avis ‘Exhibit 77 VI--buff}, beliasves this is not
appropriate to nouprofit corroratioms. I thin® an allot ent of rights
is like a stock right, which does uot exist under our law,” Tnc staff
believes that a nonprofit corporation may have an alloiment of rishts,
2.0.; 4 right to distribution of assets on dissclutiom. _ovrever, the
staff has no streng objection to deletion of subdivision (¢} since
arguably subdivision (d)("exercise rirhts in raspect of any other lawful
action") covers the same ground. If subdivision (c) of section 5457 is

deleted, subdivision (c) of Yection 35452 should also be deleted.

261766

'3 _5451. suthority of board to fix record date

Section 5451 pernits the board to fix a record date. Exhibit LVIT
{wiite) states that censideration should be gziven to allowing the record
date to be set in the bylaws. The staff thinks this makes sense. Sec-
tion 5451 could be amended to read:

5451, (a) The bylaws may »rovide, or the board may fix, in
advance, the record date,

(b} The record date provided by the bylaws or fixed by the
board shall be:

(1) In the case of a meeting, not more than 67 nor less than
10 days prior to the date of the meeting.

{?) In the case of any other action, not more than 60 days
prior to the actiom.

A few conforming changes would have to be made here and thete in the re-

nainder of the record date article.

4064/292

3 5452, Gecord date where board does not fix date
3ection 5452 provides a record date for determining members en-

ritled to notice of and to vote at a meeting; in cases where the board

by D



nas failed to provide a record date, of "the business day next preceding
the day on which notiece ig given,  Fxhibdit ¥ (pink; lelisves that this
provision is impractiecal and will handicap corporations which must do
spome preparation for giving notica. The commentator sugzests that a
pariod of 19 days prior te the day on which notice is ziven would be &
more rational tiie period.

The staff agrees that this would be 2 wore appropriate period for
nonprof it corporations, which ay in many cases fail to set record

dates. The staff would arend Szetion 5452 to read:

2452, 1If no record Jdate is fixed by the board.

£+3 (a) The record Jate for determining members entitled to
notice of or to vote at a neeting of wembers is the close of busi~
riess on the tenth business day next preceding the day on which
notice is given or. if no rotice is waived required to be sziven
the close of business on the business day next preceding the day on
vhich the meeting is held.

kA v . - -
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- 5512, Levy of assessments for carital inprovemants

Saction 5512 allows a member to escape a levy of assessment for
capital improvements by pronpt vithdrawval from merbership., The Cormis-
sion adopted this section lLiecause of existing case law which appears to
bind 3 weaber for any assessnents wade before termination of uecbarship,
vhether or not the menber =2ill ever benefit from the assessnents.

ixhibit U (cold} argues that this section should not Le used to
allow a iember to withdras a wnledge vhich has been made to a charitable
organization znd relied upon by that organization. T.e staff does not
telieve that Section 5512 covers such a situation., The staff provnoses
to add the following sentence to the Comment to make this clear:

It should be noted that ection 5512 provides only for avoidance of

certain capital iuprovement assessments upon withdrawal of a nen—

Ler; it does not affect any other obligations to which a member uay

ke liable. 3Fection 5443(bL;.

Lxhibits XIK (blue), XII (pink}), 3:iVI (blue), and ¥ . I (sreen; all
argue that this section is inappropriate in the case of a condominimum
or homeowners' association which is specifically set up in order to levy
and collect assegssments for capital improvements and maintenance of
common grounds, In general, the responsibility for such assessments is
set forth in a deed or declaration of covenants and restrictions re-
corded at the time of development of the condominimum or subdivision;
the nonprofit corporation is normally set up simply to administer the
comiion ares and the assessnent procedure. Thus, it is arguable rhat
Section 5312 does not in fact extinguish these liabilities which are
created by recorded deeds or declarations rather than by membership in
the nonprofit corporation.

Tlowever, the staff agrees with the recommendations made in these
letters that this should be clarified. The staff recommends that a new
subdivision (1) be added to this section to read as follows:

association as defined in Section 25012,

wdylym
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< 5520. Subventions authorized

¥xhibits ITI {preen}, 3. (gold), and X{ I (pold} strongly anree
with the Zommission recomnendation that the subvention provisions not be
included in the proposed lezislation. Thev note that subventions are
merely forme of debt and should e called such. T©xhibit ¥ 1.1 (5old)
states “In w1y opinion the issuance of such certificates for any grant or
loan to the coyporaticun vhich would drav interest could be abused be--
cauge it provides a leoop--hole for the distribution of properties or
income,” Exhibits X (buff), i 14 (Luff), and the Commission's consul-
tant, ir. vavis (Bxliibit I .. VI-~buff}), appear to approve of the subven-
tion concept on the grounds that it i1l do no harm and it may add
“definiteness and certainty” to the lau.

The staff continues to recomaend that the subvention article is
unnecessary and might be interprated as being restrictive of the financ-
ing devices available to nonprofit corporations and sheould, therefore,
not be included in the proposed leglslation., The same analysis applies
to the suggestion in ixhibit XI (buff)} that "capital contributions™ Le

codified.

30/945

5 5325, edemption at option of holder

The Commission's consultant, 1r. lYavis (Exhibit X XZVI--buff},
points out that Section 3525, authorizing subventions which are redeem=-
able at the ontlon of the holder, is incomsistent with Section 5422(c),
which specificallv prohibits memberships redeemable at the holder's
option. ilir. Davis recommends the deletion of Section 5422(c).

Section 5422(¢c) continues existing law and 1s comparable to the new
peneral corporation lav provisions limiting the issuance of redeemable
stock. 3See discussion, supra. Cection 5525 is taken directly from the
dew York law establishing the subvention concept: it is.inconsistent
with existing and propesed rules on redeemable wemberships. The staff
sees no hars in this inconsistency. If it is determined, however, to

brine the two sections in harmony, the staff recommends that Section

el G



5525 rather than Section 5422{c) he deleted. this will do less violence
both to existing law and to iLhe congruence betwszen the new General

Corporation Low and the proposed nonprofit cerporation legislation.

JfnhE

552%, fficer's certificate

Sezetion 5529 requires that an officer’s certificate, including the
board resolution establishing the terms and condition:s uvon vhich sub-
ventions are to be issued, be filed -7ith the Secretary of Jtate. The
Commission’s consultant, (. ravis (Exnibit X WVI--buff), arrues that
this provision, parallel to siuilar requirements in the Seneral Corpora-~
tion Law, should not be included here because the articles of incorpora-
tion of a nonprofit corporation need not set forth its capitalization
{as is required of a business corporation;. The staff believes that .ir.

Mavis is correct and recommends that sectilon 552% be deleted.

354047

7 5530, Consideration

Section 5530 specifies acceptable consideration for the issuance of
debt instruments by a nonprofit corporation. ixhibit {TX (.lue) argues
that a corporation with charitable purposes should be empowered to issue
debt instruments for any consideration it considers acceptable or for no
consideration at all. The writer believes that supervision of chari-
table corporations by the Attorney General is enough protection to the
public or its nembers.

This guestion was considered by the Commission in connection with
the sections relating to valid consideration for the issuance of a mem-
bership and for subventions. *t that time, the Conmission determined
that memberships and subventions may be issued for “such consideration
as is specified In the bylaws or as is determined pursuaat to authority

contained in the bylaws,” with the judgiient of the board of directors as
to the value of such consideration to bte conclusive in the absence of
fraud (Gections 5427 and 5521); the Commission swpecifically decided,
however, to retain the stricter requirements of Jection 55330 for indebt-

pdness. The staff sees no reason for imposing these different require-

ey



wents for congideration for the issuance of debt and, therefore, recom-
mends that the language of Szctionm 5330 be revised to foilow that of
Sections 5420 and 552.. As so revised, sectiou 553 (a) wuld read:

{a) lLonds or other evidences of indebteduness may be issued for
such consideration as is specified in the bylaws or as is deter-
wiined pursuant to authority contained in the bylaws.

331948

2. 935350-5532., Payments to ..embers

exhibit I (buff} avproves cof the explicit salvency requiremeants of
these sections.

Exhibit .51 (gold) argues that 1 member holding a subvention should
not be able to resign and thus avoid the restrictions upon pavnents for
subvention redemptions set forth in cectiow 555i. The staff does not
belisve that these sections should he rewritten to extend their coveraze
to former members. If a nesber wishes to resign and give up the bene-
fits of membership, he should be free of its burdens as vell. It should
also be noted that there are separate financial requirewents for the
“redemption of subventions at the option of the holders, whether or not
nembers (see Section 5525).

The Commission's consultant, v, Javis (Exhibit X. XVI--buff},
recommends that an exception to these sections be provided for the
situation in which a payment to a member tc putrchase his membership is
made in order to resolve a legitimate controversy between corporation
and member: such language was contained in former Section 1706. Tormer
Section 1706 allowed the use of stated capital (rather than capital
surplus} for the purchase of shares in the course of a3 resolution of a
shareholder dispute; such a purchase was still subject to the general
solvency requirement of former tesction i170%. In moving f£rom the general
requirement of surplus accounts to the balance sheet and linuidity
criteria of new Section 500, the new Ceneral Torporation Law deleted the
oxception for shareholder dispute resolution. 7Thls pattern was followed
in drafting “ection 5551.

This proviso could be reinstated in sSeetion 5551 by adding 2 sub-

division {c), as follows:

.



{c) The payment is made to collect or compromise in good faith
a debt, claim, or controversy with any wember.

The staff does not see any justification for this change and recommends

against the proposed addition.

30/949
§ 5560. Tianapement of charitable property

Section 5560 codifies exlsting case law to the effect that the
tuanagement duty of a nonprofit corporationm holding charitable assets is
that of the private trustee as set forth in Section 2261 of the Civil
Code. Exhibit LIT {green) approves this provision as a "tightening up
the standard of care”. ixhibit VII (vhite) correctly points out that
this rule leaves in doubt the permissible extent of delegation of in-
vestment decislons and then recommends language specifically allowing
delegation of investment decision-making to investnent advisors or
investment counsel with full authority to make day-to-day investment
decisions, including execution of buy and sell orders.

The staff does not agree with the recormendation that directors of
charitable corporations be authorized to contract with investment advi-
sors and thus escape all responsibility for management of the assets. A
limited form of this delegation is provided by Article 5 of Chapter 3
{(Conmittees of the EBoard) and Section 5562 (Iinstitutional trustee}.

Exhibit XVII (green) recommends language to make the standard of
this section the maximum duty to be imposed on the board, citing claims
by the Attcerney General that directors of the charitable corporation are
"{nsurers'’ of the soundness of their investuent decisions. Uith regard
to the fear that directors may become “insurers" of their investment
decisions, exlsting case law (see the citations in FExhibit VII) provides
for a liability as an insurer only in the event of viclation of the
trustee's duties. Perhaps a notatlon in the Comment that a director
becomes in insurer only in the event of such a violation would be appro—
priate.

Ixhibit XX (gold) points out that the "prudent man' rule of the
Civil Code may not be appropriate for certain high-risk charitable

activities, such as slum improvement investments. The staff believes
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that Exhibit X. has raised a wvalid point with regard to charities which
ate formed in order to invest in risky ventures which would be beyond
the scopé of a normal trustee's discretion. It is recomsended that an
exception be added to Sectlon 3560, as follows:
{c) A nonprofit corporation and its directors shall not be
liable for violation of the obligations described in subdivision

{t)} in carrying out the charitable purpcses of the nonprofit corpo-

ration or of the domor or instrusent transferring the wroperty

received for charitable purposes to the nonprofit corporationm.

Exhibit 300FII (white) complains that this section does nothing to
resclve an existing avbipuity in alifornia law: vwhether or not the
ramaining portions of the Civil Code {Sectiomns 2215-2290) applicable to
trustees are also applicable to nonprofit corporation directors. The
staff recomumends against any further attempt to set feorth the extent to
which the various statutory rules and obligzations of trustees are appli-
cable to nonprofit corporations and thelr directors. tection 5560
codifies the only explicit decision on this point. Tﬁere has been a
rreat deal of commentary among wvarious authorities as to the interrela-
tionship between the duties of charitable corporation directors and
private trustees with very little consensus reached, -

Zxhibit XX LVII (blué-~&ttorney General}, for exawmple, argues that
all of the provisions of the Civil Code relating to private trustees
(Sections 2215-2290) should apply to diractors of charitable corpora-
tions, claiming that existing cases.(;hose cited in the Comment to
Section 55360) establish this law. ¥xhibit LIV (blue) also makes the
argument that reference to merely 3ection 2230 ¢f the Civil Code in
affect precludes application of the other trustee provisions; he would
delete the specific reference to the Jivil Code and leave it to case law
to determine what the dufies of a trustee aréras‘aﬁplied to directors of
a2 charitable corporation. Zxhibit KLLAVIIf igﬁld}, on the other hand,
applauds the limited nature of the Incorporation of trustee rules in
proposed Section 5560 and argues very strongly thét the other private
trustee ruLes are not and should‘not be applicable to éharitable corpo-
ration directors. .

The staff does not agree'with the position that all the duties of a

trustee are applicable to directors of charitable corporétions. First,
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the, cases simply do not establish any further application of the Civil
Code rules to charitable corporation directors than is contained in
Section 5360. Second, there are sipnificant differences between private
trustees and charitable corporation directors in terms of expertise, the
reasons for selection, and the scope of activities. It is the staff's
belief that a2 large percentase of the existing directors of charitable
corporations would not be able to serve if the stringent private trustee
rules of the Civil Code were imsosed upon them {assuning the directors
stere fully advised by their layvryers as to the requirevents and the
extent of liability involved}. 7he staff, therefore, recomuends that no

further cnanges be wade in Section 5560.

5 5561, Indefinite purposes

Section 556! saves iIndafinite charitable gifts to any nomprofit
corporation, allowin: the nonprofit corporation to resolve the specific
manner in which the gift is to be used. Ixhibit XI {(buff) complains
that this gives too much pover to nonprefit corporations. Exhibit LIV
{blue) argues that this usurps the prerogative of the courts to deter-
mine the application of the cy pres doctrine; the commentator fears that
a nonprofit corporation, which may have a single director, could abuse
the power even were the directors held to all the duties of trustees
(vhich they are net).

The Commission considered this cuestion at an earlier date when it
was pointed out that existing law allows only a corporation organized
specifically for charitable purposes (with a ninimum nine-man beard of
directors) to receive and utilize such uncertain gifts. The staff
recomuends that the Commission's decision to expand this principle to
all nonprofit corporations receiving charitable gifts be retained; the
corporation will continue to hold the assets only for the charitable
purposes stated and subject to the trustee's duty of Hection 5560.

Uxhibit X14.WII (blue--4ttorney 5General) argues that Section 5561
{aiso Section 5565) should be restricted so as to allow a nonprofit
corporation to receive an indefinite charitable gift or adumlnister a

general charitable trust only in a manner which is consistent with the
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ourposes of the nonprofit corporation. DSoth sections adopt existing
statutory language, and the commentator's argument thus reflects dis-
satisfaction with existing law. The staff doubts that any nonurofit
corporation could use assets in a manner inconsistent ith its purposes,
hut there does not seen to be any obvious hara in adding to these sec-
tions a requirement that the property be utilized or held in trust "in a

manner not in conflict with the purposes of the nomprofit corporation.”

3052
© 5562. Institutiomal trustees

Section 3562 allows a nonprofit cornoration to transfer any of its
assets f{including charitable assets} to an institutiomal trustee; this
transfer relieves the directors of liability for administration of the
assets. Exhibit XVI (yellow) suggests that a nonprofit corporation .ay
require some lesser services of an instirtutional trustee than full man-
agement of its portfolio. The staff acknowlelges the force of this sug-
cestion and recommends language in the Com.ent that the provisions of
Section 5562 relating to management of corporate assets do not preclude
a nonprofit corporation from purchasing investuent advice or other in-
vestment services.

Zxhibit X {4VII (blue--Attorney General) arsues that the directors
of the nonprofit corporation should, after transfer of assets to an
institutional trustee, 8till have some responsibility for monitoring the
performance of the trustee. :xhibit %I (Luff) and the "ormission's
consultant, .ir. Davis (Exhibit Z{{VI--buff), make the same point.

'Then Section 3562 was drafted, the staff included in the Comment a

statement that the directors retain the duty to exercise due care in the

selection of the institutional trustee "and in the contimuation or

termination of the trust.” After substantial discussion, the Commission

determined to delete this language for the reason that it was unable to
determine the scope of the duty thus indicated. Put very simply, this

lanpuage (whether in the statute itself, as the Attorney General recom-
mends, or in the Comuent) requires some continuing review by the direc-
tors of the performance of the trustee: it does not answer the question

of how often the review must occur and how wide its scope must be. The
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staff has been unable to find statutory exanples from other sources
setting forth the extent of such a monitoring duty. The staff recom-
mends that no change be made in Section 5562 unless the Attorney General
or the other commentators are able to srovide sugzgested language vhich
does not suffer from this ambisuicy.

| Bxhibit VII (whi;e) argues that the delegation of nower is too
limited and should be extended to peruit the nompreofit corporation to
employ iavestient managers and delegate to them full investment author-
ity. Uxhibits VI {yellow) and II (bluz) note that the definition of
*institutional trustee’ appears to exclude nationally-chartered banks
which are conducting trust businesses.

The staff does not believe that Saction 55£2 should be extended to
include investaent managefs. There apears to be no adequate statutory
repulations comcerning investuent manapers in the same way that there
are regulations concerning institutional trustees. The staff does agree
that "institutional trustee’ should be defined in subdivision (a) to
include mational as well as state chartered banks. This can be dome by
amending subdivision (a) as follows:

{a} As used in this section, “institutional trustee" means an
entity entitled under Feetdem Sectiomns 1500 and 1502 of the Finan~
cial Code to engage in the trust business.

Again, the staff plans to add a Coiument to the effect that ncthing in
Section 5562 is intended to preclude a nonprofit corporation from
hiring and relying on the counsel of investment advisers in appropriate
cases.

Izxhibit LIV (blue) makes the point that subdivision (), as pres-
ently drafted, authorizes the transfer of assets to an institutional
trustee with no restrictions or limitations except that the assets
remain sut:ject to any existing investment restrictions. The commentator
correctly points out that this is intended to enable tramsfers for
' ‘investment purposes only, not for the actual utilization of the assets
for charitable purposes. Jubdivision (L} should he anended, as he
proposes, to read:

(b) A nonprofit corporation wmay transfer, by appropriate ac-
tion of the board, any or all of its assets (including property



hreld upon a charitakle trust) to an institutional trustee for our-
soses of investment and reinvestuent , as trustee subjectf to any
investment restrictions on the assets.

¥xhipit LIV also notes that subdivision (¢), vhico relieves the
board from liability for "aduidnistration'’ of the assets, 1s ohjection-
ably broad. ‘[he staff believes‘it is unnecessary to amend subdivision
{c) if the change in subdivision (h) Is ade since the extent of the
iumuynity of liasbility under subdivision ¢} is controlled by subdivision
().

vxhibit VI {yellow) believes that subdivision {J) should be cross-
referenced to Sectiom 5363(L} since wany charitalble corporations are
private foundations subject to the niniun: payout requirements Imposed
by Sectiom 4%42 of the Internal ‘evenue Jode. The staff will add such a

cross~reference; it may prove helpful to someone.

LG5 /004

¢ 5563. #rivate foundations

Fxhibit AX JVILI {(rold) points out that, in the recodification of
Section 2501.1 as Section 3553, the ztaff erroneously omitted qualifying
language relating to the Internal ievenue Code. Upon further research,
the staff ackn0uiedges the error; the missing language should be re—

stored thus:

5563. {a) Thig section applies to a nonprofit corporation
during any period the nonprofit corporation is deemed to be a
"private foundatiou" as defimed in 32ction 509 of the Internal
tevenue Code of 1954, and any provision containec in its articles
or other governing instrument inconsistent with this section or to
the contrary thereof is without effect.

() A nonprofit corporation descrited in subdivision {a) shall
distribute its income {and prineipal, if unecessary) for each tax-
able vear at such time and in such :anner as not to subject it to
tax under Section 4742 of the Tnternal Tevenue Code of 1254 (as
nodified by paragreph (3) of subsection (1) of Section 10! of the
Tax Reforw Act of 105%)

{c} A nonprofit corporation described in subdiwvision (a) shall
rot do any of the following:

(1} Enpage in any act of self-idealing as defined in oubdivi-~
aier subsection (d) of Section 4341 of the Internal Tevenue Code of
1954 (as modified by paragraph (2} of subsection {L) of Section 101
of the Tax Peform Act of 1363 .
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{(2) Zetain any excess business holdings as defined in 3undivd-
s#en subsection (¢} of Zection 4943 of the Internal “evenue Tode of
1554,

{3) .rke any investments in such manner as to subject it to

tax undear Section 4%44 of tue Incternal Tavenue Code of 1054,

(4} ..alke any taxable expenditure as defined in subdiwisten
subsection (3} of Saction 4945 of the Iuternal “evenue Zode of 1354
{as rwdified by paragraph (5) of subsection (1) of Section 1701 of
the Tax Reform Act of 1963 .

v 55364, Mttorney TCenerzl supervision

sxhibit 1 (buff) recomiends that procedurcs for enforcement of the
duties of a charitable cormoration by persons other than the Attorney
General be luecluded in this section. & review of the cases cited in the
third paragraph of the Commient indicates that interested parties are
able to utilize ordinary eivil procedures in order to hold charitable
corporations to their duties; it does not appear that any additional
statutory procedures need be provided. The staff plans to cross-refer
to Section 5133, making applicable the rules of c¢ivil procedure.

Exhibit “VI (yellow) recommends that chariteble solicitation rules
be adopted in this sectiomn as soon as they are recommended by the Attor-
ney General. The staff sugpests that we walt to see vhat action the
Attorney General takes hefore we consider whether anything needs to be
done by the Comuission.

Exhibit XIKAI (gold) corplains that the supervision of the Attorney
General's office is too complicated and that seme simpler wethod of
reporting should be devised. The problems of the complexity of supervi-
sion by the Attornmey General arise from the Uniform Supervision of
Charitable Trustees 3ct (Govt. Code . 12530-125%7). The staff will
forward these comments to the .Attorney seneral’s office for appropriate

action.

301054
3 5570, ‘stablishment

Sgcetion 5570 authorizes the establishment of cormmon trust funds by

a nonprofit corporatlon organized for charitable purposes. fSxhibit XVI
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{yellonw) complains that the phrase "common trust fund” has an estab-
lished neaning in the financial community which is different from that
used in tihe statutes, The staff does not recommend changing the statute

{(which has been in effect since 1547) because of this coincldence.

5572, idainistration

ixhibit VII {white) arfues chat the trustees of the comrion trust
fund (like the directors of a nonwrofit coryporation) should be entitled
to delegate their investuent authority, “whibit I (Luff) complains, on
the contrary, that the powers of the trustees are too hroad and should
be sharply linited. The staff .oes not recoumend that the existing
gstatute should be altered to comply "rith z2ither of these suggestions:
the trustees are subject to Livil lode reauirenents placed upon all
trustees, and we are unaware of any problemns having arisen with the

adininistration of charitable coizaon trust funds.

301956
35574, Fducational imstitution defined

Section 5374 continues existing Jection 19251{a) in defining cer-
tain “educational institutiomns” which are allowed to become members of
nonprofit corporations in order to aintain a common trust fund. Tie
Commission's consultant, :ir. Zavis (Exhibit X .. VI-~buff), states cthat
the definition may be read as requiring that the institution naintain a
"full-time" educational propram and arcues that this is an unnecessary
requirenent. ‘™hile the ataff dJdoes not see any indication in the lan-
zuage that such a reading is likely, it has no objection to addition of
the phrase at the end of the sixth line of subdivision {(a), "+hether or

not providing a full-time course of instruction.’
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J 5613, Special neestrings

Subdivision (L) of Eectién 5£13 linits the natters that can be
taken up at specinl neetings of members to those stated in the notice of
~eeting. .xhibit Z¥ {(piak) helieves this is unduly restrictive. “Tiais
can serve to handicap an orsanization which reoguires only an annual
neeting, but in actual practice calis eetings at various times through-
out the vear, at the Jdircctiom of the board.”

The staff finds itself unable to agree with this supgestion. /s
the coimpentator notes, the purvose of the restrichion is to avoid sur-
orise. The staff thimnks it veould be unluly harsh to require every
member of a nonprofit corporation to attend every :.eeting called by the

toard uerely to assure that no subject Is taikern up in which he has an

interest.

4041294

i 5623, .lanner of piving notice

Jection 53623{a) requires notice of meetinzs of nmembers to be given
by first-class wmail or other means of written communication. Exhibilt XV
{pinlk) sugpests that consideration be given to permitting use of third-
class mail, in cases vhere it can be done without unrcasonable coupro-
mise of timeliness, in lizht of the considerable savings to the non-
nrofit corporation.

The staff is in syupathy with this suggestion. e note that .Ssc-
tion 5620(t) permits the bylaws to prescribe reasomable notice require-
ments; we Iinterpret this to persiit the bylaws to provide for third-class
mail in cases where it would be reasonable to do so.

Exhibit XV also observes that subdivision (b} of Scetion 55623
“implies an obligation by the corpoxation to request expensive addrass
correction service from the ¥.5. Vostal “orvice.” The staff notes that
this was not the intent of subdivision (b}, which merely advises the
corporation wvhat to do in the case of actual knowledge of an inadequate
address. Terhaps the following sentence should be added to the Comment:

it should be noted that nothin: in subdivision (%) is intended to

require address correction service from the United :itates Postal
Service.
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5¢27. Validation of defectively noticed ueeting
Section 5627 pernits validation of actions taken at a wmeeting held
without proper notice if a nuuber of conditjons are satisfied, one of

"~ach person’” entitled to vote at the

which (subdivision {a){?})} is that
meeting sign a wailver of notice, s consent to the holding of the eet-
ing, or aun approval of the winutes. scth ixhibit XIX (hlue) 2nd the
Comnission's comsultant, -x. .avis {Exhibit XLEVI-=~puff), note that the
unaninity reouirement is anonalous i ligit of the provisions relating
to written consent, which permit & siiple ~ajority of those entitled to
wvote to take an action without any neetins at all.

"he staff agrees and sugsests that “azetlom 3827(a){Y) Le amended to

provide that “each person” be replaced Ly the phrase '"a wajority of the

sersons.’
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5710 et sed. Voting rishts

Lxhibit XTI (~uff) com ents that "Heduction of the vote for . ember
anproval from 2/3 to a majority is ir kecping with current Csolifornia

rrends,

;. 571%. ‘hen class vote requlred

"substantial property

section 571% requires & class vote there a
right of the class™ wouid be adversely affected by a corporata actioen,
The Tommission’s consultant, . Vhirman, queries "hat is a ‘substan-
tial' property right?" .= suggests requiring a class vote where the

"action would adversely affect voting or property rights of the class.

The staff velieves this would be an improvement in the statute,

04 /305

i 3719. AfAction taken by policymakiny coimiittes

Both Fxhibit L.0J (ireen) end the Uousiission's consultant, .
Whitman, note that there is considerable uncertainty and ambiguity in
the requirement that the persons stho serve on the policymaking commnittee
be "representative of the rembership.” Fxhibit X. 1 suggests that this
limitation simply be deleted:; .ir, "hitman suggests that, if committee
members are elected by the membership, they would them be “representa-
tive.” The staff prefers ». "hitwan’s approach and would revise the
relevant portion of fection 5715{L) to read:

tnly nmembers of the nonprofit corporation who are rep¥esemtative

of selected Ly the menmbership to represent the memtership way serve
on the policymaking comnxittee.

4041331
" 5724. Voting of - embership standing in name of two or wore bersons
or_oroup
axhibit (X..IX (buff) likes this provision. "Oftentimes in a home-

owners assoclations it ig necessary for either the husbtand or wife to

wote.”



4044340

5730 et seg. Proxies

Umielbit XV (pink} feals that progy voting Sheﬁld be precluded
unless the bylaws specifically permit it. Tails would reverse existing
law. This proposal is discussed in comnaction witls %.ction 5266 {infra);
vhatever action tihe Tomaission tales in connection with that srovision

17111 be reflected in Section 577,

4041345

: 58732, Torm of proxy

Yxhibit TH (Bluz) Lelieves the }rdvisions of Toection 3732 relating
to the form of proxy are far too complex for such nonprefit correrations
13 homeowvmers' associations. The staff disaﬁ;ees vith this assessient
as to complexit?; the foru requirements are éimple and easy to under~
stand. :oreover, this is 2 . atter on which the Legislature feels very
strongly. _

The staff does observe, however, that the business corporation law
vroxy foru provisions do not =apply to proiies-distributed to 10 or more
shareholders in a corporation having 100 or nmre‘sharéholders. The non-
profit corporation law could have a similar limitation.

The staff also notes that the 1976 Legislatufe added a4 provision to
the business corporation law relating to general.ﬁroxies. The staff
plans to conform the language of subldivision (¢) to the newly emacted

+rovisions.

43471349
> 5733, wration of prouy

Section 5733 would reduce the lemgth of tiue a proxy way be wvalid
{unless coupled with an interest} from seven years to three years.
ixhibit XZIV (green) notes that the mofe.frequently nroxies must he
solicited, the greater the expense involved, Yor a very large organiza-
tion (having in excess of a nmillion uembers), fhe cost of proxy solici-
tation each year for proxies having a three»yeaf duration would be ahout
573,007 wore than for proxies having a seven-?egr_duration. Exhibit

X.IV suggests a compromise fipgure of five yvears, which would cut the
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duration of proxies by twe years vet only impose an additional 7
annual expense for such -~ corporatiom.

pxhibit LVIY {white), on ths other hand, states that Tne proposed
ieduction from seven to three vears is comuendable, but T wrould urge
further reduction, to two or {nreferably) one vear, in line vith the

concern z2bout excessive separation of owmership fro: contreol.”

3740 et seq. Voting arreenents

txhibit {GVITI {vhite; -oints out that | any tines nenprofit corpo-

rations are forued to finance municiss? projects and that as part of the

financing device a voting trust iz created, lasting uniil the retirenent

of the bonds {(£.5., 2 40=-vear perio:d:.

ithe comientator is concerned
that the existence of lections 574753745, and particularly the iU-vear
linit ou the duration of a voting ssreement, could be coanstrued to limit
the tyoe of financing projects referred to. _

The staff belleves that it is not the intent of Jections 57405745
to limit the types of voting arrangements that a nonprofit corporatien
sanctions. It is intended to give the members a statutory richt to pool
their votes, absent a provision in the bylauys to the contrary. A unon-
profit corporation should be expressly permitted in its bylaws to create
any tvpe of voting arrangements it deems appropriate. Toe staff supg-
pests the addition of the following provision te clarify this tatter
{which the Commission’s comsultant, . ”hituah, has also uotad is

unclear as drafted):

T 5746, Scope of article

"745. dothing in ithis article precludes a nonprofit corpo-
ration from providiung in its bLylaws for a voting trust or other
vote pooling agreement on such terms and conditions as it deems
apropriate.

Comment. Saectionm 2745 makes clear that the provisions of this
article are not intended as the exclusive means by vhich votes in
nonprofit corporation may be pooled, nor are they intended to limit
the provisions of the bylawys of a nonprofit corporation that pro-
vide for 2 voting trust or other vote pooling apreement.

Lefined Terms:

Sylaws, 7 5132
Vote, o 5182

Cross~' cferences:

Permitted contents of bylaws; 1 5261}
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. 5745, Ipforcement of votinpg agreements

Sectlon 5745 precludes the court froi: denying specific porformance
of a voting agreement on eguitable jrounds, The staff questions the
wisdom of limiting the ceourt's equitable.jurisdiction and gugrests that
Section 5745 be reviged to read:

53745, s agreenent under this artiecls zhall not he denied
~pecific performance b a court on the sround that the remedy at

inw is adeguate oFf sp other aFeunds Felatdws e the $ueisdiesion
ot a court of ecadEy .

~
Co
=
T
[
n
[

5750. Gomointoent of inspector

fection 5751 réquifés the appointiient of an inagpector of election
on tie raguest of a uember. xzhibit TII (Vlue) !elieves it is “Lurden~
some to require appointuent of an inspector at the request of one
'member éndrrecqmmends deletion of the provisionm.
The staff agrees that this is a hurdensome provision. owever, the
staff is opposed tc its deletion. Appointrent of an inspector is a
useful'protection,to'the nembers. Ferhaps Section 5753 could be revised
to require appointment on request of five percent or 50 members, which~
‘ever number is less. This would still afford sone arotaction for the
mémbérsy'Yét would assure that an inspector 1s required only where there

is a substantial number concerned about the running-of the electiom,

4041354

5 8755, Iwvidentiary effect or report or certificate of inspector

Section 5735 prescribes the evidentiary effect of a report or
certificate of the lnspector of election hut does not state wher a
report or certificate is reauired. ‘Yhe requirements for a report and
certificate are found im existing law, vhich apparently was omitted
inadvertently from this section. The staff recomends inclusion of the
following provision:

On regquest of the chairman of the .eeting or in the case of an
2lection or vote other than at a nmeeting of -embers, the chairman
of the hoard, or of a person entitled to wote at the other meeting
or election,; the inspector of election shall .ake a report in

writing of any challenge, question, or ..atter determined and exe-
cute a certificate of any fact found.

i 1o



7

an4/355

. 8ld et seq. embers' derivative actions

Sxhdbic KT {2old) does not Lelieve that derivative actions
should a2 perawitted iv charitable coryorations. 1.2 coummentator notes
that mewbers of charitable coracrations have uo interest in the corpo-
vate funds from which an action coul:d "erive,” that the mermbers have
other more specific causes of action under the statute, and that the
appropriate person to bring an actior in the case of a charitable corpo-~
ratioa is the Atcorney Zeneral,

vharitable corvorztions could bLe expected from the ovseration of the

derivative action provisions by wddition of the feclloring provision:

55°3. CTharitable corporatious excepted

3813, ~n action under this chanter may net be hrought by a
neisher of a nonprofit corporation organized for charitable purposes.

Corc.ent. Section Z4i3 is new. It grecludes derivative ac-
tions in charitable corporations. Tt should be noted that the
Attorney (eneral has supervisory authority, including authority to
bring actions, over charitable corporations. GSee Section 5564 and
Comzaent thereto.

Exhibit ¥I (buff)} is also concerned about the expense of a deriva-
tive action te a charitable corporation. The comaentator suggests use
- of an ombudsman to resolve disputes, that being expeditious and inexpen-
give, 1If the Commission determines that charitable corporations should
not be excepted from the derivative action provisioms, 1t wmay desire

that the staff investigate the citbudsman approach.

4047359

T 5820 et seq. vreconditions to derilvative action

Sections 3820 and 5821 impose requirements on a person bringing a
derivative action to attewpt to secure the desired action frou the board
and to inform the board of the causes of action. ¥xhibic X .IV {(~reen)
helieves theée are a pgood balancins of the needs of winority and najor-
ity mwembers of the nonprofit corporation, Ixhibit VIII (pink) believes
these sections are unnecessary, fruitless, and should be eliminated.
Particularly, the commentator believes that Lection 552) (ihich requires
the plaintiff to inform the board of the facts of the complaint or
deliver a copy of the complaint} is negative in its épproach and dupli-

cates watters already coverea in Jection 5i:20.
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ihe staff notes that these provisions are derivad from comparable
provisions of the business corporation law. .‘onetheless, the staff
tends to agrez that they serve no real uscoful ourposs. ‘e cannct cone
ceive that a rember with 2 grievance would proceed to suit without
having first attempted to zet the cesired action from the heard and
without having indicated the grounds of his complaint. - the other
liand, the staff cannot concelve that thess requivzments arve unduly
burdensome, particularly if the member would have done vhat is required

any way, absent a staiute.

4047360

5330 et seg. Gecurity for deferdant's expenses

Sections 3330-5833 are provisions enablins the Adefendant in a
derivative action to require the plaintiff to post security for the
defendant’s costs, Exhibit Z.IV {zreen) concurs with the srocedure for
postinyg security, noting that, where a shareholder in & business corpo-
vation may feel constrainzd about bringing an action that may affect the
value of his investment, this inherent restraint is not always present
for members of nonprofit corporations.

sxhibit YITI {(pink}), on the other hand, believes the security for
costs provisions totally ignore the differences im size and scope be-~
tween business and nouprofit corporations. The commientator doubts the
necessity for having such provisions at all and in any case would limit
them to the large corporation, i.z., one having in excess of 500 mew-
bers. The coumentator notes that the security provisions were designed
to curk: Pstrike” suits in the very larse business-type corperations and
should be limited to thew,

The application of the security provisious could be limited to

large corporations by adontion of the following provisiom:

5434, ., .

{(b) If an action is brought pursuant to this chapter by a
member of a nonprofit corporation having fewer than 543 voting
riembers on the date the action was commenced, the plaintiff shall
not be required to furnish security under this article for the
defendant s expenses.



Comvient.  Subdivision (V) of Yection 523¢ is new. It is
intended to limit the securities for costs reculrenmernts to large
corporations. '

vafined Terms:

Voting wmembers,  51i4

40413601

D339, xeeption where action brousht Ly 3tated nuober of plaintiffs

qection 5339 is an innovation oroposel for Culifornia las by the
Commission; it abropgates the security for costs requireme.t in deriva-
tive actions where the action is brought Ly 50 members or 0 percent of
the votin:; power of the nouprofit corporation. Exhibit VIII (pink)
notes that getting even 10 percent o:f the .embers in aggravated cases
can be a near-impossible task. n the other hand, Exhibit X: (gold),
having the small corporaticn in »ind, feels that 10 percent is too low:
4} members is 7..., but tne percentare should be 35 percent. Exhibit
¥AIV (rreen), however, haviug in mind the larze corporation, feels that
11 percent is 7...., but that 5 aembers cut of a multitude is inadequate
protection against sults having harrassiment as a principal purpose.

tiith this diversity of cowmment, the staff suspects that the Comuis-
sion may have hit upon a perfect compromise figure {tne kind that leases

no one) and suggests that section 5839 be left unchanpged.

)
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4041369

. 53921, Adoption of amenduments by board alone

Ixhibit H{KT (-old) is opposed to neruitting the directors to
amend the articles to delete the names and addresses of initial direc-
tors. ‘The commentator points ouvt there is often jealousy amons wvolun-
teers In the nonprofit corporation, and allowin:s the directors to remove
previous directors’ names serves no purpose whatsoaver. Fresunably the
comientator vould not e opposed to deleting the names and addresses of
initial directors if this ere done by the .eubers in the same “anner
that other snmenduents to the articles rers made.

The staff‘has gome syiwathy vich this point of view. ‘.ectiom 533321
could be dsleted sltosether, e telieve, without any great loss of

substance to the statute.

404370

5 5040 et seq. “estatement of articles

Fxhibit {1 (gold; is opposed to the provisions allowing restated
articles. The commentatotr notes that the provision for amendwents
permits filing the amended articles of incorporation in toto. Thus the
restatement of articles provision is unnecessary.

The staff cannot agree with this voint., Vhile it is true the sane
result can be accomplished by setting out the whole articles as amended
at the time of an amendment, a corporation may find it usefuyl at a time
when it is not amending its articles, but still would like to have
restated articles. Thus the provisions for restatement of articles

serve a useful, albeit limited, functiom.

-
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404930

> w01l. Yale or transfer of all or substantially all of assets:
_approval of members

deetion 6211 requires the approval of a majority of the rembers for
disposition of all or substantiaily all of the corporate assets other
thar .in the usual and regular course of the corperiate activities.
Suhdivision (4} permits the approval of the venbers to be rade either
before or after the lisposition. “xhibit 7. {(~pld) {eels that aporoval
should be required before the transaction.. 4 meeting can be held in
ten days’® time aud you can post notice for unknowvm uembers, so I doa't
think that tihis is too wuch of a hardshis. On sonethins as important as

this, wrior approval should he reouired.”

The staff notes that =:isting
lawr pernits the apouroval to ke ziven sither before or after the trans-
action. Long Const. fo. v, Enpire urive-In Theaters, Imc., 2Z:idd Jal.

App.2d 726, 25 Gal. “ptr. 509 [1u52),

Exhibit XU VIT (blue—- tiorney General) notes that subdivision ()
requires member approval for the transfer of assets other than in the
ordinary course of activities and poses the problem that rany charitable
coruorations have no :embers. ¢ suggests that the sttorney General ap-
prove the transaction on behalf of the heneficiaries. The staff be-
lieves requiring Attorney General aporoval is unnecessary: the Attorney
General is notified pursuant to Section BO1Z and can take appropriate
action if there Is a violation of the trust.

I the drafting of Jection 601! the following provision, drasm from
the .comparable provisions of the new btusiness corporation lav, was
inadvertently omitted: '

{c) votuithstanding subdivision {a), a nonprofit corporation
may not sell, lease, convey. exchange, transfer, or otherwise
digpose of all or substantially 21l of its corporate assets to a
subsidiary or to ancther nonprofit corporation having a common
warent with the nonprofit corporation, umless the principal terms
of the transaction are approved by the nerbers of the subsidiary of

other nonprofit corporation by at least 20 percent of the votes
catitled to b case thereon.

foiment. Subdivision (¢) is derived from SHection 1J71{d)}
(General Corporation Law:, hut apaiies to all traasfers or disposi-
tions ef all or substantially all of the corporate property, and
not werely to sales. Tubdivision (c) applizs tc both transactions
under subdivision {a2) and under Zection £751{c}{7} (nowers of board
on dissolution).

- 6 !.:l"'



4347240

4 0012, otlee to Attorney seneral required in certain cases

Section 5012 requires a charitable corporation to give notice to
the Attorney feneral in the case of a disposition of all or substan-
tially all of its corporate assets other than in the ordinary course of
its activities. 4“ubdivision (t) adds the conditien that the notice only
needs to be given if the transaction is “for less thar fair and adecuate
consideration.” The {omcission’s comsultant, .ir. Thitiian, believes this
condition should te delete!=— How often is a nonprofit corporation going
to adnit in a notice to the ‘ttorney “eneral that it has sold subhstan-
tially all of its assets for 'less than fair and adequate considera-
tion'?"

The staff thinks this is a pood oint, and recous:ends the deletion
of subdivision {:). & representative of the Artorney “eneral’s office
has informed us orally that vhather the transaction is for less than
fair and adequate consideration is the uliimafe issue in the bulk of the
cases 1in which thevy becowme involved in litigation--to permit the non-
profit corporation te characterize the transaction is to defeat the
purpose of the whole provisiom.

nxhibits (X GVIT (blue—-"ttorney Seneral) and 02 HVIIT {mold) are
both concerned with the paperwork that will be generated by the regquire-~
ment that notice be given to the Attorney General. They telieve that
the provision should be further refined so that the Attorney Ueneral re-
ceives notice only in approoriate cases. The staff does not know how
this can be dome., Exhibit LIXK.LVII suggests that maybe a provision re-
quiring notice in case of Jdissclution will be adequate; the staff notes,
towever, that the prime reason for Section 6012 is to catch the “de
facto dissolution.” Exhibit X AVILII suggests that it might be limited
to situations vthere there ig self-dealinz, e,~., transfer te a director
or a director’s relative. The staff bhelieves that this is too limited
for full protection of the public's interest in what —ay be substantial
charitable assets.

£xhibit N HWILII is also concerned that Section GGl2 tay be applied
to such actions as the family foundation that turns its assets over an-—

nually. “he staff does not believe that Section 5012 woulsd apply to

T



this situation since the amnual turnover would be in the “usual and
rapular course of - the activitizs of the aonproflt corporation.” Perhaps
this should be spelled ouf, using the illustration just gilven, in the
Comment.

wxnibit "WIIL {(buff) telievas that Sectilon H012 should contain an
exception for a private foundation thar is windinm up pursuant to Sec-
tion 507(h) of the lnrernzl ‘evenue Code. TAttorney General surveil-
lance of transactiocns of this nature is not aecessary, and the addition-
al requiresent of notification to the ..ttorney Seneral =rill orly need-
lessly complicate what is already an unduly couwmlex procedure.’ e
staff oes not agree-—the Attorney Jeneral is charged with supervision
of all aspects of the cunaritable trust, nct verely thosc aspects that
concern the Internal "evenue Service, and a sinple notice to the 4ttor-
wey seneral of disposition of assets would net unduly coiplicate a

tranzactici.
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405/005

5 6110, ‘lierser or consolidation authorized

Exhibit XXXXVIII (gold) observes that existing law does not pre-
clude the merfer of -a nomprofit corporation, even one for charitakble
purposes, with a business corporation and suggests that there could be
some clarification of this point.in the law. "Probably the rule should
he that such a merger 1s permissible for nomprofit corporations other
than those holding assets for charitable purposes.”

As drafted, Section AL10 provides only for mercers between non-—
profit corporations. The reasor for limiting the merger provisions is
not one of policy, but one of drafting-—a nonprofit-husiness corporation
merger statute would be rather complex, particularly in integraﬁing dis-
senters’ ripghts provisions an@ the 1ike. A nonprofit corporation (other
than a corporation organized for charitable purposes)} can convert into a
business corporation, however. And once the conversion cccurs, merger
with another business corporation would, of course, be possible. This

ig an indirect way of accomplishing what Exhibit XXXXVIII suggests be

accomplished directly.

4041283

§ £142. Hotice to Attorney Gemeral

Sectlon 142 requires a charitable corporation to send to the
Attorney General a copy of any dpgreement of merger before the agreement
iz filed. Exhibit XIT {blue) nafes that this duplicates an existing
filing requirement. Exhibit ZX¥XVII (blue--/ttorney General), however,
thinks this is "an excellent provision.” As stated in the discussion of
Section 5224 (supra) the jurisdiction of the Attorney Gemeral under the
Uniform Supervision Act is not complete. Perhaps the problem can be
resolved by requiring, rather than a copy of the agreement, notice in
all cases.

Exhibit ¥I1 also queries the need for sending a copy of the agree-
ment to the ﬁttorney General before it is filed. The reason for the
reqﬁirement is to give the Attorney Gemeral an opportunity to investi-
gate before the merger is effectuated. The staff believes that this

requirement could be eliminéted, however, since there 1is no time limit



and the agreement might be delivered to the Attornmey Ceneral on the day
1t 1s filed.

Exhiblt XX (gold)} suggests that a time limit be Imposed within
which the Attormey General.must object to a merger. The staff does not
believe this is advisable. It may take time to ianvestlpgate and collect
facts; the Attorney Gemeral can and should intervene at any time if
there has been an lmproper transaction invelving charitable assets., See

discussion under Section 6167 (infra).

145/193

% 6160. Actlon to test validity of, or enjoin or rescin?, merpger or
conscolidation

Section 5160 pérmits an action to enjoln or rescind a merger or
consolidation that 1s "manifestly unfailr” to the property riphts of a
member or class. The Commlssion's consultant, Mr. VWhitman, objects to
use of the term "manifestly.” The staff aprees that it should be de-
leted; 1t 1s simply a litipation factor and has no manifest meaning.

Exhibit XXXXVII (blue--Attorney General) objects to the &0-day
statute of limitations for challenging 3 merper, as applied to the At~
torney General. A &0-day statute for the Attorney Gemeral “is wholly

' Subdivision {c) could be amended to provide:

unreasonable.’
(c) ¥e An action to enjoin or rescind a merger or consolida-
tion , cother than an action by the Attorney Gemeral, may not be
commenced mare than 60 days after the effective date of the merger
or consolidation. '

4067230

§ 6146, rffect on bequest, devise, gift, etc.

Section 6146 states that any begquest to a constituent nonpreofit
" corporation which "is to take effect” after merger or consolidation
inures to the surviving corporatiomn. Exhibit XVIIT (buff) points out
that the quoted language wmight be construed as suggesting an element of
~intent on the part of the testator. This suggestion could be ellminated
by referring simply to a bequest which “takes effect’ after merger or
consolidation.

' This change is agreeable to the staff. A similar change should be
made in a parallel provision, Section 6245 (divisien).
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406/231

5 &210. Division of nonprofit corperation authorized

Subdivision (a} of Section 6210 is a new provision authorizing
division of nonprofit corporations. Ixhibit XXXIX_(buff) states ''This
is a novei idea and a good one. " L
' Subaivis;pn (b) limics division so that a monprofit corporation
organizedjéxciuéivelg fér charitable purposes may;only,divide S0 as to
form nonprofit corporations exclusively orcanized for charitable pur-
poses. The Commission's consultant, !ir. Hhi;man; asks why the coverage
of this prOVisionrdoes not include ccrporatidns with wixed charitable
and noncharitable purposes or a nomnprofit corporation witlh noncharitable
rurposes that holds property on a charitable trust. The staff agrees
that subdivision (b) is a little peculiar in 1ts coverage: the general
rule is that charltable property remains subject to the charitable
purposes for which it is held, repgardless of the transformations of the
corporation holding it. The staff would simply delete subdivision (b)
and state the general rule in the Comment. This would alsec satisfy the
request of Ixhibit XXXAVII {blue--Attorney Ceneral) that the Comment
make clear that the device of division cannot be used to divert charitable
assets from thelr charitable purposes. & similar Comment belongs in the

merger chapter.

406/232

§ £242. otice ro Attorney General

Section $242 provides for notice to the Attorney General 1n case of
a division of a nonprofit corporation organized for charitable purposes
or holding assets on a charitable trust. Exhibit XXXXVII (blue--itteorn-
ey General) considers this “an excellent provision.”

Exhibit XX (gold) believes there should he a time limit during
which the 5ttorney General must object to any division. The staff
believes such a provision would be unwise. See discussion in connection

with Sections 5142 (merger), 6160 (merger), and 6260 (division}.
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4057371

§ 6260. Action to test wvalidity of division or to enjoin or rescind

division
Exhibilt XXXZXVII (blue--Attorney General) believes that the 6)-day
statute of limitations for bringing an action affecting the division is
inappropriate for actions by the Attorney General. Subdivision (c)
could be revised to read: -
(c} ¥e fAn action to enjein or rescind a division , other than

an action by the Attorney General, may not be commence:! more than
0 days after the effective date of the division.




406/233
§ 6510. Required books and records

Exhibit YI (buff) makes the peneral observation with regard to the
Commission's proposals to liberalize record requirements that 'Allowing
more flexible procedures for keeping meﬁbership and fiscal records is
sound business practice."

Subdivision (2)(2) requires that winutes of committees of the bhoard
of difectors be kept._ Exhibit XXI? (Rreeﬁ} questions thils requirement,
noting that it is appropriate where a committee is exercising board
authority, but not where the committee has no decision-making authority
or where the committee 1Is merely making recommendations to the board
after the study of a subject. The commentator notes that 1t 1s common
among nonprofit corporations to have numerous committees of the board
not exerclsing board éuthority in order to assure nember participation.

VThe result desired by the commentator could be achleved by amend-

ment of Section 6510(a){2} to read:

{a) & nonprofit corporation shall keep:
% o # * *
(2) Mnutes of the proceedings of members, the board, and (to

the extent they exercise the authority of the board) committees of
the board.

Subdivision (b) requires a fairly detailed record of members "to
fhe extent that such a record is neceésary to determine the members
entitled to vdte, to share in the distriﬁution'of assets on dissolution,
or otherwise to participate” in the affairs of a nonpréfit corporation.
Exhibit XXXIX (buff) notes that "it is extremely difficult to determine
who are members in the first place and unless there is actual resigna-
tion or a presumption to fallrbaék on.f The staff agrees with this
obsefvation but suggests tﬁat the exlstence of subdivision fb)-will
force nonprofit corporations to keep better track of who 1ts members

are.

4ns5/38z

5 6512, Failure to keep records or provide financial statements

Sectlon 6512 provides penalties for failure to keep records or pro-

vide financlal statements. Exhibit XXXXVII (blue--Attorney General)
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sugpgests that reference be made In the Comment to Government Code Sec—
tion 12580 et seq. and other Attorney General common law powers. 'This
would make it clear that the statute is not designed to cut down on any
existing authority the Attornmey General has in reference to eaforcement
of the duties of the direc%ors of a charitable corporation.” The fol-
lowing language could be added to the Comment:

-lething 1n thils section limits the authorilty of the /Attormey Gener-

al to enforce the duties of the directors of nonprofit corporations

organized for charitable purposes under authority of Government

Code Sections 12580-12597 or other statutory or common law author-
icy. .

406/234

3 £520. Annual report required unless bylaws otherwise provide

Exhible XVIIY (buff) notes that existinp law does not require an
annual report and that adopting a provision such as Section A520) which
requires an annual report unless the bylaws provide otherwise will
simply have the effect of requiring a large number of existing nonprofit
corporations to amend thelr bylaws. The commentator sugpests that
existing nonprofit corporations be excused from compliance with Section
6520. .

The Commission consldered this possibility at the September 1276
meeting and determined to make Sectlon 65320 applicable to all corpora-
tions. but to defer the operative date for am additlonal year for exist-
ing nonprofit corporations in order to permit sufficient time for the

existing nonprofit corporations to comply.

4067205

§ 6524, Member's right to examine copy of annual report

- Section 6524 gives a member the right to obtain a copy of or to
inspect the annual report. Exhibit XV {pink) sugpests that the right to
examination should include the right to make extracts or copy. The
staff notes that the draft statute provides this right for Iinspection
under Chapter 16. See Section 6610. The staff recommends, in accord-
ance with the commentator's suggestion, that Section 6610 be expanded to

provide:
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6610, (a) Imspectlon under this ehapter division may be made
in person or by agent or attorney. :

(b} The right of inspection under this division includes the
right to copy and make extracts.

There should be a cross-reference to this section under Section 6524,
Exhibit XV alsc suggests that the right to copy and make extracts
should not extend to those cases where it would be impracticable to do
so and that a fee for duplication of the record should be authorized.
The staff notes that, in the case of data not avallable in written form,
Section 611 requires the nonprofit corporation to make the data avall-
able at its expense. 'Mmether a fze should be charged for providing a
copy In lieu of permitting inspection by the member is handled in the

draft on a case-by-case basis.

163/705
% 6526, lembers' right to obtain fiscal Information

Exhibit XIV (white) aprees with the concept of this seectlon that
the financlal statements normally prepared by a nonprofit corporation
should be avallable to the members.

Subdivision (a) is defective in failling to define “authorized
member'’ as a person having the written authorization of five percent of
the voting power, “or such lesser authorization: as is specified in the
bylaws.” Adoption of the guoted language would make the definition of
authorized nember in Section 6526 the same as that in Sectlon 6620,

Subdivision (f)} permits a nonprofit corporation to open 1ts books
for inspection in lieu of providing requested financial statements.

Exhibit XI (buff) states that this provision is "pood.”
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4475
§ 6610 et seq., Riphts of inspection

Exhibit XI (buff) states that “expanded inspection rights" and
“"stating procedures” is good.

Exhibit LVII (white) notes that rights of inspection are granted,
In Sections 6622 and £530, for example, “during usual business hours.’
The commentator observes that many small nonprofit corporations have no
regular hours. See-also discussion under Section 5267, supra (inspec-
tion of bylaws). Exhihit LVII suppests that "at 3 reasonable time of
day" might be substituted for “usual business hours.

Exhibit 'LVIT also suzgests that the requirement that the records be
available for inspection be satisfied 1f the records are available at
members' meetlings held eleven or more times per year.

The staff believes there is merit to these points and will draft

lanpuage accordingly.

14/905

§ 6620 et seq. Membership records

Sections 6620-A62B provide a scheme for inspection of the member-
ship list and membershlp records of a nonprofit corporation., with pro-
visions for wmaintaining the confidentlality of the 1ist. Exhibit XV
{pink) states that this scheme is 'very well thought out. An organiza-
tion can loose valuable pood will 1f through release of 1tz membership
list 1ts members suffer loss of privacy and become caught in crossfire
of varlous factions." Exhibit XXXIX (buff) also agrees with thils scheme
but makes the point that, if -there is any cost of making an inspection,
the members making the inspection should assume reasomnable costs. The
draft in fact already accomplishes this. See Section 6623(b).

Fxhibit XXIV (zreen), on the other hand, belleves that the provi-
sions do not supply adequate protection to the membershlp list. The
commentator notes that the only valid reason for giving access to the
membershlp list is te assure the member can communicate with other
members 1n connection with the nomlnation and election process. To this
end, the commentator suggests that Sections AH2D-H628 be replaced with a

provision requiring a nonprofit corporation to provide am adequate means
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of communication by members and leaving it to the discretion of the
directors of the nonprofit corporation how that mandate 1s satisfied
since the board has the responsibility to all members for protection of
the membership list and for controlling costs involved in adopting other
available procedures. / statutory requlrement that the procedure be
reasonable would assure court supervision in appropriate cases.

The staff finds this argument attractive. UWhile it is true that
the Commission has attempted to work out a specific statutory scheme
with reasonable standards for communicating with members, this scheme
has inherent problems which are raised below in connection with particu-
lar sections. /. peneral statutory mandate such as that described by
Zxhibir XYIV would enable the flexibility required by the Jdifferent -
types of nonprofit corporations while eliminating the types of problems
created by the speclfic statutory scheme.

The staff has mixed feelings about this issue. On the one hand, we
feel that the detailed scheme worked out by the Commission is feasible
and makes rights clear. On the cther hand, a general provision requir-
ing the corporation to provide a reasonable means of communication has
the virtures of simplicity and flexibility. The staff suggests that the
Commissiqn'work through the particular problems raised below in connec-

tion witﬁ.Sections 6620-6628 before coming to a decision on this 1ssue.

10/367

§ 6622; HMember's right to inspect membership record

Sectlon 6622 permits a member ofla nonprofit corporation, upon five
days' notice to the corporation, to imspect the record of members for a
purpose reasonably related to his interssts as a member.

Exhibits XXIII {vellow) and XXIV (preen} suggest that the five-day
notice perlod should be increased to 10 days in order to permlt the
nonprofit corporation to petition for judiciazl supervision as provided
in Section 6524. Ten days "'is about the minimum reasonably required to
analyze a demand, determine its propriety, and either comply in a proper
case, or Araft and file for judicial reiief, calendatrand'servé;'shOuld
that become necessary.” ' ' :

The reason the commentators feei that.jﬁdicial relief might become

necessary is expressed in Exhibit XXIII--'We see within the provisions
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of Section 6622 the seeds of unjustified expense to and harrassment of a
large membership organization. A series of Jdemands, cstensibly bona
fide and appeariﬁg to be reasonably related to the member's interests as
a mémbery woﬁld not Ee difficult to frame.” The commentator suggests
tﬁaf the statute make clear that inspection must be for a proper pur-
pose.

Exhibit xxixi also sugpests that, 1f a corporation is able to
prdvide a member with a reasonable and appropriate alternative to in-
spection that will sétisfy the purpose of the inspsction, it should be
permitted to do so.

As amended teo effectuate these supgpesations, Section 6522 would

read:

6622. (a) & FExcept as provided in subdivision (b}, a member
has the right to ipnspect the membership record during usuval busi-
ness hours upon £#ve 1) business days' prior written demand upon
the nonprofit corporation for a proper purpose reasonably related
to the nmember's interests as a member. The written demand shall be

under oath and shall state the purpose of the inspection.

(b) A nonprofit corporation may satisfy a demand for inspec-
tion under subdivision (a) by any reasonable means that adequately
satisfies the purpose of the inspection.

{c) The use of the information obtained pursuant to this sec-
tion shall be limlted to the purpose stated in the demand.

404/282

§ 6623. Authorlzed member's right to Inspect or obtain wembership list

This section provides a right to obtaln a membership list upon five
days' demand. FExhibits ¥XIIT (yellow) and XXIV (green) umake the same
arpument for extending the demand period here to 1) days as for Sectilon

6622 (discussed gupra).

31/524
B 6624, Judicial gsupervision

Sectlon 6624 permits court supervision over the procedures for
inspection of the membership record and membership list provided in
Sections 6622 and 6623. One facet of the supervision, found in subdivi-

sion (b), permits the court to postpone any previously noticed meeting
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of members for a period not exceeding any delay in compliance with an
inspection request by a member.

Exhibit XXIII {yellow) questions the utility of this provision. It
may be impossible to arrange adequate substitute meeting facllities on
short notice; requiring a delay may do more harm than sgood. The comnen-
tator believes the provision should be deleted altogether or at the very
least postponement of an annual meeting should not bhe allowed after the
meating has already been noticed., Taie precise language proposed by
Exhibit XXIII is, ''mo such postponerment shall be made of the annual
rieeting of a nonprofit corporation unless demand is wmade prior to the
giviny of notice under the provisions of Article 2, Chapter & of this

Code.”’

114171

5 6626, Tequirements for bylaw Acemed to satisfy requirements of
Section. 6625

Section €625 permits a nomprofit corporation to avold the obliga-

tion of making its membership list available for inspection if the
corporation adopts bylaws prowldiag reasonable means of communication
among members. Section 6626 préscribes standards, which if followed,
will satisfy the reasonable means requirement: these standards are not
intended as minimum but as a maximum. Exhlbit XXIV {(green) 1s concerned
that a court will read the standards as a minimum and regquire bylaws to
satlsfy that standard, notwithstanding directions to the contrary in
Section 6H625(c).

Exhibit VI (pold) directs the Commission’s attentign to a particu-
lar portion of Section 6626--subdivision (b} (3)--which requires the
bylaws to provide "a procedure to permlt any nominee to communicate to
the voting members a cahdidate's statement for the nominee."” The com-
mentator notes that some cofporations permit candidate nominations from
the floor at an annual weeting and, in such cases, 1t would be Inappro-
priate to have the meeting continued until the candidate has had the
opportunity to communicate his candidateﬂs statement to the voting
membership. This problem could be curéd by ameﬁ&ment of subdivision

{(b)(3) to require the bylaws to provide:
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(3) A procedure to permit umy a nominee who has been nominated
a reasonable time prior to the election to communicate teo the
voting members a candldate’s statement for the nominee.

1n/172

§ 5628, Authority of court not limited

Section 5628 permits the court tc modify the lepgal regquirements
relating to inspection of wmembership lists and communicating with mem-—
bers. FExhibit XXIV (preen) is concermned that this proviéion will permit
the court to impose procedures that "are tctally different from those

¥

saet out in the statute,” which will generate uncertainty, the commenta-
tor is particularly concerned that a court may impose a lesser percent-
age or number of members than the five percent required by Sectliom 6620
for inspection of the membership list, thereby leaving the statutory
protection “speculative at best,”

Exhibit VI (gold) is likewise concerned with this problem. The
commentator notes that 'Section [#628] as it i1s now written seems to be
an ipvitation to a trial court to vitiate the five percent requirement
of Section 6620 and to allow a court, if it go deslres, to set a figure
so low that the take-over of a non-profit corporation becomes an ipvita-
tion to those who wish to take over a company just to take it over,'

The commentator suggests that a court might lower the number of members
required below the five-percent level in any case where the number of
members required is large simply hecause of the size. The commentator
‘believes that there should be some other unfairness or inequity required
before the court is permitted to lower the five-percent requirement.

The commentator would amend Section 6A2R to add the following provision:

Provided, however, that the number of written authorizations
required to constitute » member as an ~"authorized member” under
Section 6620, of ltself and howewer large, shall not be considered
a circumstance rendering the procedures for nomination and election
of directors unfair and ipequitable under the provislons of this
section. '

104173

§ €630, Inspection of financial records and minutes
Ih draftiﬁg Section 6630, the staff inadvertently omitted a provi-
sion extending the right of inspection to subsidiaries of the nonprofit

corporation. Subdivision {(c) should be added to read:
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{c) The right of inspection created by this section extends to
the financial records and minutes of 3 subsidiary of a nonprofit
corporation subject to this section.

10/174
§ 6640, Director's right of inspection

In draftihg Section h640, the staff Iinadvertently omltted a provi-
_ Sion‘exfending the right of inspection by directofs to subsidlaries of
the nonprofit:corporation. - Subdivision (b) should be added to read:

(b} The right of inspection created by this section extends to

books, records, documents, and physical properties of a subsidiary
of a nonprofit corporation subject. to this section.

18/529

§76652; 'Recdvefg of reasonable cxpenses by member or director

Section 6652 permits recovery of expenses incurred in obtaining
inspection of corporate records if the expense was incurred as a result
of a éérpofate denial of inspection riphts that was arbitrary and com-
pletely without juscification. The Commission's consultant, Mr. Yhie-
" man, comments:

My reaction to the ‘arbitrary and completely without juseifi-
cation' standard of this Section 1s that the statute might as well
"be deléted. If we intend to allow a recovery of expenses 1n some

situations, rather than constructing a hollow statutory right, the
words “"arbitrary and completely” should be deleted.
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29/224
§ A710 et seq. Dissolution

Exhibit XVI (vellow) sugpests that it would be helpful to provide
speclal provisions for terminating private foundations into publicly
supported charitable organizations:

The Tax Reform Act of 1969 imposed many restrictions and 1lmposed

severe penalties for certain acts of managers and fiduciaries of

private foundations. The solution to the Tax Reform Act problems
in many private foundations is termination as authorized by the

1969 /et by distributing all assets to 2 publicly supported chari-

table organization. Speclific guidelines for such terminations and

"pour~overs' would be helpful.

The staff does not see why the provisions of Chapter 17 relationg to dis-
solution and distribution of assets do not provide adequate and specifie
ruidelines for termination and distribution of assets to another corpo-
ration.

Exhibit XX (gold)} suggests that notice should be given to the At—
torney General where dissclutlon of a corporation involves a charitable
trust. The Commission has previously considered such a suggestion and
has tentatively determined to generalize the notice proviéibn in Section
6012, requiring notice to the Attorney General in case of any transfer
of charitable assets not in the usual and regular course of the activi-
ties of thefnohprofit corporation, The staff belleves the interrelation
of the sections could be made more clear and plans to add a Comment at
the beglnning of Chapter 17, stating:

Where a nonprofit corporation organized for charitable pur-

poses or holding assets on a charitable trust dissolves, notice to
the Attorney General may be required under Section 6012,

30/958

§ 6710. Persons who may commence action

Among the persons autherized to commence an action for involuntary
dissolution is 2 member of a nonprofit corporation that 1s a subordinate
body if the charter of the subordinate bedy has been surrendered to,
taken away, or revoked by the head or national body. Exhibic XNXII
(buff), "with some experience 1n disputes between nationals and thelr

locals'', is concerned with this provision which would permit just one
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voting member to bring the action. The staff suggests that this provi-
slon be deleted; there 1s adequate authority in Section 6721 for the
board to commence voluntary dissolution where the charter of a subordi-

nate body has been revoked by the national.

30/959
4 6711, Grounds for dissclution action
There should be added to Sectlon 6711 the following subdivision,

which is 1n existing law but which was inadvertently omitted in the
compillation of Section &711:
(i) The liquildation is reasonably necessary for the protection

of the rights or interests of 2 substantial number of the members
or of the complaining members. N

40571384

§ A741. Avoidance of dissolution by purchase
7 Section 6741 permits avoidance of dissolution by purchase of meu—
berships in cases of diasolution initiated by persons hblding a majority
of the voting power. The Commission's consultant, Mr. Davis (Exhibic
XXXXVI--buff), does not understand the intent of this restriction. “To
me this does not make sense as written.”

Thé purpose of this limitatibn, as stated in the Comment, is to
"minimize the possibllity of a minority cowmencing iﬁvoluntary dissolu-
tion proceedings as a means of circumventing the general prchibition

against distribution of gains, profits, or dividends to membets.

I0/965

§ 6750. Cessation of corporate activitles; exceptions

Subdivision {b) of Section 6750 requires thétfa corpdration cease
activiries when the term of its existence expires. This provision,
which was recommended by the staff, is not in existing law. Uﬁon fur-
ther consideration, the staff believes it should be deleted. VIt can
only create problems of wvalidity of corporate acts and is inconsistent
with provisions elsewhere in the statute that inpliedly sanction the
‘continuation of activities despite the expiration of the term 6f‘exist—
ence. See Section 5912 (smendment of articles to .céntinue corporate

existence).
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30/961

§ 6772. Peturn of assets held on conditlen or by subordinate body

Subdivision (b} of Section 6772 requlres that proceeds held by a
subordinate body be redelivered to the national body upon revocation of
the charter of the subordinate body by the natiomal body. The Commis-
sion queried the policy of this provision and specifically requested
comments concernlng it. The Commission received only two comments, both
informally, concerning this provision. One commentator found the subdi-
vision troublesome and could envision possible abuses, particularly if
an asgessment had been levied on the members of the subordinate body
prior to dissolutlon:; would they remain liable to the national body?
Would they continue to receive the benefits that the subordinate body
would have provided? The other commentator felt that the rule is a bad
one--many Subordinate bhodles are rather independent and have substantial
agsets that the national organization has no interest {in and should have
no right to. This commentator felt the only situation where the provi-
sion should have any application is where the national body is a Cali-
fornla corporation and the subordinate body 1s incorporated in another
state which has no orderly procedure for distribution of assets on dis-
solution.

The staff belleves that subdivizion (b) could probably be repealed.
The staff suspects that, 1in many cases, the charter of the subordinate
body will specify the disposition of assets on dissclution so that the
existence or nonexlstence of a California law on the point will have

little effect.

307962

& 6773, Disposition of assets held on trust or by charitable cor-
poration
Exhibit XIV (white)} concurs with the provislons proposed by the

Commission for disposition of charitable assets. Exhibit XVIII {(buff)
sugpests that Section £773 cover more than just charitable corporations
but also other types of corporations which, though not organized for
charitable purposes, may have solicited funds from the general public,
The staff notes that any charitable funds held by a noncharitable corpo-

ration are impressed with a charitable trust, and Section 6773 would in T
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fact cover those funds. Perhaps this shculd be made more cleat in the
Comment by deletion of, the reference to assets recelved on “express'
trust. _ ,

B Subdivigion (a) of Section 6773 requires disposition of assets “in
conformity with the purpoées of the charitable trust or the charitable
purposes for which the nonpfofit corporation was organized.”’ Both
Exhibits XXVI (blue) and XXXZITI (pink) were troubled by the interrela-
‘tion of subdivision (a) with Section 6772(a), which requires that assets
received on condition be disposed of according te the requirements of
the conditlon 1mposed. They suggest that the interrélation be made
clear by statute rather than by Comment. The staff agrees and would
.preface subdivision (a} of Section 6773 wicth the phrase JExcept as
provided in Section 6772, . . . .°

- The Commission's consultant, Hr. Vhitman, questions the requirement
of subdivision (a) of Section 6773 chat all assets of a nonprofit corpo~
ratlon organized for charitable purposes must be disposed of 1n accor-
dance with the purposes of the nonprofit corporation. He suggests that,
under existing law, it would be possible for a charitable corporation to
-hold.some noncharitable ascsets, e.g., assets given to-it expressly for

. moncharitable purpcses, that the courts would not Hold-to be .impressed
with a charitable trust.. While {r. Whitman's argument has ;some force if

- "organized for charitable purpeses" 1s undefined, the staff suggests:
that, 1f the phrase is defined as proposed supra (predominately or
exclusively for charitable purposes), it would be proper to subject all
-the corporate assets of a nonprofilt corporation organized for charitable
purposes to the provisions of svbdivision (a),

Subdivisions (b),and (c) of Section 6773 are an attempt to require
court supervision of the disposition of charitable assets, as in exist-
ing law, but to excuse the necessity to go to court in caseé‘ﬁherg fhe
dissolving corporation and the Attorney General are in agreemént and no
other interested persons object. Both Exhibits XVIIL (buff) and'LI
{(vellow} believe that subdivisions {b) and (c) do not adequately accom-
plish these objectives. FExhibit LIﬁsuggests that subdivision (b) not
require that the Attorney General be a pafty, but oﬁly thafsthe Attorney
General has an opportunity to. become: a party.- The staff is sympathetic

to this point of view but sees no need to change the proposed statute--
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the corporation need simply join the Attorney General as a party and
whether or not the Attorney General makes an appearance is up to the
Attorney General. This could be made clear in the Comment.

Exhibit XVIII wvould exempt small charitable corporations from going
to court altopgether. The Commission has considered this possibility in
the past but has determined that, to preclude abuse, the small corpora-
tion might merely obtain a waiver from the Attorney 5General and avoid
court proceedings under subdivision (c}. The Commission's consultant,
Ur., Davls (Exhibit XAXVI--buff), however, would change the rule alto-
gether. "I do not belleve that one superior court judge should have
that authority, when the board of directors and the .\.G. hoth agree upon
s matter, even {f third parties object.’” Exhibit LI, on the other hand,
thinks 1t desirable to have a court proceeding in every case repardless
of the Attorney General's opinion. The staff believes that on balance

the Commission has a sound recommendation.

30/964

& 6776. Plan of distribution of securitics or assets in kind

Section 6776 1s a rather speclal provision relating to distribution
of assets in kind to memberships having liquidation preferences in lieu
of the stated preference. It requires special approval of a plan of
distribution with special notice requirements. It has 1ts use primarily
in business corporations.

The staff belleves that, even though we have satisfactorily adapted
the provision for nonprofit corporations, the provision is a very narrow
one, is extremely remote, has little practical chance of ever belng

"applied to a nonprofit corporation, and should be deleted. This will
have the incidental effect of greatly simplifying other portioms of the
statute as well in which special provisions are necessitated by Section

6776.

30/965

5 57R4. Effect of order discharging directors or other persons ap-
pointed to conduct the winding up (new)

In drafting the dissolution provisions, the staff inadvertently
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cuitted the followlng provision, which is found in the new business

corporation law:

5 6784, Effect of order discharging directors or other persomns
appointed to conduct the winding up

6784, Upon the making of the order pursuant to subdivisions
(d} and {(e) of Section 678", the directors or other persons ap-
pointed to conduct the winding up are thereby discharged from their
duties and liabilities except with respect to completion of the
winding up, 1f necessary.

Comment. Section 6734 1is the same in substance as subdivision

{(b) of Section 1803 (General Corporation Law).

N /966

§ 6810 et seq. Transition provisions

There were several comments directed to the transition provisions,
which were not included in the tentative recommendation, hut with re-
spect to which the Commission solicited comments. Exhibit VIII (pink)
considered the transition provislons important but gave no specific
guggestions. The staff sent the commentator a copy of the staff memo-
randum relating to transition provislons prepared for the September 1976
Comnlssion meeting but has received no further response.

Exhibles XXNIT (buff), LI (vellow), and LVIX (green) suggest the
need for a moratorium or grandfather clause for the application of the
new law to existing nomprofit corporations. The Commission determined
at its September meeting that a two-year delay in the operative date for
existing nonprofit corporations should provide adequate time for compli-

ance with the new law.

405/336
§ 5900, Curative provision (new)
Exhibit XXXXVIIT (gold) states:

T would like to see included in the Law a general curative
provision covering procedural irregularities in the operation of
nonprofit corporations. Many nonprofit corporations are small and
cannot afford, or do not realize the need for, legal advice. Even
the boards of some sizeable organizations make mistakes from time
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to time. These can lead to fundamental questions~-guech as whether
the board is validly conmstituted. 1 think it would be helpiul to
provide that, after some period of time, prior defective actions
cannot be exploited--gither by third parties or by factlons in an
internal dispute.
The staff believes that this suggestion has comsiderable merit: however,
drafting an adequate provision presents a number of difficulties, 1in
particular limiting the kinds of corporate acts which are wvalidated. If
the Commission agreses with the suggestion, the staff will devote some

resources to drawing up an adequate curative provision; any sugmestions

by the Commission at the meeting will be appreclated.

Respectfully submitted,

Nathaniel Sterling
Assistant Executlve Secretary
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