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" T0s  All Members of the State Bar Committee on Corporations

As you know, the Asecmbly Select Committee is in the
process of writing a new nonprofit corporations code. The new
code will dAraw heavily upon the wovk done by Harold Marsh and
you on the new corporatlions code. For this reason your aid and
counsel would be most appreciated,

At the zame time, a nonprofit law necessarily presents
many issues which do rot arise in businees corporations, Yet
very little has been written that is helpful in such matters,
or which addresses the besic guestions of why nonprofits exist,
what function they eserve, and what abuses of them arise. Thus,
while the Select Committee is reviewing current laws, including
the recent New Yorlk revizion, the groposed Canadian Code, and
the Law Revision Commirsion's draft, there is additional need
for a conceptual anderpinning Zor the new code.

Ar a resuli the Select fommittes is proceeding in
three areas. Pirast, it i3 drafting noncontroversial provisions.
Most of these are simply adaptations of the new corporations
law, and we hops 4o pvesent thoese to you al vour next meeting.
Secondly, it is tuving to doveloy the naczssary conceptual under-
plnning. We have enclesed o drafi, labelled "Introduction to
Drafting a Nonprofit Corporatiuns Cade", which begins this effort.
Yhile it i academic in tonz, we helieve it 1ls cssential to
develop this basic understanding in order to deal with, or even
recogqnize, the ma-juy policy gueetions that will arise.

Thirdly, we are developing a list of important basic
“  duestions and issues. While there issues relate to the overall
concept of nonprofit corporations, they deal with more particular
aspects and prooclemn., "A Sample of Particular lLegislative lesuyes®
whichh i enclosed praaents some of these igsues, W2 would appre-
ciate your reflecting on them mo that we can obtain your imput
at the meeting of the 13th,
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We hope to follow the procedures sc successfully used
in drafting the new corporations code and in the Corporate
Securities Law of 1968, We believe that by working closely
with the State Bar Committee on Corporations we will be able
.o develop a work product similar in guality to that of those
laws.

ke Blone—
Ora . Tlbhuaco
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[DRAFT: NOT FOR PUBLIC DISTRIBUTION]
PART ONE

Introduction to Drafting a Nonprofit Corporations Code*

A. Preface

Drafting a code such as this involves several basic
- objects. First is the codifying of common understandings, so
that those involvedrin a nonprofit corporation may rely upon
fhe law either.to enforce their reasocnable expectatlieonhs, or to
require advance warnings when there are departures from such
expectations, Second is the ldentification of those areas in
which overriding social policies require particular rules re-
gardless of ﬁhether expectations are defeated. These policies
can result from an overriding interest of the public or a
_néed.to protect the legitimate interests of members, directors,
.the corporation or third parties dealing with the cvorporation
such as creditcra; debtors, tort claimants, contributors, em-
ployers and competitors. Third is facilitating the operation
of the corporations governed by the code, a task particularly
important in this code because of the frequency with which
nonprofit organizationg are run by people with little business
experience and without the financial means to obtain the services
cf attorneys.

These three objects, although interrelated, may be
difficult or impossible to satisfy simultaneously throughout

the entire code. Nonetheless, an evaluation of proposed pro-

¥Part of the approach employed here was inspired by an unpubiished
paper by Henry Hansmann, "An Economic Rationale for Non-Profit
Institutions" (September, 1974}. The authors wish to express their
appreciation to Jerry Witherspoon and Richard Buxbaum, of the Boalt
Hall Bchocl of lLaw at Berkeley, the former for bringing this paper
to our attention, and both for providing many of their own ingightsa.
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vislons in terms of these objects should lead to a more thought-
ful consideration of underlying policy queations. At the Bame-
time, we must reﬁember that as a corporations code only, the
statute cannot deal with or soclve every problem which may in-~
volve nonprofit corporations. Thus, while we may wish as a
matter of policy to ensure that nonprofit corporatione 4o not
have an unjustified advantage over profit making competitors,

we cannot deal with one major area -- taxation -- that may be
gulte relevant to this cencern.

It would be helpful, if not necessary,-befdre making
policy decisions about particular portions of the code, to devel-
op a conceptual overview of the nature of nonprofit corporations --
. the public interesits served by allowinyg them and the interests
and expectations of the various private parties involved with
them. Although this conception will not be perfect at the out-
set, it will be refined as we confront the particular issues
that arise in drafting a code, and as we talk to individuals

experienced in their operation.

Unfdrtunntely, the legal literature ig not helpful.
While business corporations have been the subject of numerous
books and articles, there is no similarrrecoré of interest in
nonprofit corporations. The problem is exacerbated by the tre-
mendous variety of orcanizations that use the nonprofit corporate
form: churches, retail outlets, fraternal organizations, consulting
companies, hospitals, automobile clube, charities., Profit making
cdorporationg may join together in creating a jointly controlled

nonprofit corporation to serve their common purpose, as with
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Mastercharge or a trade association. Some nolprofits exist side

by slde with business corporations, providing the same services
to the same public, as with hoapiltals, con3ulting companies or
tennls clubs; others combine charitable purposes with the carry-
ing on of a business for profit, such &3 a church which runs a
profit making mortuary business; and othera appear to perform
functions entireiy different than any performed by busineas cor-
porations, such as charities., It seeme uniikely that the aame
rules should apply to all of thoase organizations, but we clearly
do.not wish to rely sclerly upon an intuitive feeling that char-
ities are different from ceonsulting companies in drafting a code.
This introduction will therefore attempt to explore the nature
of the various kinds of nonprofit organizations subiect to this
ccde, to gain a better understanding of how they are different

as well ae how they are the samne.

B. The Current Code

The classic response of sunprolit noﬁea in general
and the California code in particuler tu the beéildering array
of nonprofit corporatlons has been parmissiveness, presumably
designed to accomodate all comers: sonproflit corporations are
supposel tc have mambars, vet they may aveld having members if
they wish; members are ordirnarily Shoughi of as participating
equally in the endeavor, but in fact uct only are classes of
membership allinwed, but unegusl veting »ights withtﬁ claaser;
while the code apvears to zllow only “incildental® profit making
activities, profit making may in fact ba varried on ae a principal

purpose. Cumulative voting is optional; staggared terms of
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directors are permitted. Thuz the California code makes little
attempt to codify ccmmon.understandings, or adopt social policier
but exalts instead the goal of facvilitation by leaving largely to
those drafting the corporate ingtruments the choice of the rules
they think appropriate to their organization. Some diatinctioné
ara made between charltable corporationg and others, but virtually
none in the fundamental area of internal governance that is the
principal business of the code. Ne attempt is made to
defina "chariteblie." The bulk of the cdde is imported, by
reference, from the business corpoiratione code, although prac-
ticing attorneys and the courts are left with the task of
determining precisely which porticna of the business corporations
code in fact apply. 1In sum, the code reflects virtually no
sanse of policy and a great deal of disarray.

When gueations do arise; solutione are attempted on
an ad hoc basis, with the result that the code contains many
special provieions aZffecting only this or that particular kind
of nonprofit corporation, ordinarily identified by its purpoee:
a chamber of commerce here, group optometric services there,
socleties for the prevention of oruelty to animals somewhere
else, These provislons are cften nhsolete appendages from the
date of their birth, since they usually may be avoided by forming
the corpofation under cther provisions of the geaneral nonprofit
law. Indeed, the provisions of the current code specifically
applying to the Fformation of cheritable nonprofit corporations
fall in this category, as most charitables are apparently formed

under the General Honprofit Corporation Law instead.
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C. What are Nouprofite?

Deapite the difficulties, there does remain one
fundamental characteristic shared by all nonprofit corporations
which distingulghes them fros busminess corporations:s there is
no clags of individuals znalogous o shareholders to whon
distributions mav be made during the corvoration's 1ife, It
i important tc remember that this is @ifferent from eaving
that nonprofit corporations du not run businesses for a profit;
the fact is thet a ¢reat many of them do, wvhether as one of
a number of activitieé or ag the princimel activity.* The profits
genereted by such a bueinesz may oo {0 other activities conducted
by the corporation; may be sccumula“ed f{or later use as a source
of capltal; may be inveated; may find their way into the pockets
of the employees of the ciganizet’or in the form of compensation;
or finally, may be given indirectly to the memberahip ¢f the
corporation in the form of rcduced memberghip fees or the pro-
vigion of goouds or services alt a discount., But whatever the
reguit, it is zlways lmportant in looking at these entitieas to
remember that while there are nonprofit corporations, there are
almost no nonprofit people.

Nunetiheless, a2 variety of imnmortant distinctions between

#The accuracy of this ntutement necessarily turre dpon the dafin-
ition of "preiis™, wvhizh may not »¢ 538 easlly defined ae its common
usage wuggesta. Ob+iously, if profit iz defined ss & surplus which
i distributed to the owner? ln the fors of dividende, then by def-
inition no nonprofit conducts a profit maxing business., Yet it is
clear that a nonproiil™ corporation which principally runa a retail
department store selling goods at 3 markup, or a consulting company
principally selling the profeasional time of its employees, ig in
some ordinary understanding of the tera operating principally at
or for ¢ "profit® -- even though there is ne aurplus distributed
to shareholderz. A nonprofit covporation, sueh as a church or
university, which also owns 3 zonventinnal buaihens, 1ls a familiar
examnple of the non%rorfit operating s profit making business as one
of a number of activities.
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nonprofit corporations and businzss corporaticns flow From this
fundamental characteristic of nonprofits. Some relate to the ec-

onemic or social functione Iunifilled by noaprofit corporations

and an analysgie of these disiincticns will be helpful in develop-
ing a Bense of why we have nonprofiit corpérations, and what use-
ful functions they serve wnich the cvode ounht to facilitate.
Othars relate to the nature cof the intereests which thoae persons
involved in nonprofiis have at stake Iin regard to them, and this
group provides the necessgary underpinning for any rules of in-
ternal governance. We are obvioualy Iinterested in both areas,
and for the purpose of discuseicn they may be conveniantly separ-
ated, although they are in fact intertwined and ordinarily pre-
sent themselves in pargiicular combinations in any single nonprofit.
But hefore proceeding along this line, we must first
briefly develop a way of categcrizing nonprefits so that we may
talk about the ways in which they differ from each other. They
may be meparated into groups along two hasic parameters: fin-
ancing and contrel. Coasldering financing first, it is clear
that all nonprofites are iimited in thelr access to capital as
comparad to business corporetions; in eszscnce, they have no
source of initial capital. although onz szegment of them -- those
favored with a 501(c) {3 fax status ~- have asccess to funde in
the form of donations, a source unicgue among cocrporations, Others
may receive substantiai donetionz even without 501(c) (3} etatus,
such as political lobbying groups., <those which rely primarily
upon donations 28 their source of funds may be called denative

nonprofites. Others, such as the AAA or a tennis club, will
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rely principally upon feer ov tha sals of ogoods and services,

and these may be valled fee nonprofits. Many entities, of course,
fall in between theese two poles, such as the nonprofit college
relying upon both donatleons and tultion,

The second parameter is control, by which we mean the
formal power to slect the corpuration's directors, For business
corporations, such initial control urually lies with those pro-
viding the eguity or venture capital, but in nonprofits there
may be no auch group, although there may be snalogous distri-
butions of risk and contral in zome cazes. Lcéking first
at our fee nonprofite, we cen see that they fall into cne of
two groups: cuatomer controlled, and employea controiled. An
organization such aep the AAA -y a trade association is founded
for the privete benefit of ite customers, who ordinarily provide
by their fees or assesaments the funds 1t requires to operate.

In some, such as many tenhis ~luks or country clubs, there is
even a capital contributlon raquired for membership, in the form
of a high initiation fae. These customer: also constitute the
corporation'se tembership. These are trerefors cnstomer cortrolled
fee nonprofits, and they may oscasionally look like consumer co-
operatives, although thev are formally different in that they

may not make patronage refunds to their members, since this would
conastitute a prohibilted dividend.

The employvee controlled fee nonprofit, on the other
‘hand, is one alternative to the professional partnership, and is
illustratad by conaulting companies controlled by thelr employees,
and, perhaps, nonprofit nhospitals contrullsd by their doctors.

Like the partnership, they eflfectively vrovide income for their
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member-employees {partners:. The emplovess may thomselves con-
tribute ipitial capital to the organication, or, as may bhe more
likely, the governﬁént contributes the capital in the form of
yrants, research contracts, of the like. As in a partnership, the
member~employees may have their labor "at rizk® -~ this is, they
may f£ind that {they heve invested professional fime in &n organ-
ization which is ultimately unable o provide them with a reli-
able income, The risks might be emaller than those which may be
encountered in the partnership, however, as, et least in a aen-
eral partnership, each partner is lLisbls for all partnership
debts. But unlike a partnership, the nonprefit may nobt distribute
a share of ita "profita" o the members, which means, of zourse,
that members are not reguired to account for their digstributive
aharé of profits or lcuoees on thelr “ax returns, The corporation
may well distribute bonuses to its employees, however, which may
come to the same thing.

Donative nonvrofits present a different puszie, mince
they are g=znerally not organized for the private gain of the
founders, nor with their investient =f tioe, eflort or monsy
in the sense of ipvestment for an ccopomic return., Although we
will explore the internsl goverssnes implications of this later,
in the memorandum on Issue Two, w2 carn now ciazselfy them into
two groups: donor councrolled, and managoment controlled. The
donor controlled nonproifits, such as KJED or some grt miseuns,
vast the power +tc elect dlrectors i one group of its donors.

The management controlled nonrrofit, on the othar hand, vests
contrel in the directors themselves, under code provisions

which allow a nonprofit to designate its directors as ilte only
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members. The directors, under sdch an ercangement, are a self
perpatuating board, exercisirng power as members in the morning
to elect directora for the board meeting in the afternocon.

We must ada one final observation to this discussion:
matagement controlled donative nonprofits are not thé cnly

organizations utilizing the =zelf perpetuating beard in which
the directors comprise the entire membérship. This structure
is available under the General NHonprofit Law to all nonprofit
corporatione, and other {ypes make uss of i+, In some cases this
may reflect no more than the smail number of members, as in an
employee controlied fee nonprofit with oﬁly three fbunding
nember-amployees, or o crade anssociation with only five member-
cugtomera, In other cesea this cholce of orgenization is used
even though the class of smployees or customers is larger, and
cthers whose interests are srguably identical tc the member-
directors are effectively exciudad from & voice in mahagament.
Whether thie is an abuse and if so amenable toc correction by

a code revision i3 examined in Part Two. For now, however, we

may merely observe that there are differences betwsen the use
of the self perpetuating board by donative and by fee nonprofits

which have implications for code drafting.

D. What functione are perfocrmed by nonprofits?
1. Donatives
With our sketehy taxonony behind us, wa can con-~
slder first what funchtione are performed for soclety by the
dénative nonprofite. The charity is probably the one that
most immedlately comes to mind when the term nonprofit corpora-
tion 18 used. They provide an intermediary between the donor
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and the recipient of the charity. This essential functicn is
necerngary for two reasons. The fivst le a product of tha tax
code: it prcvideﬁ-a tax~exembt entity to which donations

may be given. There is # aeparate economic function fuifilled
as well, however, WwWhile an individual with a charitable im-
pulee may be able on his owr to help a needy family down the
block, he io not eguipped to srrange on hils cown for the Teeding
of starving Biafrans, and he may not wish to personally take on
the burden of grranging for the care of those eclesger to home,

He thus relies upon an intermediary who will accept his donation
along with the donsatiors of others to sarry out this function,
Even apart from the tax consideration, he is likely to pre-

fer the nonprofit organissticn for thils fanction on the assumption
that it is more llkely %o use his donation for its intended opur-
poee than for the private gain of the entity or individuvals
asgociated with it, since the donative ronprofit may not dis-
tribute gaing tc sharczholders in any event.

Charity le usually defined hy economists am the subsgi~
dizing of ancther perason's consumption, Bubt there is ancther
function carried oan by deonative noaprofits which do not fall with-
in this nerrow category, #ithough the orgsnizations involved are
equally charitable for the purposzs of the tux code. This fune-
tion ie the production of certain "goods”, including intengible
ones Buch as knowledge, which the ordinary profit making body
may fall to produce because the oppertunity for private gain is
too remote, even though the public would benefit from their
production., The Cancer Svclety or the leart Fund afe examples.

The kind of biolegical research fundad by svch organizations
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may bse paralleled &y the priveis aecteor, vhers the possibility
of reaping profits by uﬁe'ef the knowledge gained is present.
But the potentizl of suﬁh profiits is often remots, particularly
where the rvesearch will rxesuitv not in a marketable and perhaps
patentable good, such ar a druct or medical device, but in a
piece of knowledge which will £all in the publlic domain. Ob-
viously much research has both possiblilities, but some re-
gearch may be more likely to produce immediate possibilities

of gain, Little profit may be reaped immediately by dis-

covery of the ptructure vf the BERE molecule, deaplte its
undoubtad gianificance. Moreover, because of a tradition that
such kinowledge should ultimately be made generally available

by way of publication, tatherxr than kept as a "trade secret,"
there ig nco affective way to market the knowledge itself -- that
i, to charge for iim consumption., Mor i3 knowledge "consumed,”
in the sense that use of it by the first person prevents use

of it by another. BSomethlrng with sush attribules isg zalled a
"public good" by economists.* Public goods such aa the knowledge
rosulting from ressarch way ha iﬁcid%ﬁéially produced hy &
profit making entity, but its choice of +he research to be
carried out will ba governed by profit making considerations --
the possibility that the remacarch will vicld = private good,
euch as® & patantabie drug, whlch may bo merketed. The public
may wish to angure that othey resaarch without this immediate

profit making potential im slan conducted.

*The term "public good” may be zomewhat confusing, &e mopt people
think of A "gocd% in the conventlonal sense of a tangible itam
of economic valus. Bul as thia is the atandard labél used by
asgonomiate, we have made no atbtempt to changs 1%,
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A nopprofit form may be crvoisl in this andoavor,

A group of people could inﬁividﬁaily nire the rervicez of
physicians, biologlete, etc., to carry on some rezearch task,
but the difficulties with such an arranqemént Ere enormous,

If the contributors wish to insure that the funds are used

for thelr intended purpose, they easd would haves to have a
peparate private contiract with those providing the research
services, and they could enforce cholir bargain only by suing
upon each of these individual contracis. It is far simpler to
create a nonprofit intermsdiary to hire the researchers and
recelve donations from those wio wish to contribute. 'The
intermediary thersupon tekee upon itaelf the task of ensuring
that the funds are expeadod fov their intended purposes and
agsumes administrative respansibilities; the contributors rely
upon the nonprofit charascter of this intermedisry ag agsurance
that the funds will not be diverted Lo private zain,

There are cther auch subliec gond functicns carriad out
by nonprofits. The universuity & probaply the leading example
of the research-producing nonprofii. and that resaarch functior
is one reason why tuitisoa rarely nayn &he full cost cf zunning
it. 'The halancs ig derived from donations, cither private or
governmental, tc supnort this "public good.® 'Thes American
Civil Liberties Union or a public interest lobbying group
such as Common Causn aleo provides publle geods, although the
public may disagres as to whetfnr it ie really benefitted.

_1In both caBes there are profit making entitlez incidentally
providing the same product -- the iawyer with & paying client

who raises‘a Firet amendmant cleim on nis behalf, or the corpora-
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tion whose private interest Luguyesis duppocl 27 & “refurm®
peanure -~ hut as with rés&&rah, “he nonproefit group can £111
the gape left by the profii makiag entity. The most familier
example of this is public television. Televieion im obviously
a public good, at l=ast intil we hava a pay T system, but it
is incidentally provided by the private gector which sees a
profit making opportuniiy in filaancing 14, But the kiad of
television produced by the private sector is limited, ang public
television, producad by dopative nonprofits, ¢ills some of those
gaps.

In summary then, donative ronprofits, by virtue of their
nonprofit character, cffer twe advantages over budinegs corgpora-
tions for fulfilling their Interirediery function. ®irst, they pro-
vide an entaty eliglbkle for #fox exempt statuve to which donatione
can be made. The policving of this functioan is more properly
a subject of the tax» luws rather thun a guestion of concern
for & vorpcrations zode. Sscond, hovever, they offer an admin-
istrativgly coenvenient inhermediary funotion and their non-
profit status provides assurance that funde coniributed to
tham wiil be used for the donor's intended purpose rather than
for private gain. Whether the ponorofit shatus of thess organ-
lzatione in fact reaily ofieve this pecond advartage ls another
matter which we should address. 3But for now we may conclude that
it is this apparen:t advantage of nonprofits which in part accounts
for the public preferencz For them. They thus offeir a means to
& donative goal that would not ctharwise be avallable in ccrpcréte
form, although the cheritable trust or unincorporated association

would often provide & noncorporzte alitesnative,



2. VPwue Honprediis
The Yee nouprofita provide an entirely different

functiont rather than £illing 3 roles which canaot be £llled
by businang corpoiatlicnyg, the fee nouprofits often exist pide
by pide with businase corporations with whom thsy competz, We
thus have both profit and nonpraist herprtale, schools, tennis
clubs, zu.omobila clubz and depertment scoves. Clearly the
nonprofit status of these institutione influences customer
preference, Peopie cften hzllaeva,. whether juestified or not,
that # nonproflt nuzsing home, gzhuel, hospital, or childcare
center is likely to be supericr to & profit making one, They
might fsel the zzme way aboutb o acnprofit corporation producing
automobiles, if nonproflt corporstions hed ha capltel avall-
dable to them to enter intc mucn a1t area. Scomecimes this cueto-
mer preference is relativaely sbatrack, hardly sore than a notion
hbagsed upon the labal “"scnprofic," whion conveys the senaa theah
the orgenization iz more likely *o giva the customar & “"good
deal,” whaiher by way of price or aguality of service, or that
the organizatiovn is scelelly warthvvhlile and derzrves support.
That not.on mey ov msy noi ke realictic: it ray anoeasr, four
example, to have sowe valldity in the caere of nurping homes,
but not in the casge ol certein noarrafit hoapltnls, {fes, e.q..

Lowry Hoapital Resociation v. Commigzione., 6§ .0, ==, #80,

C.C.E. 47571, B/id/76.}
A fee noonroflic whiecn in customer ceatrolled offern
more direct tenglble bunefits o 2te customars, howevesr., 'These

benefite mey ba econonic o may resalt Zrem thz sbllity of the
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customere to directly concrol the policiles and practices of the
organizaticn., For examplv; parents may prefor enrolling their
children in a daycare center controlled by memher-parsntz be-
cavae of their ablliiy to contrcl the pelicy and practiices

of the entity. This iz a poesibility not ozxdinarily available

in a profit making institution. The same advantage may be present
in tennie clubs or country clubg or verious socilal organizations,
An employee or management controlled ronprofit dcea not offer

this advantage.

At the mame time, howeve:r, one joining & nonprofit
.tennis club, for example, may find thrt there is 2 high initia-
tion fee which 1s, in effect, a capital contribution. Payment
of this fee mukes the membar~customer reluctant to apandon his
regular patronage of the orcanjzation. He would not feel simi-
larly about a profit mnking ternis ciub vhieh merely charged
periodic fees hasecd on actual use. 3y joinisg e tennis club with
a high initiation fee, the member haz gacrificed sonz mobility --
the exse with which hz might toke his business elsawhere -~ for
a vote in "he mancgamasnt of the entity,  Thio 58 periicularly
true 1f the initistion fes is nol relundzd upon ths: member laav-
ing the orgenization.

The promoter; on the obtihnr hand, nas divan up control
over the organization to ithe nerber-cugtorers ln exchange
. for thelyr assuming +tha risk, . hat 83, 1in & profit making tennds
ciub, the promoter puts up the risk capital. =zither alone or
in combination with others who shere in tne ownerzhlp., and he

takes the risk that bz rev not be able 0 c¢hiain the customers



necessary to run the operation in a profitable manner, With
the nonprofii form, however, the customers themselves may put
up the capital and provide an assured patroradge to the promoter;
in exchang», the promoter haz givar up effective control over
the entity to the customers. 1In this context theh, the non-
profit form provides an alternative method for a group of
individuals %o distripuvte contrel znd at loast initial risk

when banding togethar to form some joint anterprise,

B, Identifying the Interests of Participants

Thie last discussion krings us to our second area of
concerns the interents at ptake by those who are involved in
a nonprofit corporation., principaily those serving on the gov-
erning board, and thoee who are members of the corporation. In
the case or donative noaniocfit corpoictlons, the interests of
centributors are alsu importint to consider.

The simplesc cage i tha gustoner~controlled feo
nonprofit corporaticn, such as the tzonis club we bave just
discussed. As far as the members &re coacarned, it is clear
that the endeavoy hus been organlzed principally for thelr
private mutusl benefit nad with thear cepital, and they have
the satis concerns -- and shiotld have the gama riqlits ~-- as the
shareholders of & buslineser corporetion, The "proiit" they
expect to get i3 provision of some gyood ur servicve rather than
cash, but i% remeinec tne cese that hnir intsrezt i obtaining
a "return" of their invesimen’ cuceeds any interest of sathere
tﬁat may be inveived, snd no public interest i3 {n jeopardy

here. ‘Phe asme anrcuvmtnt spplics o trade or prodeseional
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asgsociatione which cater (Lo those with particular business in-
tereate as opposed to recrzational iaterests. These are still
customer-controlled fee nonprofits. It is iin this area that

we may moet comfortably draw upon the familiar principles of
busineas corporation lew and assume thait the members represent
no more than their own perronal self-interes:, and the directors'
major obligation is tou the nmembers.

The other extreme is the management controlled dona-
tive nonprofit corporaticn, which would have no group of mem-
bers distinct from :thosz serving on the boerd of directors.

In such a situatlon, where the board and c¢he nenbers are one,

it is apperent that the koard reprosents ao private interest

§

iberects which de-

-,

other then its own. et there are sthar |1
gerve protection in ;v~h an entitvy. 2irst o &l1l, there is
the intersat of thcse whe contribuze to chrr viganizaexion;
although thev have ne farmai mechod of 2ontrol over it under
corporation law, thav oy be whie 5 egxercian inllvence by
conditioning =zarilr contoidubions on Laclt dndsrstandingrs as
to the diraction of the envity’s vntlvitles, counditioning
future contrihutisneg ot such an upderetanding, cr oven creat-
ing ¢ formal trus: lngtoumeis by witlah te wnforoe Lhelr views,
The recipiente of tie gwuvicsr 2r gogds purchased by the or~
ganlzation eieo have an incerssi, ¢lihowy AL 1o not one
which has higtorically boer recoenlicd la tha law., Finally,
the public heg ap intermac. Thie ‘o an part

the grounds that theus argandzssolonn aro tbhe ragiplents nf

favorabia cax treatmont witel to heir anistaoos, but Lhe



rationale ia broader than that. Those in control are answer-
able to no private body, and profess to engage in the endeavor
golely for public purposes sather than frow self-interest,
They sclicit donatione on that basis. The public therefore
has an interest in insuring that such solicitations are done
1n good faith and that the expenditures of the corporation are
congistent with itz representations in the course of solicita-
tions. This public interust exceede any private interest that
may be present Iin thease nrganizations,

More troublzzome are tha femaining categeries »f non-
profit corporaticns. The donor~conirolled donative nonprofits
such se KGED or an art musewn, wiich vest formal contreoi in one
group of thelr conttibuters, fall In this clses. Indlvidual con-
tributors become memanrrer obhors, such ep cogporations or founda-
tiona, mey not. The coniributcr-members expect the directoris Lo
represent thel. views, ané &re or mavy be in & position to enforce
that expectation. Yei at the seme Zime cther membera of the
public, &8 well ap nuon-aegber contributors, mey expect the
board to ropresent a brooder ouklic interest as well, and the
board may view ite own role with tlis brouder perepective --
particulariv Inscfor as it deslres to maintsin an amicable
relationship with non-namber contributors vhose continued
financial support may bHe nrucial to the orcanizatlon’s future.

It is not eurprising that spuecn an arrsagenmoent would lead to
serious internsl disputes, us evidenced by the recent battle

© within XQiD,



The employee controlled fee ronprofit also prasents
unique problems. We have already diazcusued the motivations
and intorosts lnvolved in the customer cos“roliled fee non-
profit, euch es cthe tannis ciub or deyvare centsr, and their
rationsle poems rather streichbtiorward. Yet there are fme
nonprofite controlled by s portion of thelr uwployase, such
a8 certain regearch-coneulilny groupa which provide smploymant
for their members, as well az othave whe may be hired. Thay
are lahor intenaive businesses, which silow them to move for-
ward with littls capital denarde, ané the small amount of fin-
ancing required comes frem thelr customera, ocficn various gov-
ernment entizics., 3ut conirel Lp wvasted in tho emoloyees, or
some group of them, and the notivation may bz primerily profit
makine, such am the gunarocica af hunlnszg. co suppozt daesireble
jobe for the members e nre high pald prutfoszionels, They
ave mirviler to A prolfessicnel partnecohip using & nonproffit
corpsrass fori. Vha pamior: heva intereste 14 che entorprise
giandler to thous of oeeiheis dn o icw 24irm, «ni tha directors
are thosisy repreéssntativse =- L8 Chay ors not the rame pesople
altogathsz,” Tho QuUAkSTOrL == usunrlly wAricur covoriment
agenolaen -~ BRY>S no Jemaa. volsn Anooig APRESELLL QOVGrhaARcE
ané nead noney Like avgtonatr gf any peofit nraliag ontigy, Af
they cannhot nouisrly shedr latorasts By contractinl provisions,
thay Jan i2&ko thals busincen alnavharo.

Uad night cassenably nak why 4he premotere of these

.

*0f govrgs, icr thu raaeone sonkionzd on pages T<0, profesmionel
partnorsiipe sra A4 Ffferant shen Cwaiavar contralled fee non-
profits.
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orgatiizacions chvas the nponprofit corporate fora., it is
unlikely that there ip hidden tex sdvantage. It may be that
the customers, or at least some of then, buy the corporation's
services in the form of grente, and that by iaw nr regulationsa
suoh grants can oniy be “given® to a nonproflt entity. There
may be other factore involved, paculiar to each case, of

which we are not aware., In any evant, it would sappear that
thare is no interest involved 1rn Lthage organizations which
reguiras protection in the internal governance of these organ-
izations other than the interest of ite member-employees,

represented on the board of directors.
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PART TWO

A Sample gf Particular Legislative Issues

Issue One: Should any limite be placed upon the right of a
nonstock organization to conduct a profit making business?

This guesticn breaks down into two parts: first,
should nonetock corporatione be prohibited from engaging in
profit making activities am their principal or sole activity
(mee page 5 of Part One); mecond, should nonstock corporations
be allowed to engage in profit making and nonprofit making
activities at the same time?

A, Profit making as s eole activity.

SBome states under the “functional" approach allow non-
stock corporations Lo brc formed for only limlted purposes, and
any activities outpide of these allowable purposes are pro-
hibitaed. Particular profit msaking ackivitlies may be pro-
kibited. Other ntsates follow the "economic® approach, which
proecribes the distribution of dividends or prcfite to the
membere except on dissclution and otherwise alliows the non-
stock corporation to engage in all lawful activities, Cali-
fornia emniocys an economlc approacih.  See quporationa Code

§3200; Note, Parmispible Purpoaes for Nonprofit Corporations,

51 Colum.L.Rev. BBY% (1351},

As we have scen from Part One, the nonstock form
can flexibly and effectively satisfy a variety of diffsrent
needs. Where it exists in compeotition with profit making'
entities, it may fulfill 2 different roiz and may provide a
useful or dealrable altarnative. In any cvent, thare appesrs

to be little if any evidence that nonstock cornorations have
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been abused in any way which could be cured by a restriction
upon the purpcses for which they may be formed. Our tentative
conclusion, therefore, is that a change in California law to
limit the purposaes for which nonstcck corporations may be
formed, in an effort to prevent them from entering certain
areag in competition with profit making businessen, is likely
to inhibit the formaticn of putentislly useful alternatives to
the buasinessa corporagiun without any offsetting gains. It
would &lso be incongistent with the approach of the new corpor-
atlons law which severely limita the ultra vires doctrine. We
would therefure recommend that: a new nonprofit code continue
the current California epprcach, foliowed in a majority of
atates, which allows such corporations o bz formed for any
purpose 80 icng ag there are no distributions to members ex-
cept on diassslution, |

hi¥ 4 thé Conmittee choosae to foilow this recommendation,
it is then lmportant to keep L. mind rhat the rules we write
will frequen:ily govern entitian which resemble business corpora-
tiong in some limporiant respecte. This ass two results, #First,
the Committae should consider wdopliing a different title or la-
bal for puch ccrporaticonz, as the neme "noncrofit® ie likely to
be misisading., "Thie i3 noct cnly fer the benefit of business
competitorm of a "nonprofit" corporation, but for the benefit
of its customers who may be aitracted ¢ Lt by virtue of un-
wvarranted asaumptionn zhout (tp goals and the economics of its
qperation. We have asdoptad the word “nongtock" as a substitute

for "nonprofit." This may not bw the word or concep: which we

Cege



ultimately chovse, buv i3 an improvement over the misleading con-
cept of "nonproflt corpoietions." 0Of course, charitable non-
stock corporations should be allowed to say they are "char-
itable corporations.”

Second, as a result of the wide range of activities
which are and wiil continue to be allowed nonstock corporations,
the interests of various parties who may become involved with
them are often but not always similar to the interests of those
"involved in profit reking corporationsz. The interests_of credi-
tors and tort claimants are almost the same. The interests of
members atid directnrs are different than those of shareholders,
and buginess corporation dirsctors, but present many parallel
problems. Rules wa develop with iregsrd to such pzople should
therefore take the simiiarities and differences into account.

B, Proifit making und nonprofit making activities at the

sane time.

Conceptually the secnond isaue cculd be rexolved
differently. Thus 1t is posslble to decide that a nonatock
corporation cannot run profic and nonprofit activities &t the
game time, aven cnough wa have concluded to otherwise allow
profit generating activities by nonstcck corporations. Section
9200 of the current colde slates that “carrying on businecs at
4 profit...incident to the main purpcee of the ccorporation...
[i8] not forbldden to nenprofit corporxations...” The phrnse‘

""incident to" ham been intarpreted by the couris to allow non-
stock corporations to esrry on profit making businegas as a
principal or wo-egual zcotiviiy with a nonprofiy or charitable

activity. 1In Groman v. sinci Temple, 20 Cel.Ap.3d 614, 99
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Cal.Bptr. 5062 {1874}, the SBinai Temple Iin Loz Angelezs purchassd
a portion of PForest Lawr Cemetary Aaaocintion,_including elghty-
two acree of cemefary property as well as undaveloped land and
a fully egulpped mortuary. The capacity of the acquired businees
greatly excseded the needs of the congregation. Therefore the
synagogue sought bupinegse from the z2ntire Jewish community through
advertising and other soliicitation. 1t was successful, arnd by
1568 realized subatantial preofits by conducting more than 20% of
all of the Jewish funarals in Los Angeles County. The case arose
when a businese competitor challenged the oparation of its fun-
aral buziness ae beyond the allowsble scope of itas activitiss under
ita articles and Section 2200 of the Corporatlon Coda., These
argumants wereﬂﬁejected by the court whféh'concluded that the
Legislature was concerned principally with impropar distributions
of profits and d1id not intend to limit the profit making activ-
ities of nonetock corporationa. The couri thereform found that
80 long as thare wers no distributicns in violation of the
nonprofit law the aynacoguae could carry on its proflt making
anterpriece a3 ona of its pubstantlal sctivitiaeo.

At ona time the conduct uf a profii making businesan
by a nonstock organizeticn might have provided it with a tax ad-
vantage ovar ite businecs competitcors, but tan reforms which have
placed the unrzzlated burinose irnccme of nounctock cosporations
on the meme footirg as for-profii sorpoiatione largely elimin-
ated thip izsus, Furthermors, aualynig of the potantial iosues
in corporations angaging in mixed profit and nonprofit activities
appear tc resgnlve thwnBalves aiong linme z2imilar to the basic

guestion of whether & nenmtesk worporaciou shoeull be formed for
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the sole purpcse of cani&cting a bupinzes for profit. That 1ix
to say, the only serious problems that could arise are those
resulting from the misleading nams applied to the organization
when it conductes such a profit ﬁahinq buginess, as well as the
necesslty of protecting those dealing with the nonstock corpora-
tion.

indsed, it might be beneficinl to allow a charitable
corporation to conduct a profit making enterprise. Thiz would
allow 1t to yenerate funds to further its cuaritable purposes.
Individuals might even deal with the profit making activities
- of a charitable corporaticn because of a desirs ﬁa support the
charitable purpoaes of the nrganlization. In tha cape of
charitable corporations, morszover, tha nonsrofis l@w has tra-
ditionally barred distwvibution of the ascets tu members even
upon dissclution, a sule which we should retoin. LB A result,
such a profili making business will imrz principully to the
benefit of the cnaritebie purposes Zow shiehk the eatitv has been
formed and lg therefore more Likaly .o be to {ha vublic's bene-
fit than to its detriman:., Howaver, we ahould baer in mind
thesa profit making acﬁivitias vkilc drafting tha acde, 80
that the interasts of verlous verzons coinacted witih or dealing
with such a charity will bo protechad,

For noti-cherivable oorporations, which will distribute
surplue to ite members voon dlasolution, ownership of a sub-
stantial profit making business could roncmivably present more
problems. But {iheez problems can oo scivad oy protecting the
rights of members, craeditors and clainentn rather tﬁ&n by

prohiniting such prefii meking anlivitles.
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Issue Two: Bhould all or some nonstock corporatione be re-
quired to have mémbers?

Current Callfornias law resclves this question by
sleight of hand. The entire code is wricten upon the assumption
that nonprofit carporétions have membersa, but that-énsumption is
entirely undermined by §9603, which provides that where s non-
profit corporation falls £o provide for members, tha directors
shell be the membere.* 1t appaars that §9603 waa initiaelly in-
tended as a savings clause for the bernefit of corporations formed
wlith no group of perscone initially designated as members, or
which subsequently £ind themselvez without members for some
reason, It has in fact beesn used, however, as & method by
which one mey forit 2 memberiess nonprofit corporation with a
self-perpetuating board oif dirsectors. who elact themselves per-
lodically by taking off thslr dlrector hatz and putting on their
member hats. Such a use of thls ssction hae reteived judicial
approvel, and the articles =2f z Cellfornia nonprofit corporation
may provide thac it shall have no mamboels, cther than its directors.

Brown v. Memorisl Netional Mome Foundetioan, 1€2 Cal.App.2d 513,

521, 329 P.2d ilg, 78 A.L.R.2d 427 (1958).

This in an unsavisfacheory state of affeira; to the

¥'§here nelther the articles nor by-laws of a nonprofit corpora-
tion provide for members therecf as sucl, and in any case in which
any nonprofit corporetien har, in fact, no members other than the
sersong conatituting lts board of divectore, the persons for the
time being constituting its governing bady or board are, for the
purpoes of any astatutory provision cr rule of law relating to
nonprofit corporations, the members or the corporation and shall
exarclise all the rights and powers of members thereof.”



extent the new code allows memberlsse® nonstock corporations,
it should dec 8o axpreself and uact by such indirection. The
question the Committre must decids, however, is whether any
restrictiong should be placed upon the formation of memberless
nonstock corporations.

Nelther the literature on this subject, hor recent
code revisions provide much aid. The model nonprofit code ig=-
nores the ispue, The recent New York revigion requires all
but charitable corporations to have membera. Hew York Not-For-
Profit Corporation Law, §601{z;. Unfortunately, we have found
little leglslative history describing its source.

| An initlal examination reveals thut donative nonprofits
frequently use the memberless nonpiofit form., Such groupas are
virtually exclusively charitable within the meaning which that
term haa to both the laviman and the tax attorney. Here there
ia no group of privntg individuais wich an interent easily
fitted itto the moid of memberznlo, elnce the organizations
purport to serve 2z public funcihion -~ chasity anéd the preoviding
of public goeds ~- zathar than a privet: Inter=zec of some idanti-
fiable group. Fcr these groupe, then. governmental nupervision,
treditionally vesied in the Attorney Generul on behulf of the
pubiic interest, has sewvad s¢ che prinvipul safequezd. 'The

Attorney Genarsl, at lesrt la theory, ensures that the funds

*The term "memberlesz" it technicelly wrong, since the directors
become members sutomatically under the law., But it is & convanient
term to desciibe these corporations, in which the directors have
no constituency other than themaeiverm, and arz ia effect self

perpetuating.



are not diverted to private gain, gither during the life of the
corporation or upon dissclution. The Attorney Genersl does not,
of course, involve nimself in questions of policy: he does not,
for uxample, review the decisions of the Cancer Soclety as to
which research to fund; This ia left to the internal govern-
ance structure of the entitles. Potential contributora who
disagres with thosme cholces may simply sefrain from contribu-
ting; there is otherwise little control ovver the declsions of

the directors of memherless donative nonprofite., But neither

is there a private interest which necessarily requires such
control in the form of membership richts. We may thus tentatively
conclude that whatever rule is adopted should allow the continued
use of the memberless nonproflt ~orporste form for those char-
itable corporatione which choose 1t.

We 1now move on to thz fae nouprofits, many of which
do have membera and all of which have classes of pecple with
private interests that the membership concept should protect.
Some do have, however, mither self-perpetuating boards, or
classes of membership, snd these structures may at timep frus-
trate the reasonzble expectations of membership rights which
private parties mav have, Unfortunately, reflection reveals
that practical difficulties of drafitsmanship and a reluctance
to intrude into the internal sffairs of private organizations
may prevent any atiempt tc mendate the beneficial aapects of
membership. An axample will help explain the problam.

People jcining a non-donative nonprofit corporation

may do so, an explained in Fart One, in order to obtain a vote
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in the management, and in doing so may sometimes reduce their
mobility -- the ease with which they can take their business
elsewhere -~ as Qhen 4 large nonrefundatle initiation fee ia
paid to join. Yet they may find upon joining the organizaticn
that in fact they have no elfective vote. Thue, one may join

a tennis club only tn discover that there are a small group of
people who possesa alil of the true membership righte. This

may occur where a nonstock corporation employs the term "mem-
ber" loosely, 8o that onz is led to believe that he is purchase-
ing a membership eatitling him to vote for directors when in
fact he hag no such right. Alternatively one may discover the
organization has classes of membership such that ohe small
group constitutes the only class with effective control over the
organization, The individual in such a sltuation has surelv
had his reagonable expectations fruastrated and might well ex-
pect that the law would protect him intarests as a "menber."
Similar abusee may occur in organizationg of artists or in
trade or professional associaticns.

Correction, however, presents Liremendous difficuliien
of draftemanship. One may Iirst rnote that any statutory languadge
which merely required mestibership, without wmore, could asasily be
defeated, since there is nothing to prevent a self perpatuating
board of directors £rom fashioning membership regquirements which
would effectively exclude all but themeelves., This ia particular-
ly true where the regquirzments were gppiied by a “friendly" mem~
bership committee vested with authority to pass upon applications.

But in any event, the potential for abuse arisas not because
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the organization is without membhers; in fact it does have mem-
bers. The problem is that the only members, or the only members
of the controliing cless, conatitute only 2 swmall ﬁorticn oL
those who reasonably expect to have a protected membership
interest,

A gtatutory solution, therefore, would require language
which effectively identified those people who reasonably expect
memberahip rights and require the organization to confer such
rights upon fhat entire class. The ildentification of such a
class of people by statutory language appesrs to be virtually

imposaible, as the criteria would vary with eech type of organ-~

ization. The task is further complicated since we often wish to
preserve the flexih.lity of most nanstock nrganizations -- social
cluba, tennis ciubs, or even trade associations -- to control their
membarship for a variety of apparently valid raagons ~~ at least
where there is no racial. sexual cr religicus discrimination.

In a tennis ciub, for example, the diractors iight want to

allow junior tennis players to usz the facilitles without pay-
ing dueg or a membership fee. A trade association may desire

to apportion its f=es in an unequal manner, and use a class
gtructure so that voting rights reflect the warying contribu-
tions. A group of parents forming & childcarz center may wish

to do the same. A sozial club may simply choose to restrict
membershlp to thoere with whom the current membere desire to
mssociate. Thus a solution which reguired an organszation to
admit everyone ito equal membership rights would make iittle

senge. In a pluralistic suciesty it ls uzually undesirable to
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mandate the class of pecple who nust be members of private

organizations.

A small but potentially helpful step would be
to restrict use of the term "member® to situations in which
true membership rights were being cffered. Enforcement could
be vested in the Atitorney Ceneral, who would be empowered to
seek judicial orders enjoining violations. One might even
proﬁide for some form of private relief -- =much as affording
such persons actual membership rights ~- where the violations
were wilful and with an intent to mislead, and where such a
result would not be unfair to those already exercising member-
ship rights.

Moreover, it may be that there are certain particular
types of nonstock corporations the nature of which makes a draft-
ing solution both possible and desirable, as where the class of
persons who reasonably expect to have membership rights are
easily identifiable and definable by statute, and where there
is evidence that frustration of those expactations is in fact
oceurring., The possibility should be constantly considered as
the new code is drafted, sven though imposing a membership re-

cuirement should be approached with caution.
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Isgue Three: To whal ecxbent should a momber's intorest in retain-
ing his membership be protected by statutory rules setting forth
a minimum amount of procedural due process in termination or
exclusion?

| This is a guesntion peculiar to the nonstock form which
does not arise in a business corporation, in which there is usu-
ally no qualification for ownership of shares other than the
necessary money in hand with which to buy them. In nonetock
corpoxrations, on the other hand, a different tradition haa been
prevalent. Sccial clubs, often unincorporated, usually pass upon
applications for admiesion tc membership, and are accuatomed to
terminating memberships as well. This is carried over to various
formﬁ of nonstock corporaticns such as tennis clubs, church
groups, or professional or trade assoclations. Depending upon
the nature of the nonstock corporation, the expslled member may
.or may not have some substantial financlal or property interest
at stake. In the customer controllied fee corporation, he may
have made a substantial contribution to capital in the form of
an inltiation fee which i forfeited; in the empioyvee controiled
fee nonstock he mnmay have an even more substantial contribution
to capital, and his entire livellhood may be tied to his con-
nection with the organization since it mey provide him with
employment., 1In both vases, his right to share in the proceeda
upon dipeolution is also at issue, &a&nd although this frequently
will be speculative, it may nct always be so remote a loss,

These are examples of organizations in which the member has an

interest similar to <hat of shareholders but is subjected to a



potential for expttlsion to which shareholders are not ordinarily
exposed,

In a professionsl or trade association, which is
ordinarily organized as a customer controlled fee corporation,
the member's interests may extend far beyond his financlal in-
vestment in his membership; nis ablllity to carry on his profes-
glon or hig trade may well be impalred by virtie of %the expulsion.
This membership may thus he of “remendous financial éignificance
although of a kind different from that ordinarily associated
with the ownership of shares in & pusiness corporation. Finally,
we have other forme of nonstock corporaticns in which the mem-
bership interest is principaliy one of social standing: the
gsocial club or church membership. Here courts have historically
found more difficulty 1in developing & docstrinal kasis for
intervention upon the member's hehel{ against arbitrary expul-
slon, because of equity's iradicvionally exclusive concern with
property rights. But strong argumeste may be made that injur-
ies to reputetlon and social slauncdine rerulting from arbitrary ex-
pulsion merit some tforwm of equitable rellef. See the claasic

article on the subject by Chafee, The Internal Affairs of Asso-

ciations Not for I'rofit, 43 Barv.L.Rkev. 393 {1930).

The California ceses have olearly established that
where the member has some arguable preperty interest asscociated
with the membership, such as these mssociated with membership
in a professional assoclation, minim&l due prcocess atandards

must be followed by the association in terminating a member-
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ship, Pinsker v. Pacific Coaa: Socletv of Gsthodontista, 1

Cal.3d 160, 165-166 (1969); Ascherman v. San Francisco Medical

Soclety, 39 Cal.ap.3d 623, 647-50.

Where religlous orcanizationa are involived, however,
the doctrine has traditiocnslly been more confused becauee of
the accepted rule that courts do rot ordinarily insert them-
selves Into the internal disputes of reiiglous organizations.
The source of this rule, howaver, ie the reluctance of the
court to be placed ih a position in which it is asked to make
decisions turning upon resclutlon of doctrinal disputes within
the church; indeed, a coiirt acting in such circumstances is
likely to run afoul of the First Amendment. But one can dls-
tinguish between the grounds for an expuleicn, which may be
related to a doctrineal dispute, snd the procvedures under which
it 18 carriled nut, which ofter have no doctrinal content. Thus,
where the couri is azked mersly to insure that theses procedures
were not arbitravy. or that the body followed its own rules,
there may be no constitutional bar tu judicial review. Such
review, in effect imposing mirimal procedural dus process stand-
ards upon an expulsion, 1ls przcisely what courte have ordinarily
done in ail nonstock corporationz. The general rule is that the
body is required to zdhere to its own bylaws or othar governing
instrumenta in expelling a membe:r, and that one mavy not be ax-

pelled withotit notice and a reasonable opportunity to defend

against the charges made. Cason v, Glaas Bottle Blowers Asaccila-
tion, 3? Cal.2d 134, 142~146 (1951) {unincorporated labor union):;
Taboada v, Sociedad Espancla de Beneficencia Mutua, 191 Cai. 187,
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191, 215 P. 673, 27 A.L.%, 1508 (1923;. In Erickscn v. Gospel
Foundation of Californis, 43 Cz1.2d 581, 275 P.2& 474 {1954),

the court, while expressing some reluctance tc lmpose upon ralig-
icus societies the aame rules applied in other nonstock orgen-
izations, in fact did eoc. In Erickscn the corporation in question
had only three members, who also served £s its board of directors,
and the plaintiff brought the action to upset his expulsion from
membership. The court sustained the expulsion only upon finding
that the organization's bylaws had bean followed and that the
plaintiff had been glven reascnable notice and an opportunity to

be heard, A similsar result wae arrived at in OUwen v. Board of

Directors of the Roajicruclan Mellcowship, 173 Cal.Ap.2d 112 (19%9).
' Thus, although the statutes ourrently require only
that "membership may be terminated in a msnner provided in the
articles or bylaws.," Corporatiunas Code §960B, the courts have
in fact developed additional standards of minimal due process
to protact members against arbltrary expulsion. Because of
the interasts which such members ordinarily have at atake,
this judicisl doctrine ip probabkly sound. ‘The gquestion for
the Committee ig whather an attampt should ke made to codify
it. The purpoee cf euch a codification would be to give the
rules more certalnty, both in insuring theis zontinuved appli-
cation and in providing practitioners or laymen involved with
a clear statzment of the guidelines cor minimal guidelines they
muat follow in terminating a memperahip. The argument againat
codification of these ruler would be the degsire to preserve

judicial flexibility, at least for a while, so that the doctrine
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may be further refined in light of continuing experience with

such problems as they arise.
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Issue Four: Should the code provide for some administrative
mechaniesm, as an alternative to the judicial forum, by which
internel disputes may be settled?

A number of peocple with whom we have talked have
suggested such & procedure, and William Holden of ths SBecretary
of State's office has alrsady given some thought to the matter
and has recommended the creation of guch a forum, There are
a number of reasont why the creation of such an administrative
mechanism may be particularly helpful in the nonstock corpora-
tion area. Firast, it appesrs that nonstock corporations frequent-
ly operate in an informal manner which results in great con-
fusion if disputes arise. Thils informality may result from
placing responsibilities for runking the nonatock corporation
in pecple who have little bhusiness experience, or in people who,
whether with business experlence or not, participate in a cor-
poration only part time and on a donative bhasis. Records ars
fregquently lost or not kept properly. Moresover, there is fre-
quently so little at stake financlally that the cost of retain-
ing lawyers is prohibitive.

Some a@ministr&tive office, which could reaolve
such disputes in an informal manner, following the model of a
small claims court, could provide a relatively Iinexpensive and
speedy means by which such disputes could be settled and would
thus offer an attractive solution to many problems.

' - Assuming that the Committee agrees that the creation
of such a mechaniem !8 desirable, there are many guestions to

resolve regarding ite structure. One would Eirst need to decide
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where such & mechanism wotid ke placed in the govermmental
strﬁcture. One could give jurisdiction to the current small
¢laimg court, or in some administrative body like the SBecra-
tary of Btate's office, the Attorney General'a office, the
Department of Corporations, or the Department of Consumer
Affairs. There are a variety of teasons to support any of
these cholces.

One important faector to consider would be the func-
tion which this administrative mechanism would fulfill. There
are a number of basic gquestions to decide: 1. B8hould fanort
to much a forum be optional or should cnhe party to a dispute in
a nonstouck corporation be able to require that any dispute be
brought to such a forum before commencing judicial action?

2. Assuming that a dispute is brought to such a forum, would
ite decision be advisory or wnuld it be binding if no sppeal
were taken? 3. Asgsuming that iis declsicn were advisory only,
should itas findinge at least be admiesible as evidence in a
subsequent judiclal proceeding? 4. Bhould there be wome limit
placed upon the kinds of disputes which could be brought to
such & forum; For example, mhould the administrative body have
power to declde questicns of liability or brsacﬁ of fiduclary
duties or should it be limited to disputes regarding elections
of directors or dsterminations ot whether particular individuals
are members of the corporation or its governing board?

There appear to be a number of reasons to prefer
an administrative body which issﬁed advisory rulings only on

questions voluntarily brought to it by the parties. First of
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all, the creation of such a body would be an innovation that
would of necessity be somewhat experimental at its inception,
and it may be prudent, at least at the outset, not to vest it
with maﬁdatory Jurigdiction or the power of binding decisions.
One could still provide, however, that any findings of the

body would be admiseible as evidence in a subseguent judicial
proceeding, Becond, any attenpt to give an administrative body
~ the power to m&ke binding determinatione would create practical
difficulties Bince it would be necesgary to cbtain a court
order in order to enforce such determination. Finally, there
are probably many nonstock corporations in which the financial
stakes are sufficiently hich so that the parties would prefer
to proceed immadistely to a judicial forum. Nonetheless, it
might still be possible, if the Committee preferred a body
with greater powers, to provide that while the administrative
body would be empowesred to make binding decisions, any appeal
would be to the Supericr Court which could exercise de novo
raviaew., One could further provide that the initial step of
going through the administrative procedure could be bypassed

upon stipulation of the parties.



lasue Fivet Do we need a judicial procedure by which nonstock
corporations may‘be authorized to hold meetlings of their member-
ship or their directors, or conduct mail ballots, in some manner
which would otherwise violate the corporation’s bylaws or arti-
cles or the reguirements of the nonstock corporations code?

The need for such a provision arises from the same
. factors ‘which suggest the informal dispute settling mechanism
discusged as Issue Four above. Because of the informal manner
in which the affaire of many nonstock corporations are con=-
ducted, they often find themselves uncertain of who their mem-
bers are, or unable to raise a quorum because they tontinue
to list as members large numbers of persons who have long
8ince ceased being active in the corporation and whose pres-
ent addresses may be unknown. Difflcultles often arise be-
cause of an inability to locate a current';érsion of the organ-
ization'e bylaws so that the body cannot be cartain it 1s pro-
ceeding properly. An ovrganization in such a position may fail
to hold raguired electione for its board of directors &nd even
may be uncertain of the membership of il4s governing boeard.
Such difficulties sometimas arise in ¢ne context of a corpora-
tion whosa purposes have long since baen fulrilled and which
ought to be dissolved but is unzble to dissolve itself because
of difficultlies such as thess, It ls frequently the case that
the only remaining persons with any interest ip the bedy agree
completely upon the course of action that ought to be followed
but are unable to follow that course of actloa in compliance with

the necasmary riles,
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A judicisl proveduce tv deal with tiis problem would
likely be of great help. 1+ could be drafted along the follow-
ing lines:

{a} 1If for any reascn it ig impractical or impossible
for any honstock eorporation tc caell or conduct a meeting
of its membere or dirsctors, or otherwlse obtain thelr
coneent, in the manher prescribed by lis srticles or by-
laws, or thisz divisiont, then the superior court in the
county of its principal place of busineas upon petition
of & dlrector, a member, or the Attorney GCeneral, may
order that such a mesting he called or that a mail ballot
ot other form of obtaining the consent of members or di-
rectors be authorized, in such # manner ag the court finds
falr and eguitable under ths cilrcumstances.

(b) The court shall, in en corder isaued pdrsuant
to this section, provide for the best avallable, practical
method of giving notice v all parties whe would be en-
titled to notice of a meeting or mall! ballot held pursuant
to the articles and bylews, whether or not the method re-
Bults in antual notlce to every such person, or conforms
to the notics requirements that would otherwise apply.

{¢) ‘The order iasusd pursuant tc this section may
dispense with the guorum reguirements that would other-
wise apply, and with anv othsr reguirement that would
otherwise be inposed by the artlcles, bylaws, or this
division, and may limit “he auhiecvt matter of the meeiing
or matters witich the written consents may authorize.

() Wherever preactical iny order isasued pursuant te
this sgection asnall limit the subject matter of the meetings
or other forms of conzent authorized to items, including
amendments to the articlas or pylaws, the resclution of
which will or may enanle the corporatisn to continue man-
aging ite affairs without further rewort to this section:
provided, howaver, chat an order under this section may
alsc auvthorize the obitaining of whatever consments and
approvals are necessary for tne dlssclution, merger,
congelidation or reorganizaticn of the nonsteck corpora-
tion,

_ {e} Anv meetlng or other method of cbhtalning the
consent of memburs or directors held or conducted pursuant
to an order issued under tihls section, «nd which complies
with all the provizious of such order, is for all purposes
a valid meeting or mail bLaliot, &8 the case may be, and
shall have the same force and effect a3 if the meeting or
written consent complied with every requirement imposed
by the articlesn, Lvlaws, and thie diviaion.
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We are interested in obtaining the Committee's views
on the general concept of such a provision as well ss the

specific statutory languace suggested.
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