15/344

#77.600 1/57127
Memorandum 77-4

Subject: Study 77.600 - Nonmprofit Corporations (Background Materials
Prepared by Profeasor Hone)

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

The attached materials are very tentative, and we do not plan to
discuss them at a meeting at this time. However, 1f and when the staff
of the Assembly Select Committee produces a more or less finished draft
of a nonprofit corporation statute, we plan to analyze the differences
from the Commission's recommendation to help determine what changes, if
any, the Commission may wish to make in its proposed legislation.

Respectfully submitted,

Nathaniel Sterling
Asgistant Executive Secretary
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November 23, 1976

To: Members of the Bar Subcommittee on Nonprofit
Corporations

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

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

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

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

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

Sincerely,

T
Il
Michael C. Hone
Ira Mark Ellman

Enclosures
MCH, IME/geg



Approach To

11/23/76

and Selected Problems

in Drafting
The Nonstock Corporations Code

Questions for Committee Resolution

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

obtain decisions from the Committee on the following issues:

1. Should the
itable corporations from

ations?

Recommendation:

2. Should the

code distinguish membership in char-

membership in non-charitable corpor-

Yes.

code distinguish between the duties

of directors in charitable and non-charitable corporations?

Recommendation:

3. Should the

tions state their public

Recommendation:

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

Yes.

4. Should some distinctions be drawn between

various types of non-charitable corporations?

Recommendation:

See discussion on pages 10-13.



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

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

ject to some if not all of the fiduciary obligations ordinarily



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

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

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

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

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

new nonstock code should generally follow the corporations



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

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

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

and the Attorney General may act where the director trustees

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

-5-



allow the funds to lie idle, without fulfilling the charitable

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

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

not want a governmental agency to review such decisions, and

there is no private group whose interests require membership
rights, at least where none have been held out to them. Doners
may have rights arising from trust obligations that surround
their gift, but these arise independently of the internal gov-
ernance structure and do not relate to it. 1In any event,

the law should not turn upon whether the chéritable entity

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

is certainly no problem created by the absence of members in

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

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



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

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

their charitable purposes are.

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

in charitable and non-charitable corporations is so entirely



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

of clarity and to prevent the creation of unreasonable ex-

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

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

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

Secondly, we conclude that the new code should pre-

serve current law -- casé law as well as statute -- insofar as

it imposes a higher duty of care upon the directors of charitable
corporations. Our principal contribution can be to clarify what
has at times been a somewhat confused state of the law in this
area. We will deal with this problem in connection with the

chapter dealing with fiduciary duties.



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

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

Having concluded that membership rights in non-

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

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

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

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

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

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

There are basically two paths to resolution of this
conflict: development 0f some plausible mechanism so that mem-
bers are no less likely to act in their own self-interest than
director-trustees or adpption of rules which limit member rights,
thus eliminating the problem. These are issues we will have to
cenfront later.

2. Memberless non—charitabie corporations

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

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

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

the entity does not generate profits but serves to enhance the
profits of organizations it serves. 1In the alternative, it
may be a cooperatiye childcare facility formed and controlled
by parents in need of childcare facilities, providing a social
or educational benefit to the member-directors. 1In all such
cases, the class of people for whose benefit tﬁe corporation
has been formed is sufficiently small to allow all to partici-
pate as directors, in a fashion analogous to closely held
corporations. Thus, apart from the:-size of its membership, such
an organization appears to be no different from the archtypical
non-charitable nonstock corporation.

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

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

pose, in the sense that it offers no apparent economic benefit

-1l1-



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

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

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

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

, This compilation may be used to look up a section

of the Select Committee draft in order to find the comparable
Law Revision Commission section. WNote that this correlation
references the LRC's tentative recommendation of July 26, 1976,
and of course would not reflect any changes which the LRC may
make after their consideration of comments.

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

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

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

language of the current law without further elaboration or
aid.

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

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

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




Section 5232. The analogous LRC provisions are their

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

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

Section 5233. It is unclear where the LRC has this

section.

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

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

in its organization, probably for the same reasons. They have
a provision expressly allowing the corporation to deal in its
memberships. It is phrased broadly to include "other secur-
ities,” and replaces our subdivision (a) (4). They do not

pPlace here the provision on issuing certificates evidencing
membership; but they do retain a provision we have deleted
empowering the corporation to act as a trustee.

Section 5241. This section is analogous to the LRC
Section 5233, although they have no counterparts to our sub-
divisions (b) and (d4).

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

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

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




o e e e emary

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

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

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

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

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

Ir Prminceron, N.J.s Educational
Testing Service were a public com-
pany and not a self-contained tax-ex-
empt nonprofit organization, it would
probzbly have long since emerged as
one of the darlings of Wall Street.
The knowledge industry has ‘general-
Yy manifested more promise than per-

.formance, but ETS has demonstrated

all the performance any promoter
could wish. Over the past 30 years,
it has easily racked up a record as
one of the hottest little growth com-
panies in U.S, business.

ETS' business is no longer limited
to the welknown Scholashe Aph-
tude Tests reguired for admission to
many private secondary schools, col-
leges and universities. ETS bas helped
to devise programs to certify that
you're qualified in gynecology, phar-
macy or zuto mechanics, to license
you as a barber, beautician or real es-
tale agent, and in some parts of the
country to permit you to hold a job
on the police force, the fire depart-
ment or as & social worker. Testing, in
fact, has been taking on almost Or-
wellian proportions in recent years.
Close to 8.5 million Americans took
ETS 17 educational placement tests
last year. Another 260,000 tock its
50-0dd eccupational certifying or li-
censing exams.

ETS started out in 1547 with a
mere $1.4 million in seed capital—
much of that in plant and equipment

FORBES, NOVEMBER 15, 1976~

—and & first-year sales volume o¢f un-
der $1 million. Nearly 30 years|later,
its sales were still doubling every six
or seven years, and in fiscal |1978,
ended last Jupe, it boasted assgts of
$37.8 million, sales of $62.9 million
and. 8 comfortable nonprofit of just
under $1 million after deducting all
its expenses. At the same time, |with-
out benefit of any additional infusion
of capital, ETS' odginal $1.4-million
stake has grown to nearly $25

In The Beginning .

The company (which is how its ex-

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

ondary schools that use ETS sca
mazling admissions decisions. |

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

programs by Britein’s Open Upiver-

President Bill Tumbufl, 2 tweedy,
rather deliberately homespun ETS-
career man, has run the company
since 1970. Under.Turnbull,

ETS has drawn the fire of critics
ranging from Ralph Nader 1o

New York magazine, but so far

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

does what it sets out 1o do.

sity to the U.S. educational system.

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

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

e e
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capita) has gonc—into plant and data
provessing cynipment.”

" Since then the collegiate demand
has cbbed, but ETS  growth has
nonctheless continued to be brisk. Be-
tween 1970 and 1976 the ETS' SAT
volume dropped ncarly 12%; ETS’ to-
tal sales nonctheless shot up another
80%. If collegiate demand was off,
the growth in the consumer move-
ment had created a rising demand for
accountability—in  govemment, in
business, in trade, in the professions.
This opened up vast new markets for
ETS, which had the testing instru-
ments 1o measure performance.

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

. electrical contractors, moving men,

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

* one of them—universities, think tanks,

consulting organizations, publishing

houses. Even the SAT has its counter-

part in the American College Testing

I NONPROFIT GR

3~

"MILLIONS OF DOLLARS
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. OWTH EC

€75’ nol-for-profil saés 1o

nonetheless served to generat
h of 2l

Programs’ ACT tests, used: largely
in weslern states. Competitive aware-
ness, says Tumbull, keeps ETS prices
low, its quality high. - .
ETS controls ils costs through the
same sort of budgctary controls any

. profit-making business uses. And, al-

though it has no stockholders to re-
ward, it needs proBt for much the
same reason any private bysiness does
—to finance its growth. Says Financial
Vice President Brodsky: {We have a
rolling five-year projection of what our
capital needs are, what we anticipate
receiving from outside and what jevel
of activity we have to support. H it
turns out we are making more than
we feel we need for capit41 needs, we
reduce our prices.” :

Investment And Rewards .
In the late Fifties an

early Six-

. ties, when rising volume and auto-

mation were broadening ETS’ testing
margins considerably, cut fts
rates again and again, and even then
was able to generate capital aplenty
to feed its expansion. SAT fees
today are in fact onmly |30% higher
than they were 30 years| ago, a pe-
riod during which the consumer price
index just about tripled. |

Which is not to say that ETS and
jts executives do not enjoy the same
privileges and emoluments 2s do those
of other successful corporations. ETS
operates out of a spacidus 380-acre
estate in the country near Princeton,
N.]J. It maintains a conference center
with accommodations for| 200, a data
processing center, a complex of mod-

AN

comp
wih has -
2h,

em offices, complete with recrcational

facilitics. And il pays its employces
well. Divide ETS' 1otal labor costs by

the number of its pcrmancent em-

playees, and you get a $17,000-a-ycar.
average, which is not bad, consider-

ing the range indudcs everyone from

maintenance people to executives.

ETS is inhcrently a labor-intensive
business, and-so is especially exposed
to the pressures of wage inflation. As
ETS growth rate has slackened and
the benefits of volume and automa-
tion leveled off, the cost pressures
have inevitably increased. So far,
ETS has kept is Jabor costs down by
shifting the burden from its temporary
to its permanent staff. Since 1970,
says Brodsky, though ETS’ work load
has risen 20% to 25%, the permanent
staff Yias risen only 5%, while the tem-
porary staff has declined 31%. But
there are limits to how far this can go.

Just as it watches its labor costs, so
does ETS look for growth opportu-
nities. “We look around,” says Brod-
sky, “and come to the conclusion that
there is a need for a certain kind of
service, 50 we develop that and see
what kind of interest there may be.”
In the Fiftes and Sixties, for exam-
ple, ETS developed the College Level
Examination Program to ease the
transfer of students from two- to four-
year colleges and to award academic
credit for off-campus educational ex-
periences. The program met strong
resistance from both two- and four-
year colleges, but the need existed,
and ETS succeeded. Last year ETS
administered 54,000 CLEP tests.

ETS has also been supplementing
the research and development con-
tracts it has undertaken for outside
foundations and governments with
projects financed out of its own funds.
It specializes in areas like infant be-
havior, personality, creativity and cog-
nitive learning. “I think our physical
growth is largely behind us,” Brodsky
says. “So the balance will shift toward
research and development and away
from the equipment needed to drive
the machine.” ETS’ research contracts
now make up 10% of revenues.

There’s no denying the education
markets look especially uncertain
these days. A college education is be-
coming so costly that the colleges and
vniversities could conceivably price
themselves and ETS out of a portion
of the market, At the same time, high-
er education is no Jonger as highly
valued as it once was. “We're in a
mature growth phase,” Brodsky says.
Therefore, ETS' trustees have been
urging Brodsky to build up ETS’ re-
serves against a rainy day. “We have
a small invested reserve—about $3 mil-
lion,” he says, “and as & contingency
fund, that's not much. The market
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abolished bugey whips, and it could
abolish us. But if we no longer serve
2 usclul social purpose, why not go
out of business? Realistically, there's
an instinct in the organization to per-
petuation and even growth.” .
“My own fecling,” says President
Turnbull, “is that we've gone about
as far as we're going to go with mea-

Ticket Of Admission

Far axp away the most important
product the Educational Testing Ser-
vice has is its phenomenally success-
ful Scholastic Aptitude Test. The
SAT is probably the single most
important factor in determining which
college & student gets admitied to or
whether he even gets admitted at all.
*University and college admissions of-
Bcers,” ETS says piously, “are cau-
tioned against relying solely en SAT
scores in making their decisions.”
That's like adjuring smokers that cig-
arettes can be injurious o your health,
And some heve given it up—especial-
ly. these days when some colleges have
trouble atracting students, no mat-
ter what their scores. Even so, the
SAT still ranks as the ticket of admis-
sion to higher education in the U.S.

Last year, 1.4 million students took
the SAT—45% of all the high school
seniors in the U.S. The SAT is a stan-
dardized 2%-hour multiple-choice ex-
amination. It is given six times 2 year
at some 4,000 testing centers, mainly
high schools, throughout the U.S.
The test is divided into two sections
designed to measwre a student’s

mathematical and wverbal skills, and -

the result is two scores expressed on a
scale ranging from 200 to 300,

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

ing to ETS and most admissions of-

ficers, that is just what they do. This
is why they are widely—almost uni-
versally—used in the U8, Says ETS
President William Turmbull: “*“The
predictive quality of the exams
comes from the fact that what a per-
son has done in the past is indicative
of what he will do in the future.”

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

regional, educational, racial and eth-

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

surement of traditional verbal and
mathematical skills. The main impetus
to growth now is likely to come from
the emphasis en compelent perfor-
mance in & lot of diflerent nonaca-
demijc fields. Our main contribution
in the next ten years or s0 may be
in attempting to put in the hands of
college people more infofmation about

the noncognitive characleristics of
voung pcople—a better slalcment of
their interests and desires. H we suc-
ceed, I think the individual’s life
chances are going to be improved.”
Brave New World? Maybe so, but
in & society that believes in equality
of opportunity, why should such
things be left to sheer chance? =

L
-

the test-takers, feel they haven’t been
left out of things. i o
ETS vigorously denjes that the
SAT reflects the sort of | cultural bias
that has so often been charged against

intelligence tests, The phrpose of the |

SAT is not to measure [“intelligence”
but to determine how well someone
will perform in certain apademic con-
texts. And if that m that some-
one who lacks certain skills is at a
disadventage, that’s what the test is
supposed to reveal. “In
says Tumnbull, “it is pot |as easy for a
person with an inferior education to
do well on the SAT as it is for some-
one with all the advantaggs.

More women (51%) now take the
tests than men, but, thpugh women

go into the test with higher grade av-’

erages, men score higher| than women
except on the Standard |Written En-
glish test, A third of the seniors who

take the test eam scores of between
200 and 400, snother 55% between
400 and 600. Last y only 8%

" & matter that has worried educalors

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

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

For all their success in the market,
the tests have provoked a good deal

-of criticism almost from the time the

first one was devised back in 1926.
Critics complain that the tests are not
really asptitude tests, that the gques-
tions are uncongenial to subtle and
imaginative minds, that the SATs do

not really establish a student’s apti- -

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

The cbjections to the SATs are
formidable, but so0 are the reasons for
retaining them. On the one hand, most
admissions offices do not have the
staff to do an adequate job of screen-
ing applicants. On the cther, the re-
liability of the high school grading
system has deteriorated almost every-
where, so that the SAT does provide
some sort of standardized and objec-
tive measure of student performance
—which was, after all, why it was
Aevised in the first place.

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

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

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

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

distinction is important.

The most important section of this chapter for policy
purposes 1s Section 5230, which would confront the major policy
questions we discussed but did not resolve at the last meeting.
We present three alternative drafts of this secﬁion in order
to provide the Committee with a more concrete focus for dis-
cussion. The discussion following that section highlights

the issues involved.

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

other than the distribution of gains, profits or dividends to

its members or participants.

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

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

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

services at a discount is not a prohibited distribution. BAs

1



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

This selection of course does not preclude a nonstock
corporation from conferring benefits upon its members or par-
ticipants in the form of reduced prices for certain services,
from paying reasonable compensation to its employees and of-
ficers, or from making distributions toc members upon the winding
up and dissolution of a non-charitable nonstock corporation. All
of these results are consistent with current law.

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

Questions for Committee

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

Recommendation: Yes, although we may wish to keep

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

Recommendation: Yes. One may logically conclude

that a special section allowing formation of a nonstock corpora-
tion for all lawful purposes is superfluous, since that result

is implied where the law places no limitation upon the purpose



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

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

restrictions in California law.



Article 2: Formation

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

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

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

(d) A charitable nonstock corporation shall furnish

an additional copy of its articles to the Secretary of State

who shall forward that copy to the Attorney General.

DISCUSSION. This draft is identical to Section 200
of CC, except for subsection (4).

Note that subsection ({c¢) changes existing law in
allowing a corporation to limit the duration of its existence
in its articles, and subsection (b) deletes the provision con-
tain in current Section 8304(a) allowing "any other person
desiring to associate with" the first directors to sign the
articles of incorporation.

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

forcement duties.



Question
Should the provision allowing third persons to sign

the articles be deleted?



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

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

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

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

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

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

expressly provided by law or in the articles.



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

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

this division.
Defined term: verified.

DISCUSSION: This provision has no analogue in the CC.

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

bers ¢of the defunct association.



To the extent a section such as this might be thought
necessary to establish that the incorporation of an association
is an allowable "purpose" (see current law §9202), it is obvious-
ly now superfluous with the broad purpose language provided in
§5210. The only reason for retaining such a section, then, is
to provide a simpler method of incorporation. This section
probably does accomplish that purpose, although the difference
may be marginal -- and may not be worth the potential problems,
as explained below.

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

section where it does not prove convenient for the particular

assoclation. Where the association chooses to proceed under

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

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

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

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

is consistent with this section. See Security First National




Bank v. Cooper, 62 Cal.App.2d 653, 670 (1944); CEB, california

Nonprofit Corporations, §2.6.

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

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

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

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

Second, subdivision (e) provides for automatic trans-
fer of membership, but drops the language of the current law
providing that individual members méy "file their dissent in
writing" to avoid this result. There is no need for a special
provision allowing for the resignation of membe;ship; §5415,
in the chapter on memberé, covers the right to resign in gen-
eral language that would apply here. Moreover, the special
provision regarding "dissent" is troublesome, since it appears
to create a right without elaboration of its nature. HNor are
there cases construing this language.

This draft takes a different approach. It assumes

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



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

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

As noted abéve, this section is not without potential
problems. First cf all, subdivision (f), while solving the
difficulty that might otherwise arise with potential dissenters,
may set a standard for the new bylaws and articles which is
too uncertain to allow counsel to assure a client association
that it is in conformity. The automatic vesting of property
may produce recording act problems, as noted above. HNor does
the section answer the gquestion of the means by which the

association "duly authorizes" its incorporation. "Duly

10



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

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

Question
Does this section, on balance, fulfill some useful

function which calls for its continuation?

11



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

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

{c) The Secretary of State shall not file articles
which set forth a name which is likely to mislead the public
‘or which is the same as, or resembles so closely as to tend
to deceive, the name of a domestic corporation, the name of a
foreign corporation which is authorized to transact intrastate
business or has registered its name pursuant to [Section 21017,
a name which a foreign corporation has assumed under [sub-
division (b) of [Section 2106], a name which will become the
record name of a domestic or foreign corporation upon the
effective date of a filed corporate instrument where there is
a delayed effective date pursuant to [subdivision (c¢) of
Section 110! or a name which is under reservation for another
corporation; except tha; a corporation may adopt a name that
is substantially the same as an existing domestic corporation
or foreign corporation which is authdrized_to transact intra-
state business or has registered its name pursuant to [Sectien
2101], uvpon proof of consent by such domestic or foreign
corporation and a finding by the Secretary of State that under

the circumstances the public is not likely to be misled.

12



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

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

prohibitions of subdivision (b).

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

Section numbers in brackets will have to be adjusted

to mesh with the nonstock corporation code.

13



Alternatlive 1

Article 3: Articles of Incorporation

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

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

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

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

(b) A corporation including the statements described
in subdivision {(a) (1) or (a) (3) shall be subject to the pro-
visions of thisféédé:épplying to charitable corporations.

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

Revenue Code and regulations thereunder as a condition of acquir-

ing or maintaining a particular status for tax purposes).



Alternative II

Article 3: Articles of Incorporation

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

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

(2) "This corporation is organized for the mutual
benefit of [insert here language indicated by subdivision (c)1],
and such persons may become participants in it according to the
rules and standards set forth in the bylaws."

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

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

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

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

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

Article 3: Articles of Incorporation

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

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

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

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

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

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

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

eral public for whose mutual benefit the corporation is organized.

17



Nothing in this section or in a provision of the articles adopted
pursuant to it shall be construed to require a nonstock corpora-
tion to admit any particular person to participantship in it.

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

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

The purpose of Section 5230 is to facilitate whatever
distinction that we may wish to draw by reguiring corpora-

tions to characterize themselves in their articles, so

that they may be readily identified.

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

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

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

self-characterization. See Lynch v. Spilman, 67 Cal.2d 251, 62

Cal.Rptr. 12 (1967).

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

The approach of Alternative 1I is reflected in its
provisions (a) (2) and (c¢), which are the only differencés between

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

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

people for whose mutual benefit it is created and the code

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

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

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

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

a business for the founders' personal financial gain. For

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

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

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

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

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

(a) The name of the nonstock corporation.

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

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

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

(e) The articles shall not set forth any further or

additional statement with respect to the purposes or powers of
the corporation, except by way of limitation or except as ex-
pressly required by any law of this state other than tﬁis
division or any Federal or other statute or regulation {in-
cludiﬁg the Internal Revenue Code and regulations thereunder
as a condition of acquiring or maintaining a particular status

for tax purposes).

DISCUSSION: This section follows the approach of the

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

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

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

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

not be effective unless expressly provided in the articles:

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

(2) a provision setting forth special qualifications
of persons who may be members or participants, [beyond those
which may be indicated in subdivision (a) (2) of §5230, or (sub-
ject to §5410), setting forth that it shall have no members or
participants];

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

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

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

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

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

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

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

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

(b) that in the event of its dissolution pur-
suant to an article provision allowed by subdivision
(9) (a) 6f this section, or, in the event of its
dissolution for any reason, any assets which would
otherwise be distributed in accordance with [sections
governing distribution of assets] shall instead be
delivered to the parent body, but the dissolution

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

body shall stand in the place of participants for the

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

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

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

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

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

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

bylaws.

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

Subdivision {a) (9} derives from current law, §59203
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and 9802, but departs from it in that (a) the provisions must
be stated in the articles, and (b) they are optional -- that
is, the subordinate body is not regquired by state law to fol-
low them, but is permitted to do so, and presumably will do

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

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

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

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

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

prima facie evidence of its corporate existence.

DISCUSSION: This section adopts verbatim CC Section

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

corporation and the election of directors and officers.

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

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

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

{2) Adopt, amend, and repeal bylaws.

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

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

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

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

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

its participants upon dissolution;
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{b) (if the corporation is charitable) a state-
ment that the membership is nct transferrable;

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

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

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

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

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

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

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

other applicable laws.
Defined terms: certificates, distributions

DISCUSSION: The format of this section is substan-

tially the same as CC Section 207 from which it principally

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

Paragraph (1), (2} and {3) of subdivision (a) are
taken verbatim from the CC. Paragraph (4), while derived from
the CC, differs in that reference to shares or "other secur-
ities” is deleted, as is the cross-reference to Section 510 of
the CC governing the status cof shares acquired by the issuer.
Paragraph (5) differs by deletion of the references to profit
sharing and various share option plans. Paragraph (6) derives
from Section 9607 of current law, although the required state-
ments regarding transferability ana distributions are new.
Note the distinction we draw between charitable and non-chari-
table corporations. .

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

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

Current law also includes provisions specifically

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

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

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

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

{d) This section is declarative of existing law.

DISCUSSION: Section 9200 of the current code provides

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

iness activities as one of its principal purposes. Groman

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

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

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

general section?

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

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

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

(2) providing goods or services to its participants

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

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

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

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

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

since it arguably gives statutory sanction to an evasion of

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

a nonstock corporation such as FedCo wvioclated the prohibition

upon distributions.

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

Should subdivision (b) be retained? Recommendation:
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Section 5243, Subject to Sectiﬁn 5244:

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

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

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

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

DISCUSSION: Section 5243 is virtually identical to
CC Sectiocon 208, and current law. See former Section 803 of
the old corporations law, applied to nonstock corporations

in Osteopathic Physicians & Surgeons v. California Medical

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

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

virtue of the breach.

{b) In an action under this section, the court
may enjoin the performance of a contract if all of the
parties to the contract are parties to the action and if
it is equitable to do so.

(c) HNotice shall be given to the Attorney General
by any other person bringing an action under this section, and

the Attorney General may intervene.

befined terms: member, charitable trust

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

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

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

P.2d 932 (1964), overruling in part George Pepperdine Foundation

v. Pepperdine, 126 Cal. App.2d4 154, 271 P.2d 600 (1954). This

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

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

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

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

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

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

Note that the trust the breach of which is action-

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

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

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

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

{a} (4) of Section 5232,

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

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

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

The cross-reference to Section 5251 derives from the
CC, which has an.analogous reference to CC §212, and is pre-
sumably meant to refer to the provision in that section pro-
tecting a minority interest from having the total number of
~directors reduced below the point at which they could success-
fully cumulate their votes to elect one. The matter of cumu-
lative voting will be considered later.

Question

Should a distinction be drawn between the rights of

members or charitable corporations and participants of non-

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

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

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

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

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

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

(3} the gualifications, duties and compensation of
directors; the time of their annual election; and the require-
ments of a quorum for directors' and committee meetings.

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

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

(6} the mode of determination of members or partici-
pants of record.

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

(B} admission and transfer fees.

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

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

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

the following differences:

{a) one person boards of directors are allowed.

47



(b} the addition of "or of cohducting mail balleots™
to (o) (2).

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

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

The section dealing with expulsion may provide different rights
for members than for participants. In the alternative we may
wish to reconsider the question of whether bylaws must set forth
the manner in which members are expelled.

Note also that this section is drafted on the

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

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

board of directors?
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Section 5252, Every corporation shall keep at its
principal executive office in this state, or if its principal
executive office is not in this state at its principal business
office in this state, the original or a copy of its articles and
bylaws as amended to date, which shall be open to inspection by
the members or participants at all reasonable times during offiée
hours. If the principal executive officer of the corporation is
outside this state and the corporation has no principal business
office in this state, it shall upcn the written regquest of any
member or participant furnish to such member or participant a

copy of the articles or bylaws as amended to date.

DISCUSSION: This section follows almost verbatim
CC Section 213. The only change is in making this secticén
apply to the articles as well as the bylaws. This was sug-
gested by Section 5266 of the Law Revision Commission draft.
While the change is not of major importance, since the articles
would be available in any event from the Secretary of State,

it appears on balance to be a good idea.
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