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Select Committee--Organization and Bylaws)

INTRODUCTION

This is the first of a series of memoranda that will analyze the
working drafts of the nonprofit corporations statute being developed by
the staff of the Assemply Seigét Ccmmittée on Revision of the Nonprofit
Corporations Code. - The objeétive‘of‘the analysis is not to pelat out
differences in wording or\dféftiug‘tééhniqﬁe from the_Commissionfé
bills, or éven at this point to identify-évery substantive difference;
this will be done at. a2 later time. Rather, the analysis will focus on
significant policy decisions which the Commission may not have preﬁibus-
ly considered in whole or in part, with the view to amending the Commis-
sion's bills to incorporate any useful ideas found in the Select Commit-
tee working drafts. The analysis 1s not EXhaustiﬁe but is intended to
serve simply as a framework for discussion at the Commission meeting.

The Commission should be aware of two important limitations on the
analySis. (1) The working drafts are still in the process of,deﬁelop—
ment, and ideés contained in the drafts may ultimately be altered or
deleted. (2) Many important policies lie buried in the definitions of
key terms used in the drafts, and the policies cannot be identified
until the definitions have been developed.

ANALYSTS

This memorandum analyzes the provisions relating to crgaﬁizatioh
and bylaws. The discussion of particular provisions below includes the
text of the meost recent Select Committee working draft of the provi- .

sions.

Incorporation of Unincorporated Assoclation

Section 5221 of the working draft sets out provisioﬂé.fof incorpo-

rating an unincorporated association.

Section 5221. Unincorporated Association. (a) An existing
unincorporated association or organization may be incorporated
under this section, but this section does not preclude the forma-
tion of a corporation under any other provisions of law, including
Section 5220 of this division, that would otherwise apply.
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(b) Where an existing uninccrporated assaclatlon or organlza-
tion chooses to incorporate pursuant to this gsection, the articles
of incorporation shall

(1) set forth the name of the existing unincorporated associa-
tion 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 authorized the filing of the
articleés and the application of this section. The affidavit may
further state that the membership. has; agreed to walve subdivision
{f) of this section, but such walver shall be effective only 1f
agreed to by the unanimous vote of all members of the association.

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

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

{e) The members of the association or organization incorpo-
rated pursuant to this section shall become participants of the
corporation so creatéd, and all property held by the association or
organization shall belong to and wvest in the corporation so created
upon filing of the articles of 1lncorporation, subject to all pre-
incorporation encumbrances and ¢laims 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 prop-
erty of the corporation, in a manner which reduces the rights of
any participant helow those enjoyed as a member 1n the predecessor
association, nor shall the obligations of any member be increasedt
Any subsequent changes in the articles or bylaws shall be governed
by: the applicable provisions of this divisiomn.

For comparable provisions in the Commission’s bill, see Section
5311, The Select Committee materials identify a number of difficulties
with these provisions: (1} They make clear that the provisions are
optional and normal incorporation: procedures can be followed; (2) they
deal directly with problems relating to the vesting of property in the
newly-formed corporation and the preservation of preexisting claims and
encumbrances* (3) they make an effort to protect voting and property
rights of- members._ The Select Committee materials indicate that their
resolutions of these problems are not entirely satisfactory, however,

{see Exhibit l—wpink) and note ‘that they have tentatively determined to
delete the provision altogether.



Corporate Mame

Subdivision (b) of Section 5222 of the working draft precludes a
corporation from using the word "nonprofit" (or words of similar import)
in its name unless it is a charitable or religious corporation. ) h

" (b) The Secretary of State shall not file articles setting
forth a name in which the word "nonprofit' or any variant therefore

[sic] appears, or which may create the impression that the purpose

of a nonstock corporation is charitable or religious or that it is

a charitable foundation, unless the corporation is a charitable

corporation. .

The Commission's bill (Section 5222) precludes only use of Ehe wozd-
“charitable” (or its equivalent). Although the Select Committee materi-
als do not specify a reasom for this broad preclusion, apparently theére
is some concern that a nonprofit corporation may trade am its 'non-
profit™ status. '!  _

In this connection, it should be noted that the working draftc 1s
not phrased in ;érms of nonprofit corporations, but in terms of "non-

stock"” corporations, a phrase which is yet undefined.

Reqpi}ed Contenfé,of Articles

Section 5230 of the working draft requires that a charitablgrcofpo-
ration identify itself as charitable in the articles but adds a provf—
sion to the effect that a failure to identify itself as charitable does

not preclude application to it of rules'governing charitable corpora-

i s
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tions:

- i:(&) Nothing in this sectlon or in any provision of the arti-
cles adopted pursuant to it shall be construed to limit the equi-
table power of a court to impress a charitable trust upon any or
all of the assets of a nonstock corporation mot electing to be a
charitable corporation or otherwise treat it as a charitable corpo-
ration.

The Commission's bill likewise has the requirement that a charitable
corporation identify itself as charitable, and the Comment to Section
5410 states:
Where the articles de not designate the corporation as one orga-
nized for charitable purposes, but the corporation is in fact ome
organized for charitable purposes, nothing in subdivision (c)

precludes the application to such corporations of ;provisions relat-
ing to corporaticns organized for charitable purposes.
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Perhaps this point is sufficiently critical that it belongs in the
statute 1tself in the manner of ‘the Select Commlttee draft.

Permitted Conterits of Articles

Section 5232 of the working draft contains a 1isting'of'prouisions
which may.be contained in the articles and which are not effective
unlels contained in the articles. -

Section 5232. ‘Permitted Contents. (a) The articles of incor-
poration may set forth any or all of the following provisions,

which shall not be effectlve unless expressly provided in the
articleS'

(1) a provision granting, with or without limitations, the
-power 't6:levy assessments upon the members or participants;

"(2) a provision limiting the duration of the nonstock corpora—
tion's existence to a specified date:

(3) 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 '6f a larger propor-
tion of, or of all of, the members or parxticipants :.0of any class, or
of a larger proporticn of, or all of, the directors, than is other-
wise required by this division;

(4) a provision limiting or restricting the activities in
which the nonstock corporation may engage or the powers which the
nonstock corporation may axerclse or both;

(5) a provision conferring upon the holders of any evidences
of indebtedness, issued or to be issued by a noncharitable corpora-
tion 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 noncharitable:
corporation does not have participants;

(6) a provision conferring upon partic1pants the right to
d%tetmine the con51derat10n for which participations shall be
issued !

[(?) a. prcvision which would allow anv 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 without first complying with

§[x];51

(8) in the case of a subordinate body ihstituted or created
under the authority of a head organization, a provision setting
forth either or both of the follow;ng

(a), That the subordinate body thus incorporated shall
dissolve .whepever its charter. is surrendered to, taken away
by, -or .revoked by the_head grganization granting it, in ac~
cordance with [sections governing decision to dissolve], but
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without the necessity of obtaining a vote of its participants,
as would otherwise be required.

{b} that in the event of its dissolutlon pursuant to an
article provision allowed by subdivision {8)(a) of this sec-
tion, or, in the event of its dissolutlon for any reason, any
-assets. which would otherwise be distributed in accordance with
[sections governing distribution of assets] shall instead be
delivered to the head organization, but the dissolution shall
otherwise be governed by [sectlons on dissolution] insofar as
they apply, except that the head organization shall stand in
the place of participants for the purpose of Section [section
making participants liable for any surplus wrongfully distrib-
uted to them]. :

{b) Nothing contairned 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 appeinted to act as
lnitial directors.

(2) Provisions concerning the transfer of membership inter-
ests, in accordance with Section 5412

{(3) 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.

(4) Any other provision, not in conflict with law, for the
management of the activities and for the conduct of the affairs of
the nonstock corporation, including any provision which is required
or permitted by this d1v191on to be stated in the bylaws.

The provisions required to be stated in the articles to be effective
include the right to levy assessments on members, the imposition of
super-majoritcy vote requiremenrs, ?ariations from the rule of one vote
per member, and a number of other provisions that existing law leaves to
the bylaws. The Commission's bill,‘ﬁollowing existing law, does not
require such provisions to be stated in the articles.

The séréét Committee materials eive no justification for this
change in the law other than it parallels provisions of the business
corporation law. Perhaps the thought is that these provisions are of:
such a fundamental nature that, for the better protection of the ﬁéﬁQ

bers, they belong in the articles,



Distributions to Members‘

Section 5241 (page 30.of the working draft) precludes "distribu-

tions' to members:

Section 5241. No Distributions. A charitable corporation
shall not make any distributions to its members, and a nonchari-
table éorporation may make no distributions to its participants
exoeﬁt*as adthorizéd“by'[section on dissolution].’

The Select Committee materials indicate that this would precludé a
corporation from providing goods and services at a discount. The
materials do not indicate any reason for this change in the law.  'The
committee may consider at a later date, whether rebates could beigiven
based on the amount of purchases from a nonstock corporation.‘ |

The Comm1551on g bill (Section 5316) prohibits the distribution of
gains, profits, or dividends to members but states that Yeonferring
benefits upon members in conformity with the purposes for which the
nonprofit corporation is formed” {is not deemed to be a distribution of
gains, profits, or dividends to members. To my knowiedge, the Commis-—
sion has not previously entertained the suggestion that a nonprofit
corporation might not be able to provide goods and services to its

members at'a discount.

Defense of Ultra Vires

Section 5243 of the working draft permits actions to enjoin a

breach of a charitable trust.

Section 5243. Charitable Trust Exception. (a) Notwithstand-
ing Section 5242, in the case of a nonstock corporation holding
assets in charitable trust, a director, participant, holder of a
reversionary interest in the trust property or otherwise having an
interest in it, the Attorney General, or other person as designated
by subdivision (b), may bring an action to enjoin, correct, obtaln
damages for or to otherwise remedy a breach of the charitable
trust.

(b) A member or donor [or other person with an interest in the
matter] may bring an action under this section upon authorization .
granted by the Attorney General.

" (¢} In an actlod under this section, the court may

(1) enjoin the performance of a contract, if all of the part-
ies to the contract are partles to the action, 1if no party has yet
parted with anything of value pursuant to the contract or in reli-
ance upon it, and 1f it is otherwise equitable to do so:
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(2 reqﬁire rescission of a contract, as allowed by subdivi-

sion (d3y:

{3) require relmbursement to the trust, by persons respongible
for the breach, for losses incurred by it, as allowed by subdivi-
sion (e). ' ' ' _ o

-{d) Recission may be allowed if all parties to the contract
axe parties to the action, there was no party to.the contract who
was without notice of the breach of trust, and where it 1s other-
wlse equitable.

(2) Where a contract entered into by or on behalf of the
corporation constitutes or requires breach of a charitable trust,
but the contract cannot be rescinded or dts performance enjoined - -
under this section, then the persons responsible for binding the
corporation to the contract may be ordered by the court to reim-
burse the corporation for all losses incurred by virtue of the
breach of trust.

Section 5314 of the Commission'’s bill is comparable, but is much more
limited in character--it permits only injunction of ultra vires acts of
charitable corporations., Moreover, the working draft adds a number of
limitations and qualifications on the authority of the court te provide
remedies, which the Commission should consider. In general, the Commis-
slon has previously resisted the temptation to jump into the trust law

thicket.

Number of Directors
The Commission's bill (Section 5511) permits the bylaws to state a

variable number of directors with a2 stated minimum and a stated maximum,
with the limitation that the stated maximum be not more than one less
than twice the stated minimum. The Select Committee draft (Section
5251(a) of the working draft) identifies a technical bug in this scheme
—--under the formula, a corporation would be unable to have a minimum of
one director and a maximum of two or three, since one less than twice
one is one. To enable a corporation to have a variable number of direc-
tors with a stated minimum of one, the working draft provides that "the
number of directors shall be not less than a stated minimum or more than
a stated maximum (which shall not be greater than three, or two times

the stated minimum minus one, whichever is larger)."

Bylaws Relating to Admission and Expulsion of Members

Subdivision (d) of Sectiom 5251 of the working draft requires the
bylaws to provide the manner of admission, withdrawal, suspension, and

expulsion of members.
-7-



(d) The bylaws shall provide for the manner of admission,
withdrawal, suspension, and expulsion of participants or voting
members, consistent with the requirements of Section 5441 of this
dtvision.'

The Ccmmission s bill (Section 5442) makes these bylaw provisions per-
missive rather than mandatory. The reason given for the mandatory
provisions in the Select Committee materials is that due process re-
quires "that the rule#—-whatever they are——are sét out in advance rather
than created on an ad hoc basis."

Respectfully submitted,
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Memorandum 77-21
. EXHIBIT 1 ; ; -

DISCUSBSION: This provision has no analogue in the CC.

The hllic quoltion for thl chnittec is whether there_
il a nced for ‘such . provisiont._ Host are. cantinuad from current
law. uhich scatters them throughuut the cﬂde (559202, 9390(f].
9304{b1, 96041 . One could ohvioualy incorporate an unincorpor-
ated asaociation without luch a sectinn. by merely forming a new

corporatiun to which il transferred the p:operty of the .old asso-’

ciaticn upon itl dissolutiun. -The articleu of the new corpora-
tion could even pravide for automatic particlpation for the mem-
bers of the defunct association.\ '_ e 7

To the extant a section such as this mxght be thought
.neceasary to estnblish thnt the incorporatibn of an assodiation
is an allowlble' purpose" [see current law 59292), it is ObVlDus—
| ly riow uuperfluoua with the broad purpase 1anguage prov1ded in
552101 The anly rilsun for retaining nuch a’ aection, then, is
to provide a simpler mgthnd of incorporatiun. This section
. probably does accumpli-h that pﬂrpose,'although Ehe dlfference
may be marqinal - and nay not be worth the patential problems,
as explained bsiow. 7

sgmn problams of. thn curtent lnw ‘are. cured by
thil'bectien. Pir-t,-it lhould be‘notnd'thntrtha'aection '
is frnmad as an altnrnativa m-thod of- formntion available to the
ussociation, thus allawing tha aslociaticn to prscead. if it
wishes, undar 55230 1nlt¢nd, nvoiding the lpplicltiOn of this




section where it does not prove convenient for the particular

association. Whera the association chooiel to proceed undaer

this section, hounvur, thn required affidavit must explicitly
state thlt tho nnnblrlhip hll approvoé its npplication. Thé

principll rnlults of thl chﬁieﬁ ot thi: sectibn arﬂ tha pro-'
'vislans eantlinua 1n tublletioni (i} aﬁd (£¥.5 7 L

Bublqctiom (03 ii differlnt frnﬂﬂﬁuxre_'rliﬁ“iﬁig'7

-numhe: o! wayl. Firlt, it pravidai fﬂr hutf
propnrty. which nould nqah ﬁo bn u prinaip nienge that ""
-'cbuld ‘ba aehievnd by luch l lactien. The curreﬁt law An this:' |
area is uncertqin. althangh the mgiq¢r authbrity qhiﬁh ex;sts5 :f‘

'is cnnsiatnnt with this saction. See SGaurity rirut Natianal”G-

‘Bank v Cooggﬁ, 62. cal.hpp za 653, e?o {1944}. cna, Californla :
Nonprotit Corporations. 52 5-;{,,:'“ '_' & 7'  : o  _'
Hherc documantt arerftauaulently filed, asserting
approval af the issaaiation which hat net iﬁ faet heen nbtained,
case law indicutna that tht naw cnrporabinn ean eantinae to

exist, but that .quity will raquits it to reannver the property

to the prudeeesu&r ausociatiun which-it puxpcrfad_to supplant.
';aptr, 192 {1964)

Barber v. Irving, 225 Cal.&pp‘ZG 560, SB C“

Hithout avaluating the mo:its‘uf thil ruie _e;racnmmend that

this problem bs 1ef¢ with’ tha'nouzts, andifhis saqtion does.
nut addzssa it.;‘x-;ff*_
- The’ languag*“ﬁ

tion claims upon thn property - in takan f:an siea oi tha new -

-New Yurk 1av. Tha:n nuy rumuin, hawcvar, difflcultias unde: the

' recording act: nhiuh nt-d be addreulad harn.'

,;, -

lud,in ta}--* prasemvinq 111 pre-incorpora- .
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Second, subdivision (e) provides for automatic trans-
fer of'memborlhip. but drops the language'af the current law

providing that individual members may "file their dissent in

, Hiitinq“ to gvbid thii_riiult. ‘There is no need for a apecial

provision allowing for the resignation uf'mambcfship: s5415.
in the chaptb:‘ch‘ﬁnmbirl,?covcrs the right to resign in gen-

eral ignguagg‘ﬁhdtfuouldrapplyfharh;:'néripvﬁr, the'épecialf

--provision fagikdiﬂjrﬁdiiéent" ig troﬁhlesema,'since it appears

to create a right without elaburation of its nature. "Nor are

there cases conltruing this 1anguage." | |
This draft takel a different approach. Iﬁ'assumes

that the fact of incorporatian, alone, cannot possibly pre~

judice the rights uf individual memhers in some way entltllng

‘them to special protection aqainst the will of a;majority Whlch

wishes to incarﬁq;ate. 'Inétead, they;requiré pfétection, if

at ull,ifrom_¢hangeskin the“interhal sfrucﬁure of the organi;a~
tion, which may occur incidentally to its indorporatidn=and
which reduéeﬁ'theit;riéhts'in it.  Subsection (f) addresses.
this concern by simﬁiy'piuhibiting'sucﬁ-¢Hanges;§s-part.6f%the
process of incorpﬁin;i@n,.although they may of course be made
later under the'saﬁé-fﬁles_that abpiy'tarany;othet nonstock
corporation ~= with appropriﬁie safeguards for the minofity.
The only exception to the mandate of subdivision (f} is where
the memhers are unnnimnun, ns provided in subdivision (b)(2).
This is to allow the convenience of this section to an organ-
ization whern it hal been demonstrated that there is no internal
controversy at nll ragardinq the proposed changes. 0 that
there is no group of memherl requiring the protection of sub-

division (f).




As noted above, chjs section i; not without potential
problems. First of all, subdivision (£}, while solving the Yy
difficulty that might othcrwino arise with potential dissentern. g |

- may set a standlrd for the naw bylawa and articlnl which is .
”“E%pﬁ

too uncertain to allow’ counsel to assuro a cliont auf;f
that it is in conformity. The automatic veating of property
may produco recording act problomu, as notcd ahowo.\ Nor does _
the section answer th- queltinn ot tho moana hy which the;,:

asscciation fduly . authori:al" itn 1ncorporation. 'puly

authorized“ can mean here, as it ﬁoes in current law, a method‘
of authorizaticn that 15 proper under the law governing the
association. This will ordinarily be a majority vote as set
out in the. association‘s bylawa. '

On tho othor hand, fow problems will prcbably arise

in the majority of cases in which thare is no intarnal con—"

troversy concerning the incorporation,‘ ﬁnanimnus consenL could
be obtainod. thua waiving {f}, or the identical rulea could be

adopted for the corporation as the association. “And. in such

cages this soction woulﬂ be of some . conveniengo;;;_.::
Question - 7 __ o _
Does this sectiof, on balance, fulfill some useful

function which calls for its continuation?




