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INTRODUCTION


This prodigious work reflects a professional lifetime of careful research and practical experience in the legal aspects of the ever-growing practice of association work. I have known the author, George D. Webster, for decades, both professionally and socially, and I am privileged to join many others in commending him for this remarkable achievement—a much needed insight into this complex field.

The Law of Associations provides a thorough, detailed and wide-ranging compendium of relevant information, from the historical roots of associations to modern tax and contract matters. The book is a useful resource for professionals who deal regularly with Congress.

There has been an exponential increase in the complex issues facing Congress, and the special expertise of Washington representatives is valued.

It was once said of Russia: “It is a riddle, wrapped in a mystery, inside an enigma; but perhaps there is a key.”

I could write the same about Congress. And perhaps this book is the key.

Senator John Warner

Washington, D.C.

September 1991
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Hugh K. Webster
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CHAPTER 1
 The Nature of Associations: Past,
 Present, and Future

__________

SYNOPSIS

§ 1.01 Constitutional Basis for Trade Associations

§ 1.02 Benefits of Association Activities

§ 1.03 Court Recognition of Role of Associations

§ 1.04 Today’s Functions of an Association

[1] Advertising and Marketing

[2] Education

[3] Employer-Employee Relations

[4] Government Relations

[5] Public Relations

[6] Research

[7] Standardization and Simplification

[8] Statistics

[9] Litigation

§ 1.01 Constitutional Basis for Trade Associations

To understand the legal and societal legitimacy of associations, one need look no further than the U.S. Constitution. “It is beyond debate that freedom to engage in association for the advancement of beliefs and ideas is an inseparable aspect of the ‘liberty’ assured by the Due Process Clause of the Fourteenth Amendment, which embraces freedom of speech… . Of course, it is immaterial whether the beliefs sought to be advanced by association pertain to political, economic, religious, or cultural matters.”1 The First Amendment does not mention the “right of association” in so many words, but the supreme court has long interpolated the right to associate with other individuals as being a necessary corollary of the rights that are mentioned in the text, and lower courts have followed suit, including in the context of membership organizations in particular.2 The right to free assembly, including forming associations, is a natural, and protected, extension of free speech.3 As observed by the greatest chronicler of America, “the most natural right of man, after that of acting on his own, is that of combining his efforts with those of his fellows and acting together. Therefore, the right of association seems to me by nature almost as inalienable as individual liberty.”4


Footnotes:

1 National Ass’n for the Advancement of Colored People v. Alabama ex rel. Patterson, 357 U.S. 449, 460–461 (1958). See also United States v. Congress of Indus. Orgs., 335 U.S. 106 (1948) (recognizing direct relationship between membership communications and constitutionally protected rights of association).

2 Hunt v. Air Prods. & Chems., ___ S.W.3d ___ (Mo. Cir. 2006) (“Obviously, defendants enjoy a constitutional right to form and maintain trade associations.”). See also Chamber of Commerce v. Federal Election Comm’n, 69 F.3d 600 (D.C. Cir. 1995) (affirming an organization’s “First Amendment right to communicate with its members”).

3 Consumer Party v. Davis, 633 F. Supp. 877 (E.D. Pa. 1975); Good v. Associated Students of University of Washington, 86 Wash. 2d 94, 542 P.2d 762 (1975).

4 Alexis de Tocqueville, Democracy in America 178 (J.P. Mayer & Max Lerner eds., George Lawrence trans., Harper & Rowe 1966).


§ 1.02 Benefits of Association Activities

Associations are one of the largest and most powerful forces in the United States today, yet they are also among the least visible. Representing an enormous collective presence, associations provide social and economic benefits that touch each of us every day. But because the work of associations is often done quietly and behind the scenes, public perceptions vary widely as to what associations are, what they do, and what contributions they make.

From the work of associations flow significant benefits to society. The societal benefits of association activities spring largely from associations tending to their members’ collective self-interests; that is, as associations serve the members, benefits of wider value accrue. For example, through an association, successful practices in one hospital may be adopted in others, thereby improving hospital conditions overall. Such diffusion of technological innovation and information results in improvements that better serve patients and the public in general.

Were it not for associations, other institutions would face added burdens in the areas of product performance and safety standards, continuing education, public information, professional standards, ethics, research and statistics, political education, and community service. The work of associations is woven throughout the fabric of American society, and the public has come to depend on the social and economic benefits that associations afford. These broad benefits are:

1. Associations educate their members on technical and scientific matters, business practices, and legal issues, thereby elevating the quality of publicly delivered goods and services. In many industries, professions, and causes, associations are the only source knowledgeable enough to provide continuing education.

2. Associations play a prominent role in setting professional, performance, and safety standards, ethical canons, and other guidelines, all of which help reduce market-place risks faced by consumers.

3. Associations develop and disseminate valuable information that would be otherwise unavailable. It is used by policy makers, regulators, researchers, and consumer groups, among others, to enhance a broad understanding and analysis of the American economy.

4. Associations provide generic information to inform the public about the efficiency, qualities, and safety of products and services, thereby bolstering public confidence in the marketplace.

5. By offering strength in numbers and disseminating useful information, associations ensure representation of many private interests before government. This role is central to the successful functioning of American democracy.

6. Associations nurture healthy political conditions within the country by exercising and supporting political choice. In so doing, associations offer opportunities for honing individual political skills and training leaders.

7. Through community service, associations call forth extraordinary amounts of volunteer labor. Associations mobilize and train these volunteer forces, thereby developing, giving expression to, and focusing public attention on the strength of the American spirit.

Most associations exist to serve their members. Trade associations, for example, represent a group of firms having a business or trade in common. Professional societies serve individuals who share a common professional interest or background. Some associations, such as health-related or advocacy groups, represent an interest or point of view.

The various ways in which associations serve their members are far too numerous and diverse to catalogue here. However, member benefits may be broadly characterized: Associations collectively serve those interest of members which cannot be met effectively by individual action; associations communicate important events, findings, and trends in a business, profession, or cause; associations offer producers, including practitioners, a collective presence to buyers.

§ 1.03 Court Recognition of Role of Associations

The U.S. Supreme Court and other courts have specifically recognized the array of important services that are provided by trade associations. Trade associations “serve legitimate functions, such as providing information to industry members, conducting research to further the goals of the industry, and promoting demand for products and services.”1 Associations “serve many laudable purposes in our society. They contribute to the specific industry by way of sponsoring educational activities, and assisting in marketing, maintaining governmental relations, researching, establishing public relations, standardization and specification within the industry, gathering statistical data and responding to consumer needs and interests. Furthermore, trade associations often serve to assist the government in areas that it does not regulate.”2 In sum, trade associations “serve a useful purpose in the economic life of any community”.3

But associations are also businesses, and they face many of the same challenges as for-profit business. Indeed, while associations may lack incentives to maximize profits because they do not have shareholders and are obliged to pursue an exempt mission, they still need to generate operating surpluses, and their nonprofit status does not immunize them from legal obligations or potential liability.


Footnotes:

1 7-UP Bottling Co. v. Archer Daniels Midland Co. (In re Citric Acid Litig,) 191 F.3d 1090, 1098 (9th Cir. 1999) (citing Maple Flooring Mfrs. Ass’n v. United States, 268 U.S. 563, 567 (1925)).

2 Meyers v. Donnatacci, 531 A.2d 398, 404 1987 N.J. Super. LEXIS 1296.

3 DC Citizen Publ’g. Co. v. Merchants & Mfrs. Ass’n, 83 F. Supp. 994, 998 (D.D.C. 1949)


§ 1.04 Today’s Functions of an Association

The results of a recent study made by ASAE indicate the major activities of trade associations and professional business societies to be:

[1] Advertising and Marketing

This activity includes providing a seal, symbol, or emblem for members to display; furnishing members with advertising material (mats, copy, etc.); sponsoring paid advertising for the industry; retaining an advertising agency; and conducting research through various kinds of market surveys.

[2] Education

The major educational activities include the sponsoring of short courses, clinics, workshops, and institutes; the preparing of manuals and texts for employee training purposes; the providing of films for employee training; and the conducting of trade shows and correspondence courses. Trade shows are an important educational function for members.

[3] Employer-Employee Relations

This area includes conducting surveys concerning wages, work schedules, vacations, hiring, terminations, and promotions; the distributing of information on state and national labor laws; holding conferences or seminars for discussion of employer-employee relations; conducting activities aimed at better health and safety of the members’ employees; acting as a collective bargaining agent for the industry; and furnishing career guidance material on behalf of the industry or profession.

[4] Government Relations

Key points of an association’s government relations program are these: informing members of governmental developments and laws; encouraging and equipping members to express knowledgeable views on legislative issues; drafting model legislation; sponsoring courses and clinics in political participation; assisting government units by supplying facts on production, capacity, inventory, and sales; arranging plant and store tours to help government acquaint overseas visitors with American industrial procedure; and assisting government in sponsoring and participating in trade affairs abroad.

[5] Public Relations

Associations are often at the forefront of promoting the industry or profession, including, and perhaps especially, in times of crisis.

[6] Research

This most important area includes conducting studies, experiments, and investigations designed to improve products or services of members; finding new products and new uses for old products; and finding ways to utilize by-products.

[7] Standardization and Simplification

Many associations perform these services: establishing criteria as a basis for grading products, studying standard nomenclature, and preparing studies on simplification of products.

[8] Statistics

A considerable number of associations gather data on these matters: sales, production costs, profits, accidents, inventories, etc.

[9] Litigation

It is common for associations to pursue litigation on behalf of the industry or profession. Such suits often are legal challenges to objectionable governmental regulations or trade-related proceedings. An association may also file amicus curie briefs in cases in which the association is not a party, but which nevertheless may impact the association’s members.

CHAPTER 2 
Association Operation: Incorporation and
Related Matters

__________

SYNOPSIS

§ 2.01 Introduction

§ 2.02 Incorporation

[1] Advantages of Incorporation

[2] Articles of Incorporation

[a]— General

[b]— Duration

[c]— Name

[d]— Purpose Clauses

[3] Maintaining Corporate Status

[4] Qualifying as a Foreign Corporation

[5] Limited Liability Companies

[a]— Introduction

[b]— Benefits of an LLC

[c]— Associations as LLCs

[d]— LLCs as Wholly Owned Subsidiaries

[e]— LLCs as Joint Ventures

[f]— Laws Governing LLCs

[g]— The Operating Agreement

[6] Can a Nonprofit Association Be Sold?

§ 2.03 Bylaws

[1] Guide to Structure, Operations

[a]— Content

[b]— Interpretation

[c]— Bylaws as a Contract

[d]— Motions and Resolutions

[e]— Board Rules and Policies

[f]— Bylaws vs. a Constitution

[2] Amendment of Articles and Bylaws

[a]— Amendment of Articles

[b]— Amendment of Bylaws

[c]— Amendment by Practice

[d]— IRS Notification

§ 2.04 Unincorporated Associations

§ 2.05 Federations

§ 2.06 Governance

[1] Introduction

[2] Nature of the Board of Directions

[3] Qualification of Directors

[a]— Large Members

[b]— Government Employees

[4] Selection

[a]— By Election or Appointment

[b]— Lawyers as Board Members

[c]— Ex-Officio Directors

[d]— Vacancies

[5] Removal

[6] Authority of the Board

[a]— Taking Action as a Board

[b]— Dual Governance Structures

[7] Committees of the Board

[a]— Executive Committees

[b]— Finance Committee

[c]— Audit Committee

[8] Board Service

[a]— Successor

[b]— Ineligibility

[c]— Resignation

[9] Rules of Operation

[a]— Parliamentary Procedure

[10] Conduct of Meetings

[a]— Meeting Agenda

[b]— Notice of Meetings

[c]— Attendance

[d]— Quorum

[e]— Participation

[f]— Executive Session

[11] Size of Board

[12] Voting

[13] Minutes

[1] Introduction

[2] Strategic Drafting of Minutes

[3] Basic Corporate Law Rules

[4] Access to Meeting Minutes

[14] Online Board Action

[15] Compensation of Directors

[a]— “Value” of a Board Position

§ 2.07 Procedural Irregularities

§ 2.08 Governing Law

§ 2.09 Freedom of Information Act Requests

§ 2.10 Legal Audits

[1] Corporate Documents

[2] Real Estate Documents

[3] Insurance Policies

[4] Tax Forms

[5] Personnel Forms

[6] Other Regulatory Matters

[7] External Operations

[8] Membership Services

[9] Conclusion

§ 2.11 [Reserved]

§ 2.12 Relationship Between Parent Association and Its Chapters

[1] Contractual Nature of Relationship

[a]— Chapters as an Integral Part of the Parent

[2] Governance

[3] Trademark Issues

[4] Taxation Issues

[5] Antitrust Issues

[a]— Territorial and Price Restrictions

[b]— Parent-Chapter “Conspiracies”

[6] Political Activity

[7] Disaffiliation

[8] Liability of Parent Association for the Conduct of Chapter

§ 2.13 Can a Nonprofit Make a Profit?

[1] Introduction

[2] “Nonprofit” a Misnomer

[3] Affirmations of the Legitimacy of Profit-Making

[4] Tax-Exempt Status

[5] Presumptively Commercial Activities
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§ 2.01 Introduction

The internal operations of an association, such as its incorporation, bylaws, governance, and chapters, are heavily regulated by federal and state law, including common law principles. This Chapter provides a detailed discussion and overview of those laws.

§ 2.02 Incorporation

[1] Advantages of Incorporation

The preference for corporate organization of trade and professional associations is based upon the many advantages offered by incorporating.

The primary benefit of being incorporated is protection of the directors, officers, executives, and members from liability for the financial and contractual obligations of the association.

Since incorporation provides such protection, it is, indeed, attractive from both legal and financial standpoints. Administratively, corporate organization provides centralization of control and management: directors determine policy which is implemented by elective or appointive officers.

Psychologically, the effect of dealing as a corporation is to provide confidence and increase assurance in daily business transactions. Without a doubt, most associations should recognize the advantageous financial, legal, and administrative characteristics of incorporation and adopt this form of organization. It should be recognized, however, that some successful associations are not incorporated.

The reasons for incorporation in the case of an association are similar to those of other groups. Unincorporated groups, for instance, subject their members to the possible risk of personal liability for the activities of the cooperative. For example, if an unincorporated association enters into a hotel or convention center contract, the individual officers and even members may be sued individually for breach of that contract.1 The lines of authority and the rights of the members, as well as the limitations to third persons, become much cleaner and more certain, when incorporated. Incorporation tends to produce more orderly administration of the affairs of an association.2

Trade and professional associations must be properly structured to achieve their goals effectively. Careful planning in this respect is essential, since each association must be organized in such a manner as to meet membership objectives while maintaining intra-industry competition. Professional legal advice should be sought in all preliminary matters regarding incorporation, thereby avoiding future complications. The complexity of law applicable to association activities mandates legal advice.

A common question of those initially forming an association is whether or not there is a particular state in which it would be advantageous for the association to incorporate. Even associations that have been in existence for a long time often ask the same question relevant to whether or not they should reincorporate in a particular state. The simple answer, and the one that is sufficient for most associations, is that an association should incorporate in the state in which its main office will be located. This is based on the fact that, speaking very broadly, state nonprofit laws do not vary significantly, and if an organization is headquartered in a state other than the state of incorporation, then, as discussed below, the association will have to file two annual reports and deal with two different state laws rather than just one.

However, there may be sufficient differences in state laws that a particular association may want to investigate which states may be more accommodating in particular area.

For example, as discussed more fully in Chapter 2A, almost every state has some sort of volunteer protection statute which provides a measure of protection to officers and directors in the event of a lawsuit. These statutes do vary from state to state, and some statutes can be quite helpful in providing a limited immunity to association board members. For this reason, an association may want to select a state which has a very protective statute.

Another consideration with respect to selecting a state of incorporation is state law governing nonprofits. For example, some state nonprofit statutes presume in most cases authority in a board of directors, while others give greater rights to members. An association might prefer the former in order to facilitate management and give the board the broadest discretion in operating the association. An association that adopts this approach is not being antidemocratic but simply attempting to facilitate or adopt the best management approach for the organization.

In a few States, most notably Delaware, there is no separate nonprofit corporation act, or there is a separate statute with few provisions. In such instances, the general corporate law of the State is applied to nonprofit corporations. This can result in some anomalies because the application of for-profit corporate principles to nonprofits is not always an ideal fit.3

On a related point, some state statutes can impose procedures that may be difficult for an association to follow in a given instance. For example, a state statute may require approval of two-thirds of the members in order to take certain action, such as a merger. For many associations, having such a high percentage of members vote on any issue may be an impossibility.

[2] Articles of Incorporation

[a]— General. The two necessary documents that regulate the operation of an incorporated trade or professional association are the Articles of Incorporation, also known as Certificate of Incorporation,4 and the bylaws. Some organizations have “constitutions,” although these are unnecessary; in fact, constitutions are considered another form of bylaws. Since both bylaws and constitutions are equivalent in their legal application, use of bylaws instead of constitutions assures uniformity in the organizational structure of an association. Indeed, multiplicity of documentation can only cause avoidable confusion and debate. It is thus recommended that where both a set of bylaws and a constitution exist, they be merged into one document. As stated in one older case, “A constitution of a voluntary association or a corporation is nothing more than a bylaw under an inappropriate name.”5

Once properly filed with the designated state official and after appropriate filing and registration fees are paid, the articles of incorporation provide the legal basis for the existence of the corporation. The requirement for filing the articles of incorporation with a designated state officer originates from the fact that the state confers recognition upon the corporation as a legal “person.” As sovereign, the state may regulate the activities of its creation, establishing procedures for incorporation which usually vary with each jurisdiction. Reference to local provisions should be standard organizational functions of each association that intends to incorporate.

It should be noted that some nonprofit organizations, such as the National Geographic Society and Little League, have been incorporated through congressional charters. Such charters, introduced and handled as bills, typically include provisions relating to the purposes of incorporation; corporate powers; membership; board of directors; scope of activities; place of business; officers; use of income; liability of officers and agents; books and records; transfer of assets on dissolution or liquidation; audits of financial transactions; exclusive right to name, emblems, seals and badges; and compliance with state and federal regulations. The right to amend or repeal the charter is usually reserved to Congress, and the organization is generally forbidden to participate in political or lobbying activities and to issue stocks and pay dividends.

Typical requirements for articles of incorporation are found in the Model Non-Profit Corporation Act:6

(a) The name of the corporation.

(b) The period of duration (usually perpetual).

(c) The purpose or purposes for which the corporation is organized.

(d) Any provisions, not inconsistent with law, which the incorporators elect to set forth in the articles of incorporation for the regulation of the internal affairs of the corporation, including any provisions for distribution of assets on dissolution or final liquidation.

(e) Address of its initial registered office, and the name of its initial registered agent at such address.

(f) The number of directors constituting the initial board of directors, and the names and addresses of the persons who are to serve as the initial directors.

(g) Name and address of each incorporator.

[b]— Duration. Some jurisdictions require that the period of duration of the corporation be affirmatively set forth in the articles,7 while other jurisdictions require that the period of duration be stated only if it is not to be perpetual.8 Typical provisions state that each corporation shall have power:

To have perpetual succession by its corporate name unless a limited period of duration is stated in its articles of incorporation.9

Accordingly, a concise statement indicating that, e.g., “the corporation is to have perpetual existence,” is sufficient to satisfy most statutes which do not bar perpetual existence. Likewise, if the purpose of a corporate association is limited, the organizers may deem it preferable to limit the corporate existence to a specified term of years, during which time the purposes of the association may be achieved. Any decision as to duration of corporate existence must consider the goals of the association, the desirability of perpetuating the association toassist the membership in resolving future problems, the intent of the initial incorporators, and related facts applicable to these considerations.

Although it is not generally necessary to set forth in the articles of incorporation any of the corporate powers enumerated in the empowering corporate statutes, an association may deem such enumeration desirable, especially in view of constant legislative revisions relating to permissible nonprofit corporate powers. A complete listing effectively establishes the intent of the initial incorporating members of the association. Once such powers are included in the articles, the corporate association members must conduct their activities in compliance with the power clauses. On the other hand, generalization often avoids antitrust problems, as does simplicity. Accordingly, provisions of the articles should be drafted in such a manner as to represent fully the desires and intent of the incorporating association, while protecting the organization against antitrust problems.10

[c]— Name. Selection of a corporate name for a trade or professional association should comply with statutory mandate. Most nonprofit corporate acts provide that the corporate name:

Shall not contain any word or phrase which indicates or implies that it is organized for any purpose other than one or more of the purposes contained in its articles of incorporation.

Shall not be the same as, or deceptively similar to, the name of any corporation, whether for profit, existing under the laws of this state, or any foreign corporation, whether for profit or not for profit, authorized to transact business or conduct affairs in this state, or a corporate name reserved or registered as permitted by the laws of this state.11

Some states also regulate use of the word “trust” as part of the name of a nonprofit corporation, out of concern that it may suggest a bank or trust company.12

In addition to the requirement forbidding use of a name that is deceptively similar to an existing organization’s, the corporate name is often required to contain the word “corporation,” “company,” “incorporated,” or “limited,” or an abbreviation thereof.13 While some states have no descriptive word requirements,14 other jurisdictions require the use, in addition or alternatively, of the words “association,” “club,” “foundation,” “fund,” “institute,” “society,” “union,” or “syndicate.”15 Abbreviations may also be used in almost every jurisdiction.16 These rules pertaining to corporate names are equally applicable to unincorporated associations. Before any name is finally selected for the organization, the name should be checked with the Secretary of State or Superintendent of Corporations of the state or other jurisdiction. Generally, desired names may be reserved for a short period so that no other organization can use the name before a final decision is reached.

[d]— Purpose Clauses. Corporate “purpose” clauses comprise an integral and essential component of the articles of incorporation and bylaws. The statement of corporate purpose is an affirmative description of the objects for which the enterprise was formed.17

The statement of purposes is important for two reasons primarily. First, the Internal Revenue Service will scrutinize the purpose statement in connection with an application for tax-exempt status. For example, as further described in § 15.04[2], associations wishing to be exempt under § 501(c)(3) must explicitly state in the purpose clause of the articles of incorporation that the association is organized and will operate exclusively for exempt purposes under § 501(c)(3). While the requirement is not as strict for those applying under § 501(c)(6), it is still wise reference § 501(c)(6) in the purpose clause. The IRS also will examine the actual description of purpose to make sure it is consistent with the section of the Internal Revenue Code under which exemption is being sought.

The second reason the purpose statement is important is because it is possible for an association to be challenged for conducting activities beyond the stated purpose. While this is rare, it can happen. For example, in connection with litigation against U.S. tobacco companies, the New York State Attorney General successfully sought to dissolve two industry trade associations on the basis that the associations were engaging in activities contrary to the purposes stated in their articles of incorporation. The articles described the associations as research organizations, but, according to the Attorney General, the associations were really just lobbying arms of the tobacco industry.18 Nevertheless, as long as an association acts within its stated purposes, it is presumed to have the authority to undertake any lawful activity in furtherance of those purposes.19

However, while an association certainly must be faithful to its nonprofit mission from both a tax and corporate standpoint, generally speaking anassociation may undertake other activities, including commercial activities, as long as the association otherwise complies with its articles of incorporation and its tax- exempt status.20 Indeed, associations, as nonprofit corporations, have the same powers as for-profit corporations.21

[3] Maintaining Corporate Status

In order to remain in good standing as a corporation, most State laws require associations to file annual reports with the Secretary of State. These are typically simple forms that ask for basic information, such as a list of the names and addresses of the officers and directors. There is also a nominal filing fee.

While the annual report requirement is not burdensome, it is important, and failure to file the annual report can result in the corporate status of the association being revoked. When this occurs, the association can file necessary documents to be reinstated, so often there is no long term harm, but in the interim the association will be considered an unincorporated entity. If there is a lawsuit filed during such time, the liability protection provided by the corporate form may not apply, so the consequences can be serious.

It is also possible for an association to lose the right to use its corporate name if it allows the corporate status to lapse. In one noteworthy case,22 the Illinois Coalition Against Handgun Violence, a nonprofit organization that advocates in favor of gun control legislation, failed to file its Annual Report with the State of Illinois. As a result, the corporate status of the Coalition was administratively dissolved. The Illinois State Rifle Association, an organization that opposes gun control legislation, discovered that the Coalition had been administratively dissolved and immediately formed a new corporation under the same name of the Coalition. The Association then proceeded to issue communications, under the name of the Coalition, in favor of gun ownership rights. Needless to say, this caused great consternation and embarrassment to the Coalition, since its name (or former name) was now being associated with a legislative position it strongly opposed. The Coalition sued the Association and the new corporation, and the court ultimately found that the Coalition still owned its name, even though it had been administratively dissolved by the Illinois Secretary of State. While the Coalition ultimately prevailed, it was compelled to initiate costly litigation to do so, which could have been avoided if it had simply remembered to file its annual reports.

[4] Qualifying as a Foreign Corporation

It is common for associations to be incorporated in one State, but have their offices in another State. Under these circumstances, the association will need to qualify to do business in its State of residence, and this is easily done by filing the appropriate form with the Secretary of State of the State in which the associating has its offices. Also, in addition to having to file an annual report with its State of incorporation, the association also will need to file an annual report with its State of residence. Finally, the association should determine whether it needs to file for exemption from State income taxes (and State property and sales taxes, if feasible) with its State of residence.

[5] Limited Liability Companies

[a]— Introduction. Most organizations in the United States are organized as either a sole proprietorship, a partnership, or a corporation. However, all states and the District of Columbia permit certain entities to be organized as a Limited Liability Company (“LLC”). An LLC is essentially a hybrid organization that combines certain features of the corporate and partnership form of organization.

[b]— Benefits of an LLC. Perhaps the most important benefit of the LLC form of organization is its beneficial tax treatment. An LLC can be taxed either as a partnership, or as a corporation. This difference is extremely significant because taxable income generated by a partnership is taxed only once—to the owners of the partnership—while corporate taxable income is taxed twice—once at the corporate level, and a second time when the corporation makes a distribution to its shareholders. Thus, if an LLC is taxed as a partnership, all income generated by the LLC will “flow-through” to the members of the LLC, and the LLC itself will pay no tax on its income.

The members of most LLCs have the ability to choose whether the LLC will be taxed as a partnership or as a corporation. This choice is a result of the new “check-the-box” regulations.23 According to these regulations, LLCs with significant corporate characteristics may still choose to receive flow-through tax treatment. Thus, LLC members can now structure the LLC’s management, duration of life, and transferability of interest without having to worry about how this structure will affect the LLC’s tax treatment.

In addition to flow-through tax treatment, a principal benefit of the LLC is that it provides the benefit of “limited liability.”24 An LLC’s limited liability works to prevent LLC members from incurring personal liability for the LLC’s debts and obligations. This limited liability is especially important for organizations that carry significant debt, have a high risk of incurring liability, or that have little assets. An LLC’s limited liability extends even to members that actively participate in the management of the LLC.

The LLC form of organization is extremely flexible in allowing the owners of the LLC (called “members”) to choose almost any form of management. Members may choose to actively manage the LLC, or they may choose to be passive investors. In addition, unlike the limited partnership form of organization, all owners of an LLC may decide to actively participate in the LLC’s management.

Another benefit of the LLC form of organization is the flexibility an LLC affords concerning the ownership structure of the organization. Unlike a Subchapter S corporation, an LLC may have an unlimited number of owners. In addition, the members of an LLC may allocate the gain or loss of the LLC in almost any manner they choose and may regularly change this allocation to meet their individual needs. This is also unlike a Subchapter S corporation, which must distribute its interest in proportion to its shareholders’ holdings of capital in the corporation.

Finally, the LLC form of organization is relatively easy to maintain. Members of an LLC are not burdened by the tedious meetings, record keeping, and other formalities that are necessary with corporations. In addition, most people find that the LLC form has lower operating costs than do corporations.

[c]— Associations as LLCs. Under most State laws, a nonprofit organization may be able to be organized as an LLC. From a tax exemption standpoint, an association may be recognized as exempt under Section 501(c)(6) of the Internal Revenue Code, although the IRS takes the position that only an LLC whose members are all section 501(c)(3) organizations may be exempt from federal income taxation under Section 501(c)(3).

The IRS has set forth 12 requirements for an LLC to qualify under Section 501(c)(3):25

1. The organizational documents must include a specific statement limiting the LLC’s activities to one or more exempt purposes.

2. The organizational language must specify that the LLC is operated exclusively to further the charitable purposes of its members.

3. The organizational language must require that the LLC’s members be section 501(c)(3) organizations or governmental units or wholly owned instrumentalities of a state or political subdivision thereof (“governmental units or instrumentalities”).

4. The organizational language must prohibit any direct or indirect transfer of any membership interest in the LLC to a transferee other than a section 501(c)(3) organization or governmental unit or instrumentality.

5. The organizational language must state that the LLC, interests in the LLC (other than a membership interest), or its assets may only be availed of or transferred to (whether directly or indirectly) any nonmember other than a section 501(c)(3) organization or governmental unit or instrumentality in exchange for fair market value.

6. The organizational language must guarantee that upon dissolution of the LLC, the assets devoted to the LLC’s charitable purposes will continue to be devoted to charitable purposes.

7. The organizational language must require that any amendments to the LLC’s articles of organization and operating agreement be consistent with section 501(c)(3).

8. The organizational language must prohibit the LLC from merging with, or converting into, a for-profit entity.

9. The organizational language must require that the LLC not distribute any assets to members who cease to be organizations described in section 501(c)(3) or governmental units or instrumentalities.

10. The organizational language must contain an acceptable contingency plan in the event one or more members ceases at any time to be an organization described in section 501(c)(3) or a governmental unit or instrumentality.

11. The organizational language must state that the LLC’s exempt members will expeditiously and vigorously enforce all of their rights in the LLC and will pursue all legal and equitable remedies to protect their interests in the LLC.

12. The LLC must represent that all its organizing document provisions are consistent with state LLC laws, and are enforceable at law and in equity.

[d]— LLCs as Wholly Owned Subsidiaries. Associations frequently create wholly owned subsidiaries. The reasons for creating subsidiaries are numerous. For instance, if an association is pursuing an activity that has a high risk of creating a significant liability, it might create a subsidiary to own and operate the asset, thus separating the association parent from the potential liability. Organizing the subsidiary as an LLC has the advantages discussed above, i.e., limited liability and flow-through tax treatment.

However, if the reason for forming the subsidiary is to distance the association from activities that would otherwise result in unrelated business income, flow-through tax treatment should not be elected. If flow-through tax treatment is chosen, the wholly owned subsidiary will be disregarded for tax purposes, and the association parent will be treated for tax purposes as if it owned the LLC subsidiary’s assets. In addition, if flow-through treatment is chosen, the association parent will be treated as if it conducted the LLC subsidiary’s activities directly, defeating the purpose of creating the subsidiary.

[e]— LLCs as Joint Ventures. When an association enters into a joint venture with another nonprofit organization, an LLC can be useful, specifically because of the flexibility in management structure and operations.

In recent years, increased interest has been shown in joint ventures between nonprofit and for-profit organizations. The primary reason for this interest is the need for many nonprofits to discover new sources of revenue. Because of the LLC’s favorable tax treatment, the formation of LLCs as a vehicle for these joint ventures has been a significant part of this trend.

Although joint ventures between nonprofit and for-profit organizations can prove advantageous, a tax-exempt organization that is a member of an LLC faces a significant tax issue. Because all activities of an LLC taxed as a partnership are imputed to its members, if the activities of the LLC are inconsistent with the exempt function or purpose of the tax-exempt member, the member might face the revocation of its tax-exempt status.

A number of court decisions and IRS positions have established the requirements for a tax-exempt LLC member to retain its tax-exempt status. A tax-exempt organization may be a member of an LLC taxed as a partnership only if (1) participation in the LLC furthers the member’s exempt purpose, (2) the LLC’s arrangement permits the exempt member to act exclusively in furtherance of its exempt purpose, and (3) the LLC’s arrangement benefits only incidentally the LLC’s for-profit members.26

In 1998, the IRS issued a Revenue Ruling27 that discusses its position concerning the participation of a tax-exempt organization as an LLC member. This ruling concerned a joint venture between a charitable organization and a for-profit entity.28 Although the precise application of the ruling is open to question, the IRS appeared to hold that for a tax-exempt member of an LLC taxed as a partnership to maintain its tax-exempt status, the member must have “control” of the LLC. While the exempt member does not have to directly participate in the day to day management of the LLC, it must have control of the governing board, and it must have the power to initiate and preclude action in furtherance of its exempt function. In addition, the LLC’s governing documents must provide that the governing board has an overriding fiduciary duty to operate the LLC in a manner that furthers a tax-exempt purpose. Because the specifics of the IRS’s position concerning this issue is open to interpretation, careful planning and professional counsel should be sought whenever a tax-exempt organization enters into an LLC with a for-profit entity.

[f]— Laws Governing LLCs. Every state including the District of Columbia has adopted a statute which regulates LLC.

Like corporations, LLCs are created under the laws of a particular state, by filing articles of organization with the appropriate state authority. Usually only a minimal amount of information is required to be in the articles, such as the LLCs name, address, and registered agent.

The majority of states allow an LLC to have a single member, though many states require an LLC to have two or more members, like partnerships, but unlike corporations. The members, like general partners, own and govern the LLC, subject to any agreement among themselves. Thus, membership interests (i.e. the member’s financial and governance rights in the LLC) need not be equal. Each member of an LLC has the same limited liability afforded to shareholders of a corporation for corporate debts—no personal liability beyond the member’s investment in the enterprise. However, it is important to maintain the separateness of the LLC from the members, since the concept of “piercing the corporate veil”, in which a legal form is disregarded in order to impose liability on its shareholder or members, may be applied to LLCs, either by statute or by a court.29 Like a corporation, an LLC may acquire and hold property in its name rather than in the names of the members.

States generally allow an LLC to designate a manager to manage or operate its affairs. A few states require a manager (who need not be a member) or an elected board of governors, although the members still retain some governance rights.

As discussed below, LLC typically has an operating agreement (some states refer to it as “regulations”), which is roughly equivalent to a corporation’s bylaws but are much more like a shareholder agreement, or a partnership agreement. The operating agreement governs the relationship between the members and the LLC and the relationship among the members. The operating agreement orders the LLC’s affairs and the manager in which business will be conducted. The operating agreement unquestionably is the most important LLC document.

[g]— The Operating Agreement. One of the advantages of an LLC is the informality and simplicity of the management structure. That is, most state LLC laws do not require that there be a formal board of directors or that any governing body have formal meetings in order to take action. In addition, most state LLC laws leave key issues to the discretion of the LLC members. While this is generally perceived to be an advantage of the LLC form over the corporate form, this informality also makes it imperative that associations who become members of an LLC ensure that all important issues are in fact addressed in the LLC operating agreement. If a particular issue is not addressed in advance, members of an LLC may not be able to fall back on the LLC statute or established case law, as typically can be done regarding a corporation.

The primary LLC document is the Operating Agreement, which is simply a contract between the members of the LLC as to how the organization will be operated. It is somewhat analogous to bylaws of a corporation, but typically is much more detailed and really is more in the nature of a joint venture contract. Topics usually addressed in an operating agreement include:

• Purpose;

• Governance (e.g., Board of Directors, Management Committee, etc.);

• Management (e.g., by unanimous consent of all members, majority vote, etc.);

• Finances, including sources of revenues as well as distribution of profits;

• Dispute resolution;

• Termination;

• Expulsion of existing members; and

• Admission of additional members in the future.

It is also vital to understand that many concepts that are well established in corporate law may not be automatically transferred to an LLC structure. Most notable, some courts have determined that basic concepts such as fiduciary duties do not apply to LLC members unless explicitly stated in the operating agreement.30 For example, there may be no prohibition on a member of an LLC competing with the LLC, or not dealing in good faith with the LLC, unless the operating agreement so provides. Therefore, the operating agreement should address issues such as the fiduciary duties of members and officers; confidentiality; the duty of good faith and fair dealing; noncompetition issues; and conflict of interest. The right of members to seek indemnification from the LLC and the ability of members to seek protection of the business judgment rule, also should be addressed. Again, associations as members of LLCs should not assume that principles of corporate law necessarily will apply. There are few mandatory rules under state LLC statutes, and therefore it is important for the operating agreement to be comprehensive.

As stated above, the operating agreement is in the nature of a contract, and courts will enforce the operating agreement just as they enforce any contract.31

A sample operating agreement appears in the Appendix.

[6] Can a Nonprofit Association Be Sold?

While the sale of nonprofit hospitals is common, for other nonprofits, because there is no stock, it is often assumed that the answer is “no”. In fact, the absence of stock typically precludes a nonprofit from being “owned” at all.32 However, under certain circumstances, a nonprofit can be sold. Specifically, because a nonprofit in most instances is ultimately controlled by majority voting power, either of the board or through the membership, if that that power can be transferred, then “ownership” (in the form of control) is thereby transferred.

A recent example is Cinicola v. Scharffenberger.33 In this case, a group of affiliated nonprofit health care organizations declared bankruptcy. Each affiliate had just one member, which was the parent nonprofit entity. By being the sole member, the parent maintained ultimate control. As part of the reorganization, the bankruptcy trustee removed the parent as the sole member and substituted a different entity, which paid for the right to be the sole member.

This was, in effect, a sale of the nonprofit affiliates. As observed by the court, “the acquisition of a nonprofit corporation’s membership interest is comparable to the purchase of stock in a business … [T]he sale of [the nonprofits’] memberships … effected a complete change of control.”

When a nonprofit has no members, it is board control that determines “ownership.” While the sale of board control may present more difficult legal issues, it certainly can be done.
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§ 2.03 Bylaws

[1] Guide to Structure, Operations

The second primary document (in addition to the articles of incorporation) which governs the operations of an association is the bylaws. As discussed below, while bylaws are subordinate to the articles of incorporation, from a practical standpoint, in terms of the day-to-day operations of the association, typically bylaws are much more important and relevant.

Bylaws are generally defined as a set of rules or pronouncements that regulate the internal affairs of the association, including, for example, election and qualification of directors, rights and obligations of members, required notice for meeting, removal of directors, and merger or dissolution.1 In effect, bylaws are the internal laws of the organization.

While strictly speaking an association is not legally required to have bylaws, it is certainly advisable and is the universal practice to have such rules of operation.2 Bylaws provide consistency and uniformity for basic corporate procedures such as elections and removal of officers and directors. An established set of bylaws also can provide clear guidance to the association as to how to operate under certain circumstances or as to the rights and liabilities of certain parties, such as members. Absence of bylaws could easily result in disputes in such areas. Sufficiently detailed and comprehensive bylaws can prevent accusations against the association volunteer leadership of arbitrariness, favoritism, cronyism, and any inappropriateness with respect to practices and procedures.

As mentioned previously, bylaws are subordinate to the articles of incorporation.3 Thus, if a provision of the bylaws is contrary to or inconsistent with the articles of incorporation then that particular bylaw is invalid and should not be followed. The same is true if the bylaws are contrary to state law, particularly state nonprofit statutes.4

For example, if the articles of incorporation require a certain vote, e.g., two-thirds of the particular body, then the bylaws cannot authorize a lesser vote and any action pursuant to the lesser vote is invalid. Likewise, the bylaws could not deny voting rights that are given them by the articles of incorporation or a state statute.

Nevertheless, while bylaws are subordinate to the articles of incorporation and to state laws, they often are the more important document for association operation. They are typically much more detailed than the articles of incorporation and are referred to much more often. In most instances, bylaws are easier to amend since they are so important to the operations of the organization, and a burdensome amendment process would impede governance of the organization.

One other important difference between bylaws and articles of incorporation is that bylaws are not filed with any state corporation agency or Secretary of State.

[a]— Content. As a general rule, bylaws can contain any provision which the association reasonably believes is helpful to the operations of the association.5 The following is typical of most state nonprofit statutes:

The bylaws may contain any provision relating to the business of the corporation, the conduct of its affairs, its rights and powers of its members, directors or officers not inconsistent with [state law or the articles of incorporation].6

Further, courts are generally reluctant to interfere with the internal affairs of an association, including the adoption and application of bylaws.7 However, adherence to this latter philosophy can vary widely from state to state. That is, some state courts may take the position that “only the most abusive and obnoxious bylaw provision can properly invite a court’s intrusion into what is essentially a business thicket.”8 Other courts, on the other hand, are more quick to intervene based on allegations that a bylaw may be unlawful, arbitrary, or applied in a malicious manner.9 As a matter of policy, it is always best for an association to attempt to follow its bylaws as best as possible.

Courts are particularly receptive to arguments that a bylaw is somehow unfair to members.10 In fact, some courts have even held that adopting or amending bylaws in a manner that complies with the letter of the law can nevertheless be actionable as unlawful conduct if the end result is to work an unfairness on members.11 As stated by one court, “the use of the corporate machinery of [State] law, does not insulate corporate management or directors from claims of inequitable conduct.”12 In other words, adopting, amending, and interpreting bylaws is not simply a matter of complying with procedures. A board may have fiduciary duties that impose an obligation greater than mere compliance with law.13

Associations should also be certain that nothing in their bylaws (or other rules of operation, such as policies) is in violation of the antitrust laws, such as with respect to membership restrictions. Board members have been held liable for not changing certain bylaws that were clearly in violation of the antitrust laws.14

[b]— Interpretation. Despite the vast efforts of the association volunteers, staff, legal counsel, and even sometimes parliamentarians, it is not unusual for disputes to arise as to the meaning of a particular bylaw provision, and therefore interpreting bylaws is an important issue. This is especially true when the interpretation involves a significant issue such as the qualifications for service on the board, the outcome of an election, the rights of members, etc.

In order to assist associations in making such interpretations, there are some general principles that provide guidance.

First, because bylaws are considered to be a contract between the association and its members, they are interpreted according to the principles applicable to the interpretation of contracts. One such principle is that words are to be given their plain meaning, and when the provisions are clear and unambiguous, the courts look only to the “four corners” of the bylaws.15

If there is an ambiguity or there is more than one plausible interpretation, courts generally will show deference to a bylaw interpretation adopted by the board of directors.16 The general rule is that “[t]he practical and reasonable construction of the constitution and bylaws of a voluntary organization by its governing board is binding on the membership and will be recognized by the courts, [while] an interpretation which is not reasonable is not binding on the members … and will not be recognized by the courts.”17

If there is an internal inconsistency or conflict between two bylaw provisions, any interpretation should, if possible, preserve the integrity of both provisions.18 That is, if an interpretation would render one of the bylaw provisions meaningless or useless, then that interpretation may not be considered reasonable.

Another rule is that specific provisions control over general provisions.19

Practice and custom of the association can be important in resolving disputes as well. That is, if an association has followed a certain practice which reflects an interpretation of the bylaws, then this can be strong support for upholding the validity of that practice and that interpretation.20 In fact, a practice of the association may de facto act as an amendment to the bylaws.21 Associations should be very cautious in this area, however, as courts may be reluctant to allow an association to continue a custom or practice that deprives the members of important rights or is otherwise unfair to members, regardless of the length of that custom or practice.22

Finally, if there are conflicting but equally plausible interpretations, the fact that one interpretation may involve greater participating by members—i.e., be more “democratic”—may favor that interpretation.23 Indeed, one court has held that the length of time necessary for a course of action to constitute a de facto bylaw amendment is one that is sufficient to infer that the shareholders (members) had knowledge of the situation and consented to it.24

[c]— Bylaws as a Contract. There are both practical and legal reasons for an association to adhere to its own bylaws.

From a practical standpoint, following bylaws creates consistency, uniformity and predictability in corporate practices. Again from a practical standpoint, an association that deviates from its own bylaws can corrupt itself, encouraging arbitrariness, cronyism, and dishonest conduct at the highest levels. Ultimately, this can result in loss of confidence in the leadership and even loss of membership. In most instances, association members, including officers and directors, can tolerate coming out on the losing end of an issue as long as they believe they have been treated fairly with an open process on a level playing field. On the other hand, if the contrary is true, then only dissension can result.

From a legal standpoint, there are two overriding reasons to adhere to the bylaws. First, as discussed in Chapter 2A, board members can be held personally liable for violations of the articles of incorporation and bylaws. This should be reason enough for board members to take the issue seriously.

Second, the bylaws, as well as the articles of incorporation, constitute a contract between the association and the members.25 If an association fails to adhere to a bylaw or article provision, it breaches that contract and a member can bring a legal action.26 Likewise, if a member violates the bylaws, that member breaches the contract and therefore must suffer the consequences, up to and including expulsion.27

It is also true that actions taken in violation of the Bylaws are often void.28

This rule also applies to amendments. That is, those who join an association are deemed not only to have accepted the articles and bylaws as part of the contract, but also tacitly accede to the fact that the bylaws or articles may be amended in the future and that they are bound by those amendments, even if they oppose them.29

Notwithstanding the above, minor deviations from the bylaws by an associations typically are not legally actionable by members. As stated by one court, “[m]inor or technical variations from bylaws are things of which the law does not take notice.”30

[d]— Motions and Resolutions. As stated previously, in the hierarchy of regulatory authority with respect to associations, federal and state law is paramount, followed by the articles of incorporation, and then the bylaws. Belowthe bylaws are motions and resolutions adopted by the board.31 As stated by one court, “A bylaw differs from a resolution, in that a resolution applies to a single act of the corporation, while a bylaw is a permanent and continuing rule, which is to be applied on all future occasions.”32

One issue that often arises is the difference between a motion and a resolution. In effect, they are essentially the same.33 Strictly speaking, a resolution is simply the formal name of an adopted motion.34 Therefore, a proposal to the board of directors is a motion, which, once adopted by vote, by definition becomes a resolution. Stated differently, a motion is merely a parliamentary procedure which precedes the adoption of a resolution.35

[e]— Board Rules and Policies. Many association boards of directors adopt rules or policies that govern not only the board itself but often times the association generally. These are considered the equivalent of motions and resolutions in the hierarchy.

[f]— Bylaws vs. a Constitution. Many associations refer to their bylaws as a “Constitution and Bylaws” which is certainly acceptable and such are considered to be “bylaws.”36 In fact, the actual name used is not significant as long as the document itself is understood to be in the nature of “bylaws.”37 However, some associations have a document called a “constitution” which is separate from the bylaws. Generally, a constitution and the bylaws will be considered equivalent.38 As stated by one court:39

A so-called constitution … is of no higher dignity than bylaws … both are creations of the corporation and have, in large measure, a common purpose and common objects, to wit, to regulate and govern [the organization’s] internal affairs.

The term “bylaws” in state statutes may even be deemed to include a constitution.40

One issue that can cause consternation is how to resolve a conflict between a constitution and bylaws if they are separate documents. According to Robert’s Rules of Order, in the event of conflict, the constitution prevails.41

But assuming a constitution is considered to be, in effect, equal to the bylaws, then perhaps a better approach would be to follow the general rules for construing bylaws. That is, all provisions will be read consistently, if possible, and, if not possible, then the most reasonable construction will be adopted, with fairness to members of prominent consideration. Of course, an association may resolve this situation itself before any conflicts arise by including provisions in the constitution and bylaws declaring which document is superior. In fact, it might be better to merge the constitution into the bylaws. Indeed, one court long ago observed that a constitution is “nothing more than a bylaw under an inappropriate name.”42

[2] Amendment of Articles and Bylaws

[a]— Amendment of Articles. On occasion an association may need to change its articles of incorporation. The most common reason to do so is to change the name of the association. But there are numerous other reasons as well, such as to add a new membership category (assuming the membership categories are detailed in the articles rather than the bylaws), to expand on the statement of purpose, or to include language immunizing the board of directors from liability for certain kinds of claims.

The procedures for amending articles of incorporation are set forth in every State nonprofit corporation statute. The applicable statute is the one of the State of incorporation of the association, rather than the State of residence, if different. At the very least, any amendment must be approved by the board of directors. Often, the State statute also will require membership approval as well. Once the appropriate approvals have been obtained, the association then prepares and files Articles of Amendment with the Secretary of State of the State of Incorporation. When the Articles of Amendment are filed and accepted, they are then effective, and not before. If the amendment changes the name of the association, then the Secretary of State of the State of residence of the association (if different from the State of Incorporation) also would need to be notified.

But no matter how burdensome the procedures for amending the articles may be, they must be followed in order to effect a legitimate amendment. Attempts to change a provision or the effect of a provision in the articles of incorporation without going through the amendment process are likely to fail.43

[b]— Amendment of Bylaws. Amendments to bylaws are more common than amendments to articles of incorporation, because bylaws are more detailed and are generally considered to be more of a “living” document. While a State nonprofit corporation statute may address the procedure for amendment of bylaws, typically the bylaws themselves will address this. And, again, the primary issue will be whether membership approval is necessary. Unlike articles of incorporation, bylaw amendments are not filed with the Secretary of State, or any other State official.

[c]— Amendment by Practice. While bylaws generally must be amended by following the amendment procedures set forth in the bylaws themselves and in the State nonprofit corporation law, it is also possible for amendments to the bylaws to be effected by the practices of the association. Specifically, if the association ignores, or deviates from some bylaw provision consistently and over a long period of time, a court may rule that the bylaws have been de facto amended.44

[d]— IRS Notification. The IRS Form 990 and 990-EZ, which must be filed annually by most tax-exempt organizations (see Chapter 15B), include a question that asks if any “significant changes” were made to the articles of incorporation or bylaws of the association.45 If this is answered in the affirmative, then the amendments must be described in Schedule O of the Form 990 or 990-EZ.


Footnotes:

1 Diskin v. City of Philadelphia, 76 A.2d 663 (Pa. Super. 1950), rev’d on other grounds, 80 A.2d 850 (Pa. 1951).

2 Machne Menachem, Inc. v. Hershkop, 237 F. Supp. 2d 227, 229 (E.D.N.Y. 2002) (“No by-laws were ever adopted and the ensuing chaos regarding the governance of this not-for-profit Corporation is surely attributable to that failure.”).

3 Paulek v. Isgar, 551 P.2d 213 (Colo. App. 1976); Dixie Electric Power Ass’n v. Hosey, 208 So. 2d 751 (Miss. 1968).

4 Swanger v. Nat’l Juvenile Law Ctr., 714 S.W.2d 170 (Mo. App. 1986) (Bylaw requiring “cause” to remove executive director invalid as contrary to statute’s grant of full management authority to board of directors).

5 E.g., Leon v. Chrysler Motors Corp., 358 F. Supp. 877 (D.N.J. 1973). See also, Bennett v. Appaloosa Horse Club, 2001 Ariz. App. LEXIS 180 (upholding bylaw that requires members who file suit against the association to do so only in the county in which the association is located).

6 New York Not-For-Profit Corporation Laws, § 602(f).

7 E.g., Crane v. Indiana High School Athletic Ass’n, 975 F.2d 1315 (7th Cir. 1992).

8 Leon v. Chrysler Motors Corp., 358 F. Supp. 877 (D.N.J. 1973); Holder v. Celsor, 914 S.W.2d 496 (Tenn. 1996) (“Where bylaws infringe no public policy or rule of law and are not unreasonable, courts will never interfere to control their enforcement, but such associations will be left to enforce their rules and regulations in the manner they have adopted for their own government and methods of discipline”).

9 Crane v. Indiana High School Athletic Ass’n, 975 F.2d 1315 (7th Cir. 1992); Brennan v. Minneapolis Society for the Blind, 282 N.W.2d 515 (Minn. 1979).

10 E.g., Wildes v. Juneau County Humane Soc’y, 312 Wis. 2d 480, 751 N.W.2d 902, 2008 WI App. 83 (bylaw prohibiting members from suing the organization invalidating as being contrary to public policy).

11 Id., See also, Ferry v. San Diego Museum of Art, 180 Cal. App. 3d 35 (1986).

12 Farahpour v. DCX, Inc., 635 A.2d 894 (Del. 1994).

13 Id.

14 Reifert v. South Central Wisconsin MLS Corp., 368 F. Supp. 2d 912 (W.D. Wis. 2005).

15 Purcell v. Milton Hershey Sch. Alumni Ass’n., 884 A.2d 372 (Pa. Commw. 2005); Mueller v. Zimmer, 2005 WY 156, 124 P.3d 340 (2005).

16 Hennessey v. NCAA, 564 F.2d 1136 (5th Cir. 1977); Voss v. Lakefront Realty Corp., 365 N.E.2d 347 (Ill. App. 1977); California Trial Lawyers Assn v. Superior Court, 231 Cal. Rptr. 725 (App. 3 Dist. 1986).

17 Bernstein v. Almeda-Contra Costa Medical Ass’n, 293 P.2d 862, 866, n.7 (Cal. App. 1956). See also Johl Sri Guru Nanak Sikh Temple, ____ Cal. Rptr. 3d ___ (App. 3 Dist. 2007) (Board of directors interpretation of bylaw rejected as contrary to the practice of the organization as well as statutory language). See also Tackney v. United States Naval Acad. Alumni Ass’n, 408 Md. 700, 971 A.2d 309 (2009) (finding Board’s interpretation of vague bylaw to be “plausible” despite there being “other reasonable interpretations”).

18 American Center for Education, Inc. v. Cavnar, 26 Cal. App. 3d 26 (1972).

19 Id.

20 Baywood Country Club v. Estep, 929 S.W.2d 532 (Tex. App. 1996).

21 Whalen v. Pleasant Hill Water Association, So. 3d (Miss. App. 2004) (“By failing to object for more than 30 years to the non-issuance of membership certificates, the members have effectively waved and repealed the requirement for membership certificates as provided in the bylaws.”). The court in this case went to explain: “Bylaws need not be in writing. They may be adopted as well by the company’s conduct …”

22 Cardinali v. Town of Berwick, 550 A.2d 921 (Me. 1988); East Cleveland Democratic Club v. Bibb, 470 N.E.2d 257 (Ohio App. 1984).

23 Phillips v. National Trappers Asso., 407 N.W.2d 609 (Iowa App. 1987).

24 Franklin v. SKF USA Inc., 126 F. Supp. 2d 911 (E.D. Pa. 2000).

25 National Board of Examiners for Osteopathic Physicians and Surgeons v. American Osteopathic Ass’n, 645 N.E.2d 608 (Ind. App. 1994); Scott v. East Alabama Education Fdn., 417 So. 2d 572 (Ala. 1982).

26 Turner v. HI-Country Homeowner’s Association, 910 P.2d 1223 (Utah 1996) (It is well established precedent that the bylaws of a corporation, together with the articles of incorporation, the statute under which it was incorporated, and the member’s application, constitute a contract between the member and the corporation).

27 Hispanic College Fund, Inc. v. National Collegiate Athletic Association, 826 N.E.2d 652 (Ind. App. 2005) (“A person who enters an association must acquaint himself with its [internal] laws, for they contribute to the measurement of his rights, his duties, and his liabilities.”).

28 Park West Condominium Association v. Deppe, 153 P.3d 821 (Utah 2006) (bylaw amendment that did not receive sufficient votes mandated in bylaws could not be adopted).

29 Skane v. Star Valley Ranch Ass’n, 826 P.2d 266 (Wyo. 1992); Blue Ridge Property Owners Ass’n v. Miller, 221 S.E.2d 163 (Va. 1976).

30 State ex rel. Willman v. St. Joseph Hosp., 684 S.W.2d 408, 411 (Mo. App. W.D.1984). See also, Eyring v. Fort Sanders Parkwest Medical Center, 991 S.W.2d 230 (Tenn. 1999) (Hospital’s minor deviations from its bylaws and appropriate procedures during peer review process, and physician’s dispute over proper standard of care by which his actions should be judged, could not establish that hospital acted with malice in revoking physician’s staff privileges).

31 Brennan v. Minneapolis Society for the Blind, 282 N.W.2d 515 (Mn. 1979). (“A resolution is not a bylaw; it is an informal enactment of a temporary nature providing for the disposition of certain administrative business of the corporation”).

32 Aldrich v. State of Texas, 658 S.W.2d 323 (Tx. App. 1983).

33 Allen v. Wise, 50 S.E.2d 69 (Ga. 1948).

34 State v. Layman, 505 N.E.2d 999 (1986).

35 Henderson v. Russell, 589 S.W.2d 565 (Ark. 1979).

36 Boatmen’s First Nat. Bank of West Plains v. Southern Missouri Dist. Council of the Assemblies of God, 806 S.W.2d 706 (Mo. App. 1991).

37 8 Fletcher, Cyclopedia of Corporations, § 4167; For example, under Ohio law, “bylaws” are referred to as “regulations.” Ohio Revised Code Ann. § 1701.11.

38 Calvary Temple Church, Inc. v. Paino, 827 N.E.2d 125 (Ind. App. 2005).

39 Dornes v. Supreme Lodge Knights of Pythias, 23 So. 191 (Miss.). See also, Burns v. Manhattan Brass Mutual Aid Society, 92 N.Y.S. 846 (A.D. 1905) (Defendant’s constitution was little more than the leading bylaws under a different title).

40 Thompson v. Wyandanch Club, 127 N.Y.S. 195 (1911).

41 Robert’s Rules of Order Revised, § 2.

42 Supreme Lodge, K. of P. of the World v. Knight, 20 N.E. 479 (Ind. 1889).

43 E.g., Park West Condominium Association v. Deppe, 153 P.3d 821 (Utah 2006) (bylaw amendment that did not receive sufficient votes mandated in bylaws could not be adopted). In this case, the court acknowledged “the difficulty the Association faced in trying to find the best way to obtain its members’ approval” because a sufficient number of members rarely attended meetings in order for a vote to be taken. Trustees of Boston College v. The Big East Conference, 2004 Mass. Super. LEXIS 298 (Mass. 2004) (improper voting procedures on amendment to articles of incorporation made the amendment void); Herbert H. Lehman College Foundation v. Fernandez, 739 N.Y.S.2d 375 (2002) (nonprofit unsuccessfully tried, through a series of bylaw amendments, to deviate from requirements contained in articles of incorporation).

44 Matter of Venigalla v. Nori, 11 N.Y.3d 55, 862 N.Y.S.2d 457, 892 N.E.2d 850 (2008).

45 IRS Form 990, Part VI, Section A, item 4; IRS Form 990-EZ, Part V, item 34.


§ 2.04 Unincorporated Associations

An unincorporated association is a group of persons acting together for a common purpose without a corporate charter, but pursuant to a constitution and/or bylaws which specify the agreement among members and the rules governing the organization.1

Statutory regulations governing unincorporated associations used to be fragmentary and incomplete.

There have been improvements in this area, however. Specifically, the Uniform Unincorporated Nonprofit Association Act has been adopted in several States, and it does cure or attempt to cure many of the disadvantages of unincorporated status.2

The Act does five things for associations and their members:

(1) provides them with the legal capacity to receive, hold, and transfer personal and real property;

(2) limits the liability of association members and functionaries for tort and contract;

(3) provides them standing to sue and be sued as associations;

(4) provides a procedure for disposing of an inactive association’s property; and

(5) permits designation of an agent for service of process.

Adding to the legal uncertainties surrounding unincorporated associations is the question of liability for the acts of its agents, servants, and employees. An agent possesses, generally, only such authority as is delegated to him, and to that extent may bind the association.3 However, an agent’s apparent and implied authority may later prevent an association, as principal, from denying such authority. In this regard, the law of agency must be consulted.4 Comparison with the protective aspects of corporate liability clearly indicates the preferred position of incorporation over a loosely-organized structure.

Except in the states that have adopted the Uniform Act, the disadvantages of operating as an unincorporated association should deter trade and professional groups from using this organizational form.5 If the members wish to form an unincorporated association, disregarding numerous adverse organizational problems, it is a relatively easy procedure. In fact, the members need only agree among themselves to associate. The agreement itself is commonly referred to as the articles of association, constitution, or bylaws. Some states require formally signed articles to be filed with the Secretary of State. Other requirements vary with each jurisdiction. Uniformity is almost totally absent. To be certain of conforming to proper procedures, the association articles should contain provisions similar to those required of nonprofit corporations.6

Often association chapters are unincorporated, largely because they eschew formality, and are not willing or able to ensure that they will take necessary steps to maintain corporate status.

Groups which desire to organize for an isolated purpose, which will require a relatively short period of time to achieve, need not organize as a corporation. However, the common activities conducted by the group members may result in judicial recognition of the group as a de facto unincorporated association. This subjects the members thereof to the uncertainty of liability associated with such organizations.

If a group does combine for a common purpose, it is generally in the best interests of the participants to incorporate, since future developments may warrant a continuation of group functions. Indeed, the group may find that its programs are so successful as to suggest the advantages of a long-term association, which is best served by incorporating.
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§ 2.05 Federations

A federation is generally an association of associations. Typically, the national association consists of regional associations (such as state and local chapters) or special interest groups representing discrete segments of the industry or discipline represented by the national association. While a federation may have individual members, its major members are the associations comprising the constituents of the national association.

The operation of a federation depends upon the agreement between the national association and the affiliated associations; as a result, the relationship is quite formal. The national association will establish criteria that an affiliate must meet. The affiliate’s members can then become members of the national association by virtue of their membership in the affiliate. In some federations, a member must join first at the local or special interest group level before being accepted as a member in the national association. Conversely, in other organizations, membership in the national association is mandated in order to be eligible for membership at the local or special interest group level.

There are several theoretical advantages to a federal structure. The national association can concentrate on national and industry-wide chapter issues while local chapters or special interest groups can focus on narrower issues. The identity of regional and special interest groups is enhanced, as is member interest and participation.

The federated structure also has several weaknesses, however. Most importantly, in a federated structure the income and membership development frequently are controlled by the regional chapters or special interest groups. As a result, the association loses control in these two vital areas. If a regional chapter or a special interest group becomes too powerful, it can undermine the authority and power of the national association. In some federations comprised of special interest groups, the special interest groups have become so large and powerful that they have separated from the national association; this can have a devastating effect on the dues base of the national association. Where the affiliated associations have a right to representation on the board of directors, there is always the potential for divisive power struggles concerning policy issues or the direction of the national association. The federated structure also tends to dilute membership loyalty to the national association.

The federated structure can also create legal problems. Factionalism among the affiliated associations may require “refereeing” by the national association or may lead to disputes between the national association and its affiliates. In at least one federation, the majority of the legal fees paid by the national association have had to do with the control of the various components of the federation.

However, affiliates act in a manner contrary to the interests of the national at their own peril. At least one court has held that even in a federation structure, members of the board of directors of the national association owe a fiduciary duty to the national and cannot act in a manner that benefits the affiliates if such action at the same time harms the national.1

While federations have worked in some instances, in many cases they have proved to be divisive and have constituted an open invitation to secession. Any new organization establishing its structure should carefully evaluate the advantages and disadvantages of a federated structure before adopting it.


Footnotes:
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§ 2.06 Governance

[1] Introduction

Associations are governed by volunteer boards of directors. The operations of these boards raise numerous legal and practical issues, many of which are addressed here. In fact, State nonprofit corporation statutes generally require that associations have a board, and the lack of a board of directors can result in loss of corporate status.1

[2] Nature of the Board of Directions

While the Board of Directors of an association is ultimately charged with the oversight of the business affairs of the association, the Board itself is not an entity separate from the corporation. As observed by one court, “the board is [not] some sort of corporate entity within a corporation.”2 This court also said:

“[The Board] cannot own property or sue in its own name. It is made up of individuals who can only be liable for corporate torts in their individual capacities if they participated in the tortious conduct … the law does not consider the body known as the corporation’s board of directors to be its own corporate entity.”

. . . . . . . .

“As a practical matter, it would be nonsensical to hold a board of directors liable as a collective entity. A board of directors may not own property in its own name. Thus, any judgment against it could not berecovered from the collective group. Furthermore, a judgment against the collective entity cannot apply to the individuals as the individuals are only liable if they participated in the tortious conduct. Thus, such a suit would be, for all practical purposes, pointless.”

[3] Qualification of Directors

State nonprofit statutes permit organizations to establish whatever qualifications for directors they may wish to adopt, and grant significant leeway inestablishing these criteria. The Model Nonprofit Corporation Act, for example, states: “All directors must be individuals. The articles or bylaws may prescribe other qualifications for directors.”3 Qualifications should be reasonable,4 but otherwise may include a wide variety of prerequisites, such as a philosophical commitment,5 membership in the organization,6 good moral character,7 and relevant work experience in a given area.8 Rules as to performance as a director, such as mandating that directors attend a certain number of board meetings, can also be included.9 Further, there also can be requirements of representation on the board from various interests, such as different geographic areas.10 If an association does establish specific criteria, one issue that an association may wish to address in its bylaws is the situation of a director suddenly becoming out of compliance with a requirement of being on the board. For example, if directors must be employed in the industry which the association serves, and the particular director loses his or her job, is this person automatically removed from the board?11

In this regard, many boards—profit and nonprofit—have sought to increase the diversity of the members by recruiting more minorities and women. This likewise should be permissible since such broad representation can serve the legitimate purposes of the organization.12 But if there are no particular qualifications established, any person may be elected as an officer or director, even individuals who are not member of the association.13

[a]— Large Members. May an association “reward” a large member with a seat on the board? Stated differently, can certain corporate members “own” a board seat?

The answer of course is that large members may logically be invited to serve on the board, but it is not a matter of buying or owning a directorship. Rather, the situation is analogous to for-profit corporations that require board members to be stockholders, a completely legitimate practice. This is not done because the corporation is lacking in stockholders, but because it demonstrates a commitment on the part of the director to the company and, perhaps more important, binds the health of the corporation with the financial fortune of the director. Likewise in the association sector, the large member demonstrates a commitment to the organization with the payment of significant dues and presumably has a direct interest in ensuring that those dues are used properly and productively, and that interest should make the company representative an effective board member.

[b]— Government Employees. There is no question that being a government employee in no manner precludes a person from serving on the Board of Director or other leadership position with an association.14 In addition, the fact that an association may have dealings with an agency on a matter or even lobbies an agency on a matter, does not mean that the association has a “financial interest” with respect to such matter or that such dealings would preclude an agency employee from serving as an officer or director of the association.15

[4] Selection

Statutes generally specify the requisite numerical composition of an association’s board of directors.16 However, the numerical composition may be changed from time to time by either revising the corporation’s bylaws or the articles of incorporation.17 As procedures for amendment vary with each jurisdiction, reference to local law is essential. If the number of directors is decreased, the terms of incumbents are not shortened but expire as the original bylaws or articles provide.

[a]— By Election or Appointment. Generally, the selection process should be specifically described in the corporation’s bylaws, indicating the term of office, size, qualifications, method for filling vacancies, and procedures for removal.

Boards of directors or associations normally have a nominating committee appointed by the president or the CEO. Members of the nominating committee are usually approved by the board of directors. Many association bylaws allownominations from the floor at the membership meeting. In some associations, there is a reasonable likelihood that such motions from the floor will be successful. However, in most associations, nominations from the floor are a rarity. The nominating committee’s recommendations are fairly uniformly adopted. It should also be borne in mind that there is no inherent right of members to make nominations from the floor; they will be allowed only if the association’s procedures expressly provide for them.18

It is important that elections be conducted fairly and according all procedures. Irregularities that are at all material may require a new election.19

If, for some reason, elections of directors are not held, the former incumbent directors may continue in their capacity as holdovers, possessed of their former duties, responsibilities, and powers.20 Upon election of the new directors, the powers of those holding-over cease. However, no director must continue to serve after expiration of his term. A hold-over director may resign either orally or in writing.21

Upon election as a director acceptance of the position is presumed, unless a contrary intention is affirmatively expressed.22 Although an acceptance may not be withdrawn, the director-elect may resign, thereby avoiding the office.

[b]— Lawyers as Board Members. While there certainly is no particular legal or ethical prohibition against a lawyer serving as a director of a client,23 it does present unique issues. Here are some key authorities that any lawyer considering such a position should review:

1. ABA Formal Ethics Opinion 98-410, which identifies four possible conflict situations. Although the focus of the formal ethics opinion is primarily on for-profit organizations, the rationale can apply to nonprofit organizations.

2. Comment 35 to Model Rule 1.7, which states that “[a] lawyer for a corporation or other organization who is also a member of its board of directors should determine whether the responsibilities of the two roles may conflict.” According to the comment, “consideration should be given to the frequency with which such situations may arise, the potential intensity of the conflict, the effect of the lawyer’s resignation from the board and the possibility of the corporation’s obtaining legal advice from another lawyer in such situations.” The comment also states that “[i]f there is material risk that the dual role will compromise the lawyer’s independence of professional judgment, the lawyer should not serve as a director or should cease to act as the corporation’s lawyer when conflicts of interest arise.”

3. The Report of the Task Force on the Independent Lawyer of the ABA Section of Litigation, which states that a lawyer for an organization who is also a director is expected to have more extensive knowledge and conduct more extensive investigations into the facts than other outside directors, and, in general, is held to a higher standard of care than either a director who is not a lawyer or a lawyer for the organization who is not a director.

4. Model Rule 6.1, which supports the principle that the provision of legal services to a nonprofit helps many lawyers fulfill their pro bono obligations. See Model Rule 6.1. When a lawyer/director provides legal services to the organization on a pro bono basis, it should be assumed that a lawyer-client relationship is formed and the duties of a lawyer to the client apply whether the lawyer receives compensation or serves pro bono.

[c]— Ex-Officio Directors. An ex-officio director is simply a director who serves on the association board by virtue of some other position that the director holds. In all respects, however, this person is a bona fide director with all rights and responsibilities of other directors, including the right to vote.24 Only if the bylaws explicitly state that someone is “non-voting” do they not have the right to vote.25 Further, if directors are ex-officio, non-voting, they are still considered to be full members of the Board.26

[d]— Vacancies. Vacancies occurring in the association’s board of directors do not invalidate board actions, if there remains a quorum. Statutes often provide a method of filling vacancies. The Model Non-Profit Corporation Act states:

Any vacancy occurring in the board of directors and any directorship to be filled by reason of an increase in the number of directors may be filled by the affirmative vote of a majority of the remaining directors, though less than a quorum of the board of directors, unless the articles of incorporation or the bylaws provide that a vacancy or directorship so created shall be filled in some other manner, in which case such provision shall control.27

The power to fill a vacancy on the Board of Directors is usually vested in the Board itself by statue and the bylaws. It is important to note that the authority to fill a vacancy does not mean that a Board has the obligation to do so. That is, a Board may in its discretion allow a position to remain vacant under the next regular election. Typically a person who fills a vacancy must also meet the requirements of being elected to the Board and only serves until the end of the original term.

The opportunity to fill a vacancy is often accorded to an association’s membership, although a reasonable time limit of 30 to 60 days may be imposed during which the membership must act. If the membership fails to elect a new director within the time established, the vacancy may be filled by the board of directors.28 Newly-created directorships, in some states, may be filled only by election of the membership. For any vacancies resulting from an increase in the board’s numerical composition, special elections may be held. In the absence of such statutory requirements, the board of directors may act to fill the position as it may for filling positions caused by removal.29

[5] Removal

Both State nonprofit corporation laws and association bylaws usually have provisions for the removal of directors. It is important to check these, because the rules can vary based on jurisdiction. For example, under some State laws, only the members may remove directors, and the board itself has no such authority. In other instances, the board does have this power. Whether or not there must be “cause” to remove a director is also an important issue, and again the rules can vary from State to State.

First, it should be made clear the “cause” is a necessarily vague term. An attempt to define this term in a set of bylaws by listing the specific types of conduct that constitute cause would be unwise, because it is impossible to list all behavior that might warrant removal, and those not included are necessarily excluded. The organization should allow itself the flexibility to respond to unforeseen circumstances.

While a definition of “cause” cannot be provided, it is helpful to examine examples of the kinds of conduct which courts have found to be adequate cause for removal. Following are several of these cases:

• Director threatened to sue the association. Matzel v. Stonecrest Ranch Prop. Owners’ Ass’n, 305 S.W.3d 368 (Tex App. 2010).

• Receipt by Director of improper financial benefits that may endanger the tax-exempt status of the association. Ellis v. Broder, 11 Misc. 3d 534 (N.Y. Sup. Ct. 2006).

• Director accepted an executive position with a competing enterprise. Eckhaus v. MA, 635 F. Supp. 873 (S.D.N.Y. 1986).

• Director embarked upon a course designed to involve the corporation in long and costly litigation for the purpose of harassment. Grace v. Grace Institute, 226 N.E.2d 531 (N.Y. Ct. App. 1967).

• Officer misappropriated funds of the corporation. Green Bay Fish Co. v. Jorgensen, 163 N.W. 142 (1917).

• Directors engaged in calculated plan of harassment of other directors and officers. Campbell v. Loew’s, Inc., 134 A.2d 852 (Del. Ch. 1957).

• Officer failed to discontinue litigation as instructed. Freeman v. King Pontiac Co., 114 S.E.2d 478 (1960).

• Director threatened to sue shareholders and “walked out” of meetings specifically held to allow him to explain his plans. Thisted v. Tower Management Corp, 409 P.2d 813 (Mont. 1966).

• Director grossly mismanaged project over which he had responsibility. Brown v. North Ventura Rd. Dev. Co., 30 Cal. Rptr. 568 (Cal. App. 1963).

Cases in which adequate cause was not found include the following:

• Director in temporary financial difficulty in independent business. Petition of Korff, 190 N.Y.S. 664 (App. Div. 1921).

• Failure of director to attend board meetings for three months. Halpin v. Mutual Brewing Co., 47 N.Y.S. 412 (App. Div. 1897).

There are, of course, numerous other types of conduct which would justify removal. The facts and circumstances in each particular case will determine if cause exists. Regarding who has the power or authority to remove directors, this will be dictated by the nonprofit corporation statute of the State of incorporation of the association, and the association’s bylaws. In some instances the board itself has this authority, while in other cases only the membership itself can do so. Typically, if an attempt to remove a director using the process called for by law or the bylaws fails, a court will not intervene to order removal.30

Process can be important in the removal of directors. If there is a process identified in the applicable State nonprofit corporation statute, or in the association bylaws or in a policy of the association, that policy must be followed.31 In addition, if removal is to be for cause or if the removal is to be by the board of directors (rather than the membership), there should be adequate due process, including advance notice of the charges and a meaningful opportunity to respond to the charges [see Section 9.04 for a full discussion of the concept of due process].

If a director believes he or she has been wrongfully removed, the director can sue to be reinstated. In fact, often reinstatement is the only viable legal remedy that a removed director has. This is because proving actual damages can be difficult, if not impossible.32

[6] Authority of the Board

As a general rule, the board of directors of an association is charged with full management authority over the internal affairs of the organization and the management and use of its assets.33 That is, the business of the association is exclusively within the province of the board of directors.34

In a nonprofit without members, rarely is the management authority of the board even an issue. Occasionally, however, membership organizations face an attempt by a group of disgruntled members to force the board to take certain action. Typically members do so through some kind of referendum. The courts have made it clear that members have no inherent right to dictate to the board.35 The recourse for dissatisfied members is to remove directors with whom they are displeased and/or elect different representatives. It has been correctly held that “[b]eyond the power to vote for directors and to participate in annual meetings, shareholders have limited direct authority.”36 Of course, there are certain fundamental corporate transactions that members often have a statutory right to vote on, such as a merger or dissolution. In extreme circumstances, even a radical change of fundamental policy or purposes could mandate membership approval even though this may not be expressly required by statute.37

[a]— Taking Action as a Board. Generally speaking, a board exercises its authority only by taking action at a formal and properly called meeting.38 Even if all directors are separately contacted and a majority gives its approval verbally, this is not official action.39 There must be a meeting. The two chief exceptions are actions by boards that are approved by all directors through a written consent,40 and actions that are taken without a meeting but later ratified at a formal meeting.41 It follows as well that a corporation does not act through individual directors, but through the entire board; an individual director has no authority to act or speak for the corporation unless specifically authorized by the board to do so.42

[b]— Dual Governance Structures. Some associations may have a dual governance structure. For example, there may an “assembly” or a “congress” comprised of member representatives, and the bylaws assign to this body certain management authority that normally would reside with the board. In extreme cases, this body may even be able to override the board of directors in certain areas.

Whether or not such a structure is legal will depend largely on the nonprofit incorporation statute of the association’s state of incorporation. Some statutes clearly refer to there being only a single board in which all fiduciary and management authority resides.43 But others specifically allow for some kind of dual structure. Specifically relevant in this regard is Section 8.01(c) of the Revised Model Nonprofit Act (ABA 1987), which states that the articles of incorporation of a nonprofit corporation “may authorize a person or persons to exercise some or all of the powers which would otherwise be exercised by a board. To the extent so authorized any such person or persons shall have the duties and responsibilities of the directors, and the directors shall be relieved to that extent from such duties and responsibilities.” The intent of this section is to accommodate nonprofit organizations that shift significant powers from the board of directors to a representative assembly or convention.44 A number of states have adopted this Section 8.01(c) into their nonprofit corporation codes.45

[7] Committees of the Board

Particularly in the association sector, in which board members usually are volunteers serving without compensation, much of the board’s management authority is delegated to others. Most authority is delegated to a paid staff, but boards also delegate to committees.

State nonprofit statutes expressly permit the delegation of authority to committees, and this power is recognized by the courts as well as being inherent to the board.46 Nevertheless, there can be statutory limitations on any delegation of authority. For example, the Model Nonprofit Corporation Law provides that a committee of the board may not:47

a) authorize distributions;

b) approve dissolutions; merger, or sale of all accounts;

c) elect or remove directors, including filling vacancies; or

d) adopt or amend articles or bylaws.

The fiduciary duty of board members generally applies as well to their service on committees.48 In fact, directors who serve on committees may face increased risk of fiduciary liability. Because committee membership entails greater exposure to, and knowledge of, the organizations’ affairs, the level of care and responsibility of the director/committee member is raised.49 As stated by one court:

Having injected themselves into the more detailed management of the corporation and thereby acquired additional knowledge, [committee members] are charged with that knowledge in judging their conduct.50

This is especially true when a board delegates to a committee responsibility for a specific task or project. Failure to carry out that task in a responsible, non-negligent manner can result in liability for the committee members, while other directors not serving on the committee can escape responsibility: “[T]he diligence required of [committee members] is … greater and the rule of their liability more strict than that of a director not a member of that committee.”51

Finally, it is clear that if the board has the power to appoint the members of a committee, whether the members are directors or not, then the board is presumed as well to have the power to remove people from the committee, even if this removal power is not expressly provided for in any bylaw or other rule.52

[a]— Executive Committee. The executive committee historically has been the most important committee, and even is referenced specifically in most nonprofit corporation state laws. This is because they generally are permitted to act for the board between regular board meetings and in doing so may exercise all powers of the board unless expressly limited by state statutory law.53 In addition, a board also has broad discretion in delegating its authority to others, including an executive committee.54

Unlike some other board committees, usually the executive committee must consist solely of directors, and having non-directors as committee members can invalidate actions of the committee.55

Problems can arise as well if an executive committee is at odds with the full board of directors. While an executive committee may exercise most, if not all, of the powers of the board, it may not do so in a manner designed to usurp the authority of the board. For example, if a board meeting is scheduled and imminent, the executive committee may not meet in the interim to take action, particularly if the motivation is to preempt the board.56

It should be pointed out, however, that in most associations the majority of functions of the executive committee do not involve formal action. Most executive committees exercise one or more of the following functions:

1. Acting as an advisory committee to the chief elected officer;

2. Providing guidance and direction to staff between Board meetings;

3. Acting as the primary reviewer of the performance of staff;

4. Vetting issues so they can be presented to the Board in a thoughtful and organized way;

5. Strategizing as to how to present/handle issues in an upcoming Board meeting;

6. Reviewing the status of the organization between Board meetings;

7. Addressing and acting on issues that need action prior to the next Board meeting;

8. Addressing and acting on issues that should be acted on prior to the next Board meeting even if there is no “necessity” to do so; and

9. Generally taking advantage of the reduced size of the committee and often greater amount of meeting time to discuss and think issues through.

Certainly if something should be acted on prior to the next Board meeting, then, generally speaking, the executive committee should do so for the benefit of the organization. In many instances it is a matter of being politically sensitive to those on the board who may feel that the executive committee may be usurping the board’s power.

[b]— Finance Committee. According to the American Society of Association Executives, at least three-fourths of all individual membership associations have a Finance Committee.

Typical functions of a Finance Committee include:

• oversight of the financial structure of the organization;

• making financial policy recommendations to the Board of Directors;

• review of the financial management policies;

• coordinating the preparation of a budget;

• oversight of the audit, development and investment policies;

• ongoing monitoring of the financial status/performance of the association;

• tracking conformance to the budget (e.g., reviewing periodic financial reports);

• recommending outside advisors (e.g., auditor, investment advisor);

• monitoring performance of investments.

In effect, a Finance Committee is the “eyes and ears” of the Board in between Board meetings.

[c]— Audit Committee. In overseeing the finances of the association, a Board of Directors should interact directly with the association’s outside auditor. This can be accomplished through the executive committee or finance committee, though an association may also establish a separate audit committee as well. To date, the law of only one State—California—requires establishment of an audit committee, and that law is applicable just to charitable corporations with annual revenue of $2 million or more.57 Still, there may be an expectation of an audit committee, at least for larger associations.58

While the California statute referenced does not apply to most associations, its language may be helpful in determining the appropriate parameters for an audit committee:

[A] … corporation [shall] have an audit committee appointed by the board of directors. The audit committee may include persons who are not members of the board of directors, but the member or members of the audit committee shall not include any members of the staff, including the president or chief executive officer and the treasurer or chief financial officer. If the corporation has a finance committee, it must be separate from the audit committee. Members of the finance committee may serve on the audit committee; however, the chairperson of the audit committee may not be a member of the finance committee and members of the finance committee shall constitute less than one-half of the membership of the audit committee. Members of the audit committee shall not receive any compensation from the corporation in excess of the compensation, if any, received by members of the board of directors for service on the board and shall not have a material financial interest in any entity doing business with the corporation. Subject to the supervision of the board of directors, the audit committee shall be responsible for recommending to the board of directors the retention and termination of the independent auditor and may negotiate the independent auditor’s compensation, on behalf of the board of directors. The audit committee shall confer with the auditor to satisfy its members that the financial affairs of the corporation are in order, shall review and determine whether to accept the audit, shall assure that any nonaudit services performed by the auditing firm conform with standards for auditor independence referred to in paragraph (1), and shall approve performance of nonaudit services by the auditing firm. If the charitable corporation that is required to have an audit committee pursuant to this subdivision is under the control of another corporation, the audit committee may be part of the board of directors of the controlling corporation.59

[8] Board Service

The eligibility of an individual to serve on a board usually is straightforward. Criteria, if any, are objective, and matters such as terms of office typically are addressed adequately in the bylaws.

Occasionally, however, questions can arise.

[a]— Successor. For example, may a director succeed himself or herself in office, and for how many additional terms? Unless the articles or bylaws provide otherwise, a director generally is eligible to continue to be re-elected indefinitely.60 This is true even when the bylaws refer to a director serving until his or her “successor” is elected and qualified. That is, under such circumstances, the “successor” can be the same director; it need not be a different person.61

[b]— Ineligibility. Another issue concerns the effect of ineligibility that occurs during a director’s term. That is, if the director meets all qualifications when elected, but subsequently fails to meet those qualifications, does this circumstance result in automatic removal from the board, or is some further action necessary? As a general rule, disqualification and removal are automatic and immediate.

[c]— Resignation. Finally, a number of cases have addressed the resignation of board members and how this may become effective. Unfortunately, there is no universal rule. In some States, the applicable nonprofit corporation statute may dictate how resignations are handled. Some courts hold that in order for a resignation to be effective, it must be formally “accepted” by the board.62 This may be especially appropriate if the resignation is made “in the heat of the moment” and the director soon thereafter changes his or her mind.63 Acceptance also may be necessary if resignation is verbal, not written, or the intent of the director is ambiguous.64

Other courts do not require acceptance by the board,65 but do mandate that the resignation be in writing in order to be effective.66 This is true especially if the applicable state statute refers to resignation in writing.

Still other cases have held that a state statute notwithstanding, verbal notice is sufficient to effect resignation, and no acceptance by the board is necessary.67

Finally, if resignation is given properly and is accepted, or no acceptance is necessary, it cannot be revoked by the director.68 However, if acceptance is necessary, then a resignation may be revoked prior to acceptance.69

If there is a lesson to be drawn from these cases it is that if a director wants to be absolutely sure that his or her resignation is effective, it should be accomplished in writing. Also, if a board wishes to enforce a resignation of a director, especially a verbal one, it should formally accept the resignation, by motion, as soon as possible.

[9] Rules of Operation

Boards are subject to the articles and bylaws of the organization, and generally speaking action taken in contravention of such internal rules renders such action void.70 However, if a bylaw or other rule is ambiguous, the interpretation adopted by the board shall be deemed controlling as long as it is not unreasonable.71

Also, a court may approve a procedure or action that is contrary to the organization’s bylaws or articles, and allow it to continue, on the basis of customary practice.72 But usually the practice must be long-standing,73 and even then a court may give no weight to custom if it would prejudice a party or otherwise work an unfairness.74

[a]— Parliamentary Procedure. In conducting its meetings, a board, at the very least, is required to follow rudimentary parliamentary procedures in the conduct of its affairs. And, of course, if the bylaws identify a parliamentary authority, such as Robert’s Rules of Order, adherence is required.75

Parliamentary procedure is simply the rules by which a meeting is run. There is a “common law” of parliamentary procedure, i.e., widely accepted principles that apply generally in all meetings. But most associations cite a particular set of rules as controlling, such as Robert’s Rules of Order. Robert’s is over 700 pages and can be quite dense. Two groups, the National Association of Parliamentarians and the American Institute of Parliamentarians, sell abbreviated guides that are more user friendly.

Parliamentary procedure is a proven means of making meetings operate effectively and smoothly. Similarly, it embraces the concept of majority rule, while at the same time respecting the rights of the minority to make its views known. In this way, parliamentary procedure promotes fairness and openness, which contributes to a positive atmosphere within which important decisions can be made.

Finally, there is a legal aspect to parliamentary procedure. For courts, process matters. If members have not been treated fairly or if circumstances suggest trickery or heavy-handedness, a court could intervene.

Few associations adhere strictly to parliamentary rules, in every respect. Most use some modified form, often incorporating unique customs that have developed in the association over time. Still, there are some basic rules that should be followed:

1) Every meeting should have a written agenda.

2) The agenda should be adhered to, with items taken out of sequence only as necessary.

3) There must be a quorum present (typically more than one-half of the Board members).

4) Formal action by the Board must be pursuant to a motion.

5) Everyone who wishes to speak to a matter should be permitted to do so.

6) Members may speak only when recognized by the Chair.

7) The Chair should remain impartial, at least in terms of process, and should vote only if it would affect the outcome (e.g., break a tie) or if there is a secret ballot.

8) Decorum should be maintained.

9) Written minutes should be kept.

As stated above, parliamentary procedure should make the process of decision making easier, not serve as an obstacle. As a result, boards need to be somewhat flexible. For example, strictly speaking, a motion is necessary to bring a matter before a board or committee, and absent a motion there is to be no discussion on that issue. But from a practical standpoint, it is often helpful for a body to have an open discussion before a formal motion is developed, and generally this should be allowed.

Another familiar concept is the “friendly amendment.” Under this approach, when a motion to amend is put forth, the persons who made and seconded the original main motion can choose to accept the amendment, rather than going through a full debate and vote on the motion to amend. Use of straw polls can be useful as well. These are informal “votes” to assess the mood or will of the Board so as to better direct the discussion, and even the meeting as a whole. They are not binding but can provide useful guidance. Finally, those who introduce, and second, a motion may be permitted to withdraw the motion if the discussion has revealed little support, or has convinced the motion-makers that a vote is not appropriate.

In sum, parliamentary procedure is vitally important. Properly used, it can result in productive, non-combative meetings that end on time and about which the members feel satisfied that they were given the opportunity to fully participate and contribute.

[10] Conduct of Meetings

[a]— Meeting Agenda. From a practical standpoint, the agenda for a board meeting typically is set by the volunteer Chair and the chief staff officer. From a legal standpoint, however, the agenda is not set until approved by the full board pursuant to a motion, and may be changed also by motion.76 Agendas also have legal significance in that they are evidence of what the board considered at its meeting.77 It is also useful to understand that often “the most important business judgment that is actually made by a board is the judgment it makes about its own agenda.”78 This determines what the board spends its limited time discussing and acting on. Boards that feel that are not being sufficiently productive may simply need to be reminded that “agenda-setting [is] … the single most important … aspect of the board’s work life.”79

[b]— Notice of Meetings. As stated in section 2.06[5], a board usually exercises its authority only by taking action at a formal and properly called meeting. Exactly who may call a board of directors meeting will be set forth in the association’s bylaws and/or in the State nonprofit corporation statute. In most cases, the chief volunteer leader (e.g., Chair or President) has the authority to call a meeting, as does a certain percentage of the board members. Of course, the board itself can schedule its own meetings.

The association’s bylaws or the State nonprofit corporation statute may require a certain advance notice period, though often it is a shorter period than membership meetings. Indeed, in some instances there is no specific advance notice requirement at all. Again, however, the association’s bylaws and State law will control this. This applies to both regular and special meetings.

One other issue relevant to notice is delivery. The bylaws or State nonprofit corporation law may specify how notice of a meeting is to be given, e.g., by first class mail, personal delivery, etc. It is not unusual to find that association’s bylaws, having not been updated recently, do not specifically allow for facsimile or electronic mail delivery.

Regardless of the requirements for calling and notice of meetings, it is important that they be strictly followed. For routine meetings, deviations may be overlooked, but if any business is conducted at a meeting that is not properly called, the actions of the board can be challenged and overturned.80 This is true, for example, if notice is given electronically, and either State law or the bylaws do not allow such delivery.81 However, if a meeting is called improperly and all directors nevertheless participate without raising an objection, or at least do not raise an objection on a timely basis, then directors may be deemed to have waived any right to object.82 Also, the board can, at a subsequent properly called meeting, ratify actions taken at a previous, improperly called board meeting.83

[c]— Attendance. It is well known that board members may attend a meeting via conference call or video conferencing as long as all directors in attendance may hear and communicate with each other simultaneously.84 However, some State statutes allow for conference call meetings only if the Bylaws of the organization provide for them. In such instances, if there is no such bylaw provision, any action taken by the Board at a conference call meeting is void.85 Attending meetings in this way is, from a fiduciary standpoint, no different than attending in person.86 Regarding attendance by non-Board members, this is within the discretion of the Board as a whole.87

[d]— Quorum. As a general rule, a quorum of a board is more than 50%.88 Typically, a higher percentage can be adopted by an organization, as may a lower percentage, i.e., less than 50%.89 Assuming a quorum is present, then typically a majority vote of those actually casting a vote is sufficient to approve action by the Board.90

Quorum requirements usually present a legal issue only when a director leaves a board meeting, thereby destroying the quorum. The issue is whether the meeting continues and the remaining directors can legitimately act.

While the courts are not entirely uniform in their resolution of this issue, most look to the intent of the departing directors. If their motive is, in fact, to destroy the quorum so no further business may be transacted, most courts hold that the meeting may proceed despite the absence of a quorum.91 The purpose of a quorum requirement, the cases state, is to ensure a sufficient number of directors attend a meeting, but it is not meant to be used by directors as a mere tactic to prevent a board from taking action.92 In fact, some courts take the view that attendance at meetings is not a privilege but a duty, and those who leave, especially to defeat a quorum, are not performing their legal duty.93 However, if there is no improper motive, losing the quorum means that no business, except adjournment, may be conducted.94

Notwithstanding the above, if the bylaws of an association specifically address maintaining and losing a quorum, then intent may not matter.95

[e]— Participation. All duly elected directors must be permitted to attend Board meetings.96 All directors are entitled to participate in a board meeting and must be “treated with fairness and good faith.”97 This means, most fundamentally, that full discussion must be permitted,98 and when a vote is taken all directors with voting authority are permitted to vote. Additionally, while a board may not be required to follow a recognized authority of parliamentary procedure, such as Robert’s Rules (unless the organization’s bylaws require it), at the very least a board should adhere to generally accepted parliamentary procedures,99 with respect to such rudimentary items such as nominations, motions, debate, voting, etc.

The right to participate and to debate also includes the right to be a “gadfly.” Certainly a board may insist on orderly proceedings, and someone who is truly disruptive or obstructionist may be removed.100 But “consistent and vigorous advocacy” by a director of unpopular policies or actions, even if those policies or actions are deemed by the other directors to be “adverse to corporate interests” or otherwise ill-advised, is not grounds for discipline.101 As observed by one court, “The principle that all directors have equal rights … to participate fully in board proceedings is well established … [including] … to participate in board deliberations and decisions.”102 In fact, such participation may be necessary to satisfy a director’s fiduciary obligations: “[directors] are entitled to opinions independent from the other [directors] and must voice them when they believe something is wrong … . Persistence and persuasion are the characteristics to be invoked to correct perceived error.”103

[f]— Executive Session. It is generally held that a board of directors has the inherent authority to go into “executive session” in which it may exclude, or invite to stay, any non-directors that the board chooses.104

[11] Size of Board

Every state nonprofit corporation law establishes a minimum number of persons who must comprise a board, typically ranging from one to three. There is generally no maximum.

Occasionally the question is raised regarding whether there is an optimal size of an association board of directors. There is a general view that, from a fiduciary standpoint, a board that is large (e.g., above 25) may be unable to properly supervise the management of the association. As succinctly stated by a U.S. Senator to the President of a nonprofit organization, “When everyone is in charge, no one is in charge.”105 A fuller articulation appears in a governance report to another nonprofit organization:

“Generally, the nonprofit sector, like the commercial sector, has come to recognize that smaller boards—which meet more frequently and have standing committees focused on particular issues relevant to the organization—are more effective than overly large boards which meet infrequently, often by telephone, and whose members sometimes regard board service as an honorary function … . [A] 40-member board could not govern effectively, no matter how qualified the members were; there were simply too many of them to operate as a modern, hands-on board.”106

Although generally ‘best practices’ suggest that boards of both commercial and nonprofit organizations should range in size between 9 and 15 members, there is little empirical proof of an ideal number.

The IRS Form 990 Information Return specifically asks associations to identify the size of the Board.107

[12] Voting

Assuming a quorum is present, then the board acts by vote of majority of those present and voting,108 though certainly a bylaw or policy may mandate a greater number.

One issue that often arises in board voting is the ability of board members to vote by proxy. The general, long-standing rule is that a director must be physically present (in person or via telephone) at board meetings and may not vote by proxy.109 The best reason for this rule is that directors are appointed not just to vote but to deliberate and discuss, and a vote by proxy does not have the benefit of that deliberation.110

There are exceptions to this general rule, however. For example, at least two state nonprofit statutes expressly allow for proxy voting under certain circumstances for nonprofits incorporated under those laws.111 Also, some courts have allowed proxy voting based on custom, i.e., a long and continuous practice.112

[13] Minutes

[1] Introduction

When the Internal Revenue Service began its investigation of the National Association for the Advancement of Colored Persons (NAACP) in October 2004 based on charges of improper political activity, one of the IRS’s first document requests was for minutes of NAACP Board of Directors and Executive Committee meetings. This, in fact, was to be expected. Whenever a nonprofit organization is named in a lawsuit or is the subject of an investigation, whether the opposing party is a private litigant, the federal government, or a State attorney general, the minutes of board and other meetings are sought and closely scrutinized.

Indeed, the Internal Revenue Manual113 itself provides the following instruction to examining agents:

• The minute book [of an exempt organization] usually provides a summary of the activities conducted during the year. A review of the minute book may also give an indication of the thinking and intent of those controlling the organization.

• [When reviewing minutes], do not confine your review solely to the taxable year under examination. Cover at least some of the tax years immediately before and after. Expand your review as circumstances warrant.

• Review the minutes of any committees that maintain separate minutes.

On the IRS Form 990 Information Return, associations are required to state whether minutes or other contemporaneous record of board of directors and executive committee meetings are maintained.114

[2] Strategic Drafting of Minutes

Probably the best example of how the drafting of minutes can harm, or help, an association embroiled in a legal dispute was a lawsuit against the members of a board of directors in which the board members were accused of negligence in approving a top executive’s employment agreement and compensation package.

The plaintiffs alleged that the Board members approved the contract without having sufficient knowledge of its terms and used as evidence Board minutes which seemed to indicate that the Board spent very little time considering the arrangement. As stated by the court:

The minutes of the meeting were fifteen pages long, but only a page and a half covered [the executive’s possible employment]. A portion of that page and a half was spent discussing [a different topic]. According to the minutes, the Board did not ask any questions about the details of [the executive’s]: salary, stock options, or possible termination. The Board also did not consider the consequences of a termination, or the various payout scenarios that existed. Nevertheless, at that same meeting, the Board decided to [hire the executive].115

This case, and others like it, demonstrate the importance of drafting minutes that can be used as evidence to show that a board at all times acted appropriately and in particular gave important issues due consideration. While it not necessary, and in fact is ill-advised, to have minutes that resemble a transcript, key phrases such as, “after a lengthy discussion” or “following much deliberation” can be quite useful.

Other steps include:

• Summarize or cite reports and other information provided to the Board, and attach copies to the minutes.

• Describe alternatives considered by the Board in reaching major decisions, as this demonstrates diligence.

• Be careful about word choice, e.g., “discussion” is preferable to “argument,” and saying the Board reached a “compromise” might suggest they made a poor decision for the sake of placating a particular faction. Of course inflammatory adjectives should be avoided altogether.

• Try to follow the same format or style of minutes for each meeting. A sudden change or aberration could raise unnecessary suspicions as to why the routine was not followed with respect to a particular meeting.

Finally, a person serving as counsel to, or an executive of, a nonprofit organization in attendance at a Board meeting, who notices that the Board is not giving sufficient attention to a matter, may wish to raise even obvious issues or ask basic questions simply to have them, and any ensuing discussion, reflected in the minutes.

[3] Basic Corporate Law Rules

Most State statutes require nonprofit organizations to maintain minutes of meetings of the board of directors (as well as membership). A typical statute will require that each nonprofit corporation “shall keep minutes of the proceedings of its members, board of directors and committees having authority of the board of directors.”

Of course, there are also very practical reasons to maintain minutes of board meetings, the most basic of which is to have a written record of actions of the board of directors. In fact, the purpose of minutes of a corporation is to transcribe into permanent and official form the actions at a board of directors meeting.116

Minutes are also used to prove what action was in fact taken by a board of directors. Corporate minutes are prima facie evidence of the proceedings that transpired at a meeting and are admissible in a court proceeding as such evidence.117 Other evidence can be introduced in order to rebut what is contained in the minutes in order to prove that the minutes do not reflect what in fact occurred, but the burden is on the person attacking the minutes to prove that they are incorrect. Minutes are also important to prove that a meeting was valid. For example, if someone challenges the validity of an entire meeting on the basis of a lack of a quorum, such a challenge may succeed if the minutes do not explicitly state that a quorum was in fact present.118 Also, if an action by the Board is not recorded in the minutes, that action may be voidable.119

While minutes can be signed, such as by a secretary, they need not be.120 In addition, a board has the discretion to amend or correct minutes in order to ensure that they accurately reflect the facts.121 Standard practice among nonprofit organizations is for minutes to be prepared sometime after the meeting and then have the minutes approved by the board at a subsequent meeting. This is a well-accepted method of operation.122 It should be noted in this regard that voting to approve minutes is not tantamount to approving or ratifying the actions taken at the meeting in question.123 Approving minutes simply acknowledges that the minutes accurately reflect what transpired.

It also should be noted that while minutes are prima facie evidence of what occurred, failure to include a certain matter or to reflect action taken in written minutes does not invalidate that action,124 and it can be proven in other ways, such as testimony of individuals who attended the meeting, informal notes, etc.125

One issue that organizations continually struggle with is the amount of detail that minutes of a board meeting should contain. Some minutes are very short, essentially reflecting only motions that were past. This is sufficient legally,126 and has the advantage of brevity. At the other extreme, some minutes can look like an almost verbatim transcript of what transpired. Having some detail, can be very useful under certain circumstances, for example, as stated above, if a board wishes to demonstrate that it did deliberate at length with respect to a particular issue, or if a board wishes to memorialize the fact that it granted due process to an individual subject to a disciplinary proceeding, or that the board legally and adequately dealt with a conflict of interest situation, then minutes should be written to reflect that. But as stated by one court:

In recording the minutes of a directors’ meeting, the secretary, though under an obligation to keep the minutes faithfully, is not obligated to include everything that is said in the minutes as long as what has taken place is accurately transcribed.127

Another court128 opined on the legal requirements with respect to what must be included in minutes as follows: “The purpose of minutes is to provide a record of the actions taken by a board and evidence that the actions were taken according to proper procedures. If no action is taken, no minutes (other than a record that the meeting occurred) are necessary.” Citing Robert’s Rules of Order, the court further stated: “Generally, the minutes should contain mainly a record of what was done at the meeting, not what was said by the members. Their purpose is to reflect matters such as motions made, the movant, points of order, and appeals—not to show discussion or absence of action.”

From a practical standpoint, meeting minutes should include the following:129

a. Date, time, and place of meeting.

b. Indicate whether proper notice was given for the meeting, or whether notice was waived by the participants.

c. Whether the meeting is a special meeting or a regular meeting.

d. Names of all attendees.

e. Whether or not a quorum is present.

f. Departures and reentries of attendees.

g. Actions taken.

h. Upon request, directors who vote in the negative or abstain on motions.

i. A brief summary of reports given or reference to an attached written report.

[4] Access to Meeting Minutes

Minutes of association meetings are, generally speaking, discoverable in litigation against the association or against its members.130 In addition to discovery in litigation and governmental investigations, it is important to bear in mind that almost every State statute relating to nonprofit organizations has a provision allowing for access by members to certain records of the association. The kinds of records available vary under these laws, but generally include minutes of board and membership meetings. In addition, under many statutes, the member seeking the records must have a “proper purpose” for doing so. Courts have defined this term rather broadly, evoking it to block a request for access to records only when it appears that the member wishes to use the information to the detriment of the organization (such as to form a competing organization); to gain a commercial advantage (e.g., by using the membership list to market a product or service); or simply to engage in a harassment campaign against the organization.

One of the basic purposes for wanting to inspect the records of an association is to ensure that the organization is acting in a manner consistent with its nonprofit objective and, if applicable, its tax-exempt purposes. Other general purposes found to be proper include concerns about mismanagement and specific improper transactions.

In one case,131 certain former members of a nonprofit organization who had been deprived of their membership rights when the organization’s bylaws were amended, were permitted to inspect minutes of certain committee meetings relevant to the adoption of those amendments, and were entitled to a current membership list so that they could communicate their concerns to other members. The overall purpose of the request for the documents was to assist in an effort to repeal the bylaw amendments, and, the court held, that is a proper purpose.

[14] Online Board Action

With increasing frequency, board of directors of nonprofit organizations are seeking to take action electronically. This means, specifically, voting online and perhaps even meeting online. There are significant obstacles, however, to these online actions, primarily in the form of State nonprofit corporation statutes. As discussed above, a fundamental principle of nonprofit corporate law is that a board may act only by taking formal action at a meeting.

Thus, for example, if a board chairperson speaks individually with every board member, and they all express their assent to a particular action, the action has not been authorized. There must be an actual meeting. Of course, this would prohibit not only voting by email, but voting by fax and by regular mail ballot as well. The rationale for this rule is that the function of directors is not simply to register a vote. Rather, they are supposed to discuss and deliberate on issues. By sharing their wisdom and debating issues, it is thought that the best decision can be made.

Again, as discussed above, most, State nonprofit corporation laws allow any or all board members to be “present” at a board meeting by virtue of a telephone. Again, the District of Columbia statute is typical: “[A]ny or all directors may participate in a meeting of the board of directors or a committee of the board by means of conference telephone or by any means of communication by which all persons participating in the meeting are able to hear one another … .”

The key requirement, of course, is that all directors must be able to “hear” one another. Strictly speaking, therefore, this would not include any kind of email or other online action. In fact, all State nonprofit corporation statutes were written long before the advent of email.

The one exception to the basic rule that the board may take action only in the context of a bona fide meeting is that directors may act without a meeting if they do so by unanimous written consent. Again, this is reflected in all State statutes.

The nonprofit corporate laws of a few States allow boards to meet and transact business electronically. The California Nonprofit Mutual Benefit Corporation Law states that “members of the board may participate in a meeting through use of … electronic transmission.”132 Minnesota has adopted a similar law.133 This statute provides that “Any meeting among directors may be conducted solely by one or more means of remote communication through which all of the directors may participate in the meeting.” In other words, the usual requirement that all directors must be able to “hear” each other is not required under Minnesota law.

The Ohio Revised Code allows nonprofit boards to meet “by means of authorized communications equipment,” which is defined as “any electronic means [that] allows all persons participating in the meeting to contemporaneously communicate with each other.”134 Illinois is to the same effect.135

The Oregon statute governing nonprofit corporations allows Board members to conduct a meeting using “any means of communications” in which the directors may “simultaneously hear or read each other’s communications during the meeting” and “each participating director is able to immediately send messages to all other participating directors.”136

So, to summarize: (1) online meetings are not permitted in the vast majority of States; and (2) other board action, such as voting, is not permitted online (or via mail ballot, fax, etc.).

It is anticipated that eventually all States will revise their nonprofit corporation statutes to allow nonprofit organizations to take full advantage of available technology. In the meantime, there is a viable and legitimate, though not complete, solution: A board could proceed in a manner that best facilitates board action, including an online meeting via a listserv or other email-type process, and including voting by email ballot (or, again, by fax, regular mail ballot); on the condition that, whatever action the board takes outside of a formal meeting, this action is then approved at the board’s next formal, proper meeting.

The concept of curing procedural defects in a board’s action is well-founded and accepted in the law. The leading case is Muschel v. Western Union Corp.,137 in which a board successfully defeated a lawsuit alleging that the board had actedwithout due deliberation. The board did this by holding another board meeting in the midst of the litigation and undertaking all necessary deliberations (though still reaching the same conclusion). According to the court, this removed the basis for the suit against the directors.

There are two caveats to this proposed solution.

First, if a board action is likely to be controversial or could result in litigation, then that action should only be taken at a proper meeting. In such cases, possible grounds for procedural objections or challenges should be removed. Examples of kinds of actions that are best handled through a formal meeting include disciplinary proceedings against a director or member, and significant corporate actions such as a merger or other corporate restructuring.

Second, it is important to understand that when the board formally meets and addresses actions already taken without a meeting, the board is not ratifying what was previously done. A board cannot ratify something that was procedurally flawed to begin with. Rather, the board must take the matter up directly and have, in effect, another vote. Ideally, there would be little discussion since the matter has already been addressed and approved. This may seem like form over substance, but the difference between ratification and reconsideration or revisiting is a legally significant distinction.

[15] Compensation of Directors

There is no prohibition on compensating members of an association of Board of Directors, whether in federal tax law or nonprofit corporate law. In fact, many State nonprofit corporation statutes explicitly allow for it.138 This practice is unusual in trade associations, but not uncommon in other kinds of nonprofit organizations, in particular medical societies. While, as stated, this is not prohibited, the level of compensation must be fair to the association.139 In addition, compensating directors may have certain unintended consequences.

For example, the Federal Volunteer Protection Act extends limited immunity from civil liability only to non-compensated volunteers.140 As a result, any director who is paid would lose the shield to suit that the Act provides. This is true of many State laws as well.141 In addition, an association directors and officers insurance policy may define covered directors as those who serve without compensation.

It should be pointed out that reimbursement of expenses incurred by Board members in attending meetings is not considered “compensation,”142 nor does it necessarily implicate an association’s conflict of interest policy.143 No tax withholding or issuance of an IRS Form 1099 is required for board expense reimbursement payments.144

[a]— “Value” of a Board Position. Does a Board position have any measurable monetary value? That is a relevant question in many respects, including implications as to challenging elections, removal, etc. The standard argument that serving on a Board can increase job or consulting opportunities, while often true, may not succeed in a legal action since the actual amount of money foregone due to removal very likely will be found to be speculative.145 And if a removed director wishes to recover money damages on any other basis, that will face an even greater evidentiary burden.146
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§ 2.07 Procedural Irregularities

On occasion an association may commit some procedural irregularity, such as not following procedures exactly in amending a bylaw or not providing the proper notice for a meeting. The impact of such a circumstance will vary depending on the facts of the case. For example, a court may hold a deviation to be of minor significance, while under other circumstances, it may void the action taken.1 On the other hand, a material procedural irregularity can void the action taken.2 It does appear, however, that the passage of time will affect procedural irregularities. That is, anyone who wishes to complain must do so on a timely basis. What is “timely” also may vary depending on the circumstances, but certainly it would not exceed the applicable statute of limitations for breach of contract.3


Footnotes:

1 E.g., In re The Lord’s New Church, 2003 Pa. Commw. LEXIS 43 (Pa. Cmwlth.) (notice of special board meeting provided two days prior to the meeting, rather than five days as required by statute, voided all actions taken at the meeting).

2 E.g., Park West Condominium Association v. Deppe, 153 P.3d 821 (Utah 2006) (bylaw amendment that did not receive sufficient votes mandated in bylaws could not be adopted).

3 Kappa Sigma Fraternity v. Kappa Sigma Fraternity, 587 S.E.2d 701 (Va. 2003).


§ 2.08 Governing Law

Associations, like all “business” entities, are subject to a myriad of federal, state, and local laws. But with respect to the internal operations, or “internal affairs” of the associations, generally the law of the State in which the association is incorporated is considered to be the governing law.1 “Internal affairs” typically includes governance issues, fiduciary obligations, membership, and indemnification.


Footnotes:

1 Davis & Cox v. Summa Corp., 751 F.2d 1507 (9th Cir. 1985). See Weiss v. Kay Jewelry Stores, Inc., 470 F.2d 1259, 1268 (D.C. Cir. 1972); Wilshire Oil Co. v. Riffe, 409 F.2d 1277, 1283 & n.16 (10th Cir. 1969); see generally Conflict of Law Second § 302, 309 (1971).


§ 2.09 Freedom of Information Act Requests

On occasion an association may receive a request for information by a third party who mistakenly believes that the association is subject to the federal Freedom of Information Act (“FOIA”) or to a State freedom of information act. Typically this incorrect assumption is based on the fact that the association has some involvement with the government such as receipt of government grants, performance of government contracts, etc. However, such activities in no manner subject an otherwise private association to federal or State FOIAs.1

The federal FOIA applies to federal agencies, i.e., “any executive department, military department, Government corporation, Government controlled corporation, or other establishment in the executive branch of the Government (including the Executive Office of the President), or any independent regulatory agency.” 5 U.S.C. § 552(f). “[A]n entity clearly outside the executive branch would not qualify even if it could otherwise be shoehorned into the concept of a ‘Governmental controlled corporation.’ ”2 In short, to qualify as an agency under, an entity must be an “establishment in the executive branch.” An entity clearly outside the executive branch cannot be “shoehorned” into the category of a “Governmental controlled corporation.”


Footnotes:

1 See Gautreaux v. Internal Med. Educ. Found., Inc., 2011 Tenn. LEXIS 205 (Feb. 28, 2011); Lazaridis v. US Dept. of Justice, ___ F.Supp. 3d ___ (D.D.C. 2010); Forsham v. Harris, 445 U.S. 169, 179–180, 100 S. Ct. 977, 63 L. Ed. 2d 293 (1980) (holding that private grantee of federal agency is not itself subject to FOIA); Missouri ex rel. Garstang v. United States DOI, 297 F.3d 745, 750 (8th Cir. 2002) (“The provision of federal resources, such as federal funding, is insufficient to transform a private organization into a federal agency.”); Public Citizen Health Research Group v. Department of Health, Education & Welfare, 668 F.2d 537, 543–544 (D.C. Cir. 1981) (stating that medical peer review committees are not agencies under FOIA); Irwin Memorial Blood Bank of San Francisco Medical Soc. v. American Nat’l Red Cross, 640 F.2d 1051, 1057 (9th Cir. 1981) (determining that American National Red Cross is not an agency under FOIA); Rogers v. United States Nat’l Reconnaissance Office, No. 94-B-2934, slip op. at 7 (N.D. Ala. Sept. 13, 1995) (observing that “[t]he degree of government involvement and control over [private organizations which contracted with government to construct office facility is] insufficient to establish companies as federal agencies for purposes of the FOIA”); cf. Dong v. Smithsonian Inst., 125 F.3d 877, 879 (D.C. Cir. 1997) (holding that the Smithsonian Institution is not an agency for purposes of the Privacy Act of 1974 (5 U.S.C. § 552a (2000)), as it is neither an “establishment of the executive branch” nor a “government-controlled corporation”).

2 Dong v. Smithsonian Inst., 125 F.3d 877, 879 (D.C. Cir. 1997).


§ 2.10 Legal Audits

With the explosion of federal and state regulation over the last several decades, a legal audit of your association operations is advisable. The most valuable result of an association legal audit is that it gives the organization a total overview of its activities, thus providing an opportunity to address issues that have emerged since the last audit (if there was one); discard policies and procedures that address dead or dormant issues; and harmonize the various forms of doing business so that the association is not tripped up in inconsistencies or contradictions.

A complete legal audit will entail a review not only of the association’s written documents (personnel manuals, procedures manuals, board resolutions, etc.), but also of its unwritten policies and procedures. Oral traditions and custom, habit, or practice, even if not in writing, can create liability as certainly as written documents can.

The following is a brief summary of the major areas that should be looked at in a legal audit.

[1] Corporate Documents

The association’s articles of incorporation, bylaws, board resolutions, board books, and minutes should be reviewed. Has the identity of the registered agent changed, for example? Has current practice been consistent with the bylaws? Have the bylaws been amended so many times that instead of presenting a logical, understandable, and workable set of rules, they have become an unruly patchwork of ad hoc responses to the whims or problems of boards and officers long gone? Has the association moved? If so, does it still make sense to maintain as a legal domicile the place where the association came from, or should it dissolve and re-incorporate in its new home?

An audit of the corporate documents will also certainly verify that the association has a notice of its tax exempt determination letter on file from the IRS.

Nor should state documents be overlooked: for example, a copy of the state’s certificate of incorporation; license to do business; registration as a foreign corporation (if incorporated in another jurisdiction); tax exemption letters and other documents.

[2] Real Estate Documents

Documents that have long time-lines should be pulled up for review every once in a while. For example, a ten-year lease may provide for painting every three years or may require notice of intent to quit or renew 18 months out or longer. Are you due for a paint job? Are there any notices either due from the association to the landlord or from the landlord to the association? Subleases and contracts for storage space should not be overlooked. If the association owns its own building, periodic review of service contracts may be suggested (e.g., with maintenance people). The association should verify that it has a current and correct certificate of occupancy and is complying with zoning, building and fire code requirements.

[3] Insurance Policies

One extremely important area for an association legal audit is the association’s insurance policies. Some of the fundamental issues to be reviewed are these: What types of insurance policies does the association currently carry (e.g., general liability, officers and directors, libel and slander, automobile)? Is there a risk that is not insured that should be (e.g., convention cancellation, certification programs) or is the association paying for insurance that it does not need? Are the limits of coverage adequate? Are new developments covered (e.g., new publications, subsidiaries, foundations)?

[4] Tax Forms

It is surprising how many associations, for whatever reason, fail to file information returns (such as the 990) required by the IRS. If this comes to the IRS’s attention, the association can be liable for thousands of dollars in fines. What sort of activities is the association engaging in? If any involve unrelated business income, additional forms have to be filed with the IRS.1 The association, in the course of its audit, should also assure itself that its CPAs are filling out forms and calculating taxes correctly. Sometimes, if a CPA firm is not particularly expert in nonprofits, it may simply use the rules or methods it is familiar with from its for-profit practice, to the disadvantage of the nonprofit association.

[5] Personnel Forms

Certainly a major part of any association’s operations, and a major source of potential liability, is its personnel policies and procedures, so particular attention should be paid to this aspect of the audit. Prime targets for review are application forms (with the new Americans with Disabilities Act,2 these may have to be rewritten), job descriptions (again, very important under the ADA) and personnel manuals. Legally sufficient sexual harassment policies are also essential.3

Within the personnel area, a little understood, but extremely important dimension is compliance with the Fair Labor Standards Act, particularly as it applies to the correct classification of employees as “exempt” (and therefore not eligible for overtime) or “nonexempt” (and therefore entitled to overtime for hours worked in excess of 40 per week). Many associations, without even being aware of it, are misclassifying nonexempt employees as exempt, only to discover their error after being audited by the Wage and Hour Administration and fined thousands of dollars in unpaid overtime compensation claims.

[6] Other Regulatory Matters

There are a host of workplace statutes and regulations, on both the federal and state level, that associations, as employers, must comply with, and any audit will want to include an examination of these points. Examples are whether there are any Occupational Safety and Health Act requirements to be complied with, executive orders or affirmative action plan (if the association is a federal grantee) forms to be filed, workers compensation, unemployment insurance, posting requirements (e.g., notice of nondiscrimination).

[7] External Operations

Documents, procedures, and policies pertaining to external operations should also be reviewed. For example, if the association endorses any services or products, the agreements should be reviewed. The scope of such activities should be noted: although unlikely, if an association becomes so heavily involved in providing services and benefits, it runs the risk of losing its tax exempt status. There have been some cases, again rare, so undue alarm or concern is not justified, where the IRS has determined that so much of the association’s income and effort was devoted to insurance programs that it was not carrying out its tax-exempt purposes.

Documents pertaining to standards setting, certification, and enforcement of discipline and ethics codes should certainly be reviewed to insure they are within legal tolerances. So should policies for admitting, expelling, and disciplining members.

[8] Membership Services

Certainly, the lifeblood of any association is its membership services, so that a legal audit will not want to overlook this aspect of the organization. Forms that should be reviewed include application forms, dues forms (for example, does the dues form contain the mandatory IRS notice concerning deductibility of dues?), brochures, programs, advertisements for association-sponsored or endorsed products (insurance, affinity cards, leasing and equipment deals) and membership publications.

Within member services, hotel and convention activities are obviously vital. Therefore, a legal audit should include review of hotel, convention, exhibitor and decorator contracts, with a view toward suggesting common, recurring issues that should always be addressed with standard clauses (e.g., indemnification clauses, cancellation clauses).

[9] Conclusion

As the foregoing suggests, an association legal audit may entail a days-or weeks-long project, akin to an annual financial audit. The expertise of various types of professionals may be called for: insurance experts, accountants, lawyers, health and safety experts. Different fields of expertise may be called for within each discipline: for example, personnel areas reviewed by a specialist in employment law; tax and corporate areas reviewable by a tax and/or corporate attorney or CPA. Despite the costs in terms of money and time that must necessarily be expended in conducting a legal audit, the potential benefits are very often worth the cost.


Footnotes:

1 See § 15.09, infra.

2 See § 11.03, infra.

3 See § 11.05[3][a], infra.


§ 2.11 [Reserved]

§ 2.12 Relationship Between Parent Association and Its Chapters

The relationship between a national association and its regional, state, or local units, as well as the relationship of those units to third parties, can give rise to numerous legal issues cutting across many areas of the law.

[1] Contractual Nature of Relationship

From a legal standpoint, the basic relationship between a national association and its chapters is a contractual relationship.1 In many cases, there is an actual written contract in the form of a chapter or affiliation agreement. This agreement, a sample of which is included in [9], below, may cover the general understanding between the two organizations in various areas, including reporting requirements; financial matters; and use of the national’s name.

As a general proposition, courts will treat chapter agreements as bona fide legal contracts, and enforce them as such.2 Even if there is no chapter agreement, a chapter will be bound by its own articles of incorporation and bylaws.3 If those documents obligate the chapter to follow the articles, bylaws, or other rules of the parent association, then the chapter must in fact do so,4 and if they say that the chapter has no separate existence but instead is an integral part of the parent association, then the chapter cannot maintain to the contrary.5

If there is no actual piece of paper in the nature of a traditional contract, then the contract terms controlling the relationship between the national association and a chapter will be derived from other sources, such as bylaw provisions or chapter guidelines developed by the parent. It should be noted, however, that the absence of a chapter agreement can make the parent—chapter relationship somewhat vague from a legal standpoint. Also, without a formal agreement, it may be difficult for a parent association to control a chapter, with the exception of the threat of disaffiliation.

In order to escape the control of the national organization, a chapter may argue that, as a separate corporation, it is autonomous and subject only to the laws of the state in which it is incorporated. The chapter may even adopt a bylaw that purports to invalidate any agreement or other tie to the national.

In most cases, however, such efforts will fail. If there is a clear agreement in the form of a charter or other contract with the national, it will be enforced despite a chapter’s efforts.6

[a]— Chapters as an Integral Part of the Parent.

There is one key exception to the general rule, discussed above, that parent associations and their chapters are in a contractual relationship. Some national associations make the conscious decision to have their chapters be integral parts of the national association itself, and not separate entities. They are, in effect, the equivalent of a department of the association. They are not separately incorporated, do not have their Taxpayer/Employer Identification Number, are not registered to do business in any jurisdiction, etc. Under such circumstances, they truly have no separate legal existence and are considered to be a part of the national association from a legal standpoint.7

[2] Governance

In many associations, local chapters select persons to serve on the national board of directors. While these representatives perhaps have a particular appreciation for the concerns of the chapters and can assist the national board in understanding those concerns, these directors are not simply advocates for the chapters. In fact, these directors have a very clear fiduciary duty to the national organization, on whose board they sit.

As stated by one court: “To be specific, there is a duty of loyalty which requires directors-trustees not to act in their own self-interest when the interests of the corporation will be damaged thereby. This duty of undivided loyalty applies even though the members of the board may also serve on subsidiary bodies or groups which make up the constituent elements of the corporation.”8

[3] Trademark Issues

It is standard practice for the name of an association chapter to include the name of the national association, for example, the “Mid-Atlantic Section of the ABC Association.” This rarely presents legal problems except when there is a dispute between the association and the chapter resulting in disaffiliation of the chapter from the national. Regardless of who initiates that disaffiliation, the parent association is not going to want the chapter to continue to use the national’s name. In most cases, the national will have superior rights to that name, and can take successful legal action to prevent further use of the national’s name by the chapter.9 Further, it has been properly recognized that the potential harm to the parent association of unauthorized use of its name is greater when the unauthorized user is a former affiliated entity, than if the unauthorized user were an entirely independent organization.10 This is because that former affiliation will likely cause the public to continue to assume the two organizations are still related.

Ideally, the parent will have taken all necessary precautions with respect to protection of the name or other trademarks, e.g., with respect to federal registration. It should be noted, however, that circumstances may arise in which a court refuses to compel a disaffiliated chapter to discontinue use of the parent’s name. This may arise, for example, if the chapter has been in existence for many years, and/or if the national does not take swift action in this regard.11

This also highlights the importance of a formal chapter agreement, which can provide that upon disaffiliation for any reason, the chapter shall cease using the national’s name in any manner. An affiliation agreement can also dictate exactly how and under what circumstances a chapter may use the parent association’s name.12

[4] Taxation Issues

Organizations that consider themselves eligible for exemption from federal income taxation, whether under Section 501(c)(3) or Section 501(c)(6) of the Internal Revenue Code, must apply for such exempt status from the Internal Revenue Service. This rule applies to national associations and local chapters. Organizations may not presume to be exempt absent of determination to that effect from the IRS, nor may chapters presume to be exempt or claim exemption based upon the tax exempt status of their parent association. Accordingly, individual chapters must file the IRS Form 1023 or 1024 application for tax exempt status.

In order to relieve the chapters of the obligation to apply for exempt status, and less often as a means of controlling chapters, a national association may apply for a group exemption ruling. Such a ruling, if granted, applies to all chapters in existence at the time of the ruling as well as those that come into existence afterwards, assuming that such chapters are otherwise in compliance with the Internal Revenue Code provisions applicable to exempt organizations.13

A national organization can file a consolidated Form 990 on behalf of its chapters, but it is not required to, even if there is a group exemption. If the national does not file on behalf of the chapters, then each chapter must file on its own. At the very least, a chapter will have to file the Form 990-N, which is for organizations with $50,000 or less in annual gross revenue.

[5] Antitrust Issues

As a condition of membership in the national association, many associations require membership in a local chapter. This practice, in all likelihood, is entirely legal. To date, there is only one reported decision that calls this kind of linking of chapter and national memberships into question, and the decision is favorable to associations.14

The argument against such an arrangement is based upon the antitrust prohibition against so—called “tying” arrangements. Generally speaking, a tying arrangement occurs when customers wishing to purchase one product are required by the supplier to also purchase a second product—usually something that customers do not desire. In this manner, suppliers can use market or even monopoly power with respect to one product to create market or monopoly power with respect to another product. In the chapter context, the argument is that the national association is unlawfully tying national membership to a second product, chapter membership. As stated, this argument has yet to succeed legally and should not discourage associations from linking memberships in this manner.

Of course, if a chapter is itself involved in behavior violative of the antitrust laws, and the national participates in the conduct as well, then both entities are liable.

[a]— Territorial and Price Restrictions. Many associations have territorial restrictions for their chapters. That is, the association may only charter one chapter in a particular State or other jurisdiction. As a general rule, that is entirely legal and appropriate. However, if the association attempts to prevent the chapters from competing with each other outside of their assigned territories, this may raise important antitrust issues.

For example, the U.S. Department of Justice successfully challenged an association that enforced territorial restrictions on its state affiliates.15 Each of the association’s State affiliates were prohibited from offering their services and products outside of the their state jurisdictions. If they violated that restriction, they could be disaffiliated. The Department of Justice found this to be an unlawful territorial restriction that restrained competition among the affiliates, and the association entered into a consent decree in which it agreed to discontinue the restrictions.

If an association and its chapters are truly independent entities, it can be illegal for the association to mandate the prices for products and services offered by its chapters.16

[b]— Parent-Chapter “Conspiracies”. Can a parent association and one of its chapters “conspire” to violate the antitrust laws? Certainly two wholly independent entities are capable of conspiring. But in the for-profit arena, often a parent company and one of its subsidiaries cannot legally conspire if they are sufficiently closely related. In The Jack Russell Terrier Club of Northern California v. The Jack Russell Club,17 a federal appeals court held that a national association and its chapter share a “common economic interest and [no] divergent interests” and therefore are legally incapable of conspiracy to violate the antitrust laws.

[6] Political Activity

The Federal Election Campaign Act (“FECA”) generally prohibits corporations, including associations, from participating in federal elections. FECA also limits contributions by individuals to political action committees ($5,000 per committee), and by political action committees to candidates ($5,000 per candidate).

The specific challenge presented is that the Federal Election Commission (“FEC”) may deem the national association’s PAC and a chapter’s PAC to be “affiliated,” in which case the PACs share the limitations referenced above.

The factors that the FEC will consider include:

• Authority or ability of one organization to participate in the governance of another organization through provisions of constitutions, bylaws, contracts or other rules, or through formal or informal practices or procedures;

• Authority or ability to hire, appoint, demote, or otherwise control the officers or other decision-making employees or members of another organization;

• Common or overlapping membership between organizations indicating a formal or overlapping relationship between the organizations;

• Common or overlapping officers or employees, indicating a formal or ongoing relationship between the organizations; and

• An active or significant role by one organization in the formation of another.18

[7] Disaffiliation

If there is an affiliation agreement between a parent association and a chapter, this document may address the issue of disaffiliation. But it depends on the nature of the relationship of the parent and the chapter. At the very least, the chapter should not be able to keep using the parent association’s name if the chapter seeks to disaffiliate. The parent may be required to give the chapter some due process before the parent effects disaffiliation.19 Finally, if the chapter wishes to disaffiliate, it must follow all proper procedures for doing so, whether set forth in an affiliation agreement or in the chapter’s articles of incorporation or bylaws.20

[8] Liability of Parent Association for the Conduct of Chapter

A national association may be held liable for the conduct of a chapter if the national exercises “control” over the chapter’s operations.21 In determining the existence of such “control,” no single factor is determinative. Rather, in all reported cases in which liability has been found, the courts cite a combination of factors that together show significant involvement of the national in chapter affairs.

Relevant indicia of significant involvement include:

(1) The national and the chapter have common officers or directors;

(2) The directors or officers of the chapter are elected or appointed by the national;

(3) The chapter must report to the national on a regular basis;

(4) The Chapter is included on the Form 990 of the national, rather than filing its own, and uses the same employer identification number as the national;

(5) Employees of the chapter are hired/fired by the national;

(6) The chapter is financially dependent on the national;

(7) The chapter does not adhere to corporate formalities;

(8) The chapter acts according to the instructions of the national on a regular basis; and

(9) The chapter has no business except with the national. This list is not exhaustive but does include factors most often cited by courts as possibly indicative of control, and when liability is found, there will always be several of the above present.

Still, several of the factors are more important than others. Items (1) through (4), by themselves, will not be sufficient to find the national liable for the acts of the chapter. Items (5) through (9) are usually more important. A finding of liability will almost always be accompanied one or more of these items. For example, sharing common officers or directors is not sufficient to prove significant involvement. But, if the chapter acts according to the instructions of the national (factor 8), an overlap of personnel becomes more important.

Below are some additional guidelines that should facilitate the analysis:

1. The fact that the national and chapter share the same name is not determinative and does not, by itself, increase the potential liability of the national.

2. Similarly, the fact that the national allows the chapter to use the national’s logo as part of the name of the chapter is not determinative.22

3. The fact that the national could, if it wanted to, control the chapter is not determinative and does not, by itself, increase the potential liability of the national.

4. The fact that the national could revoke the charter of the chapter is not determinative and does not, by itself, increase the potential liability of the national.

5. Chapters should hold regular meetings and keep minutes of those meetings; i.e., observe corporate formalities.

6. Often the national requires the chapter to adopt certain uniform bylaws and/or may impose chapter guidelines regulating the activities of chapters. Certainly this is one factor that will be considered by a court. But this will be a significant factor only if the bylaws or guidelines are very detailed and seriously limit the chapter’s discretion in its operations.

7. Many chapter bylaws provide that, upon dissolution, chapter assets will be distributed to the parent association. This circumstance is not indicative of control and therefore should not result in liability.23

In an illustrative case, a federal district court held that a national non-profit organization is not responsible for the conduct of one of its local units.24

The local organization in this case terminated its executive director. The executive director sued and attempted to bring in the national organization as a defendant as well, primarily in order to meet the jurisdictional requirement for number of employees necessary to invoke Title VII of the Civil Rights Act.

The plaintiff attempted to show through various means that the parent organization and its local unit should in fact be treated as one. Among other things, the plaintiff cited eligibility requirements imposed by the national organization on local organizations; the fact that the national requires local entities to use the national’s name, and adopt a constitution, bylaws, and rules which are not inconsistent with those of the national; pay a charter fee; display the service mark of the national on its letterhead and other places; and complete an annual report to submit to the national. The plaintiff also cited the fact that the local organization participated in the national’s health, medical, and group life insurance, as well as in pension plans. The national also appointed a regional director who provided consulting and other technical assistance and advice to the local unit.

Nevertheless, the court found that none of these factors, individually or collectively, showed “an inter-relation of the day-to-day operations sufficient to establish the organizations as a single entity.” The court pointed out that the termination decision was solely that of the local board even though the regional director was offering advice. The local unit also “prepares its own budget, keeps its own payroll, and handles its own financial matters.”

EXAMPLES:

Antitrust. A firm brought an antitrust suit against a local association of architects and also attempted to sue the national association. In this case, the state group did have a clear connection to the national organization. For example, the state group was required to adopt bylaws consistent with those of the national; it needed to submit its bylaw amendments to the national for approval; and it was subject to a charter with the national that could be revoked by the national at any time. Nevertheless, the court found the national organization was not responsible for the actions of the state affiliate because there was sufficient independence between the two organizations.

Specifically, the bylaws of the state entity clearly provided that it was not an agent of a national. While there was overlapping membership between the two organizations, the membership was not identical and there were individuals who belonged to the state group but not the national group; and the court found no evidence that the national organization ever held the state affiliate out as its agent. Finally, and importantly, the state organization was separately incorporated and elected its own officers and directors.25

Personal Injury. The Northwest Experimental Aircraft Association (NWEAA), a nonprofit organization incorporated in the state of Washington, annually holds a “Fly-In” which includes an air show. The Experimental Aircraft Association (EAA), a separate nonprofit organization, is listed as a “sponsor” of the NWEAA Fly-In.

The family of a man who was killed while participating in the NWEAA Fly-In sued NWEAA for negligence and included EAA in the suit as well on the basis that EAA’s status as a “sponsor” somehow made EAA liable as well. The court disagreed: “The evidence offered at summary judgment showed EAA had no authority regarding the organization or planning of the Fly-In event or otherwise exercised control of the emergency services personnel. Without such control, EAA, as an event sponsor, does not become a possessor of the land or business owner with the attendant liability. Event attendees were not business invitees of EAA. [The plaintiff’s] theories of liability including that EAA had a duty to [the deceased] as a … sponsor of the event fail as a matter of law.”26

Discrimination. Plaintiff applied for a position in the Nebraska Chapter of the American Red Cross. When she was rejected, she sued for sex discrimination and named the national American Red Cross as a defendant. She claimed that the American Red Cross controlled the Nebraska Chapter. The court held otherwise, based on the following:

• Chapter guidelines were not “regimented.”

• Chapter had some discretionary programs.

• Distinct financial affairs.

• Separate bylaws.

• Separate boards and officers.

• Financial independence.27

A national veterans organization has several hundred local chapters throughout the country, and many of these chapters employ so-called Service Representatives who assist members attempting to obtain veterans benefits. In order to be a Service Representative, one must be trained and certified according to standards established by the national. In addition, when the Service Representative in this case had a dispute with her employer (the local chapter), an official of the national attempted to mediate the dispute. Based on these facts, the plaintiff argued that the national entity was a co-employer or joint employer with the local entity and therefore could be sued for discrimination.

The court disagreed. According to the court, because the national VVA did not hire the employee, set her compensation, or provide any benefits, it could not be held to be a joint employer. Said the court: “Courts have been reluctant to find that a not-for-profit organization is a co-employer with a parent organization [unless the two entities are closely related].”28

Breach of Contract. The North Shore/Lake County Chapter of the Epilepsy Foundation entered into an office lease, and was subsequently sued for breach of that lease when the Chapter vacated the premises. The national Foundation was sued as well, on the basis that the Executive Director of the Chapter had signed the lease as Executive Director of the national, and had said that the national had approved the lease. The court found the Chapter and the national Epilepsy Foundation to be separate entities.29

While a national organization may not control its local units to the extent necessary to be liable for chapter activities generally, certainly any organization could become significantly involved with respect to a particular matter concerning the chapter, thereby at least sharing responsibility for anything that may occur.30

The ways in which a national may become so involved of course are many, and there is no comprehensive list that can be developed. Some of the possible scenarios include:

• The national participates in negotiating a contract for the chapter and thereby becomes obligated on the contract.

• The chapter adopts a code of ethics as required by the national, and the code of ethics violates the antitrust laws.

• The chapter expels a member at the request/order of the national.

As a general practice, a national should be cautious before becoming involved in particular chapter activities. This is especially the case when a chapter requests assistance on a legal problem. For example, if a chapter official seeks advice from the national executive director on how to handle a certain difficult employee, and the employee is subsequently fired, the national may end up being “dragged” into any litigation. The problems of the chapter, in other words, can become the problems of the national.
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§ 2.13 Can a Nonprofit Make a Profit?

[1] Introduction

If an association is incorporated as a “nonprofit” organization, can it still make a “profit” on its operations? The answer, of course, is that it can, yet the perception that a nonprofit must somehow operate in a less than businesslike manner persists. For example, in 1996, a member of the American Association of Retired Persons (now known just by its acronym “AARP”) sued the Section 501(c)(4) organization, alleging fraud, unjust enrichment, and violation of the District of Columbia consumer protection act.1

In support of his claim, the plaintiff alleged that AARP earns a surplus in the millions of dollars annually. Therefore, he argued, AARP was being dishonest, even fraudulent, when it described itself to its members and to the public as being “nonprofit.”

Fortunately, the court dismissed the claim, and concluded that AARP is a nonprofit despite the generation of significant revenues from its activities. “Many, if not all, non-profit entities,” said the court, “are organized and run with traditional principles of sound business management.”2

Similarly, in Morrell v. Wellstar Health System, Inc.,3 the court rejected the claim that a nonprofit must charges prices for its services based on non-commercial considerations. As stated by the court: “In general, corporate principles are applied to resolve questions concerning the function of nonprofit corporations because the functions of their directors are virtually indistinguishable from those of their ‘pure’ corporate counterparts.” When nonprofit organizations offer their products or services, “they are ordinarily engaged in business transactions indistinguishable from those engaged in by for-profit corporations.”

[2] “Nonprofit” a Misnomer

Much of the confusion on this issue may have its basis in the word “nonprofit,” which some construe literally. A more accurate term may be “nonstock.” That is, a nonprofit organization does not have stockholders to whom it may distributeits “profits” in the form of a dividend.4 As phrased by one court, “a not-for-profit corporation means a corporation where no part of the income or property is distributable to its members, directors, or officers.”5

In fact, one of the most fundamental ways in which nonprofits differ from for-profit entities is that nonprofits do not distribute their income or profits to any director, member, etc. Of course, the prohibition against inurement in the Internal Revenue Code absolutely prohibits any such distributions.6 This prohibition deprives nonprofits from, among other things, obtaining financing/raising revenue from investors.

[3] Affirmations of the Legitimacy of Profit-Making

The issue of the relevance of a nonprofit organization making a profit, and seeking to make a profit, has arisen in varying contexts, and almost all courts adopt the view that nonprofit organizations are permitted to operate, in effect, in a businesslike manner. As stated by one court:

To deny an otherwise qualifying institution charitable status because it is efficiently organized and managed, so as to operate in the black, would be not only illogical but also extremely detrimental to the incentive to sound management in such institutions.7

Another court stated similarly:

The respondent’s claim is to the effect that the [organization] should be taxed on the grounds that it aims to operate at a profit. All benevolent institutions endeavor so to operate. But as the profit made by these institutions, if any, is payable to nobody, but is only turned back into improving facilities or extending the benevolence in which the institutions are primarily engaged, the profit element becomes immaterial.8

And another:

Non-profit status affects corporate governance, not eleemosynary activities. We lawyers organize corporations as non-profits when a tax exemption is sought, or so that board members can pick their successors and avoid the need to repurchase stock from surviving spouses after the deaths of the principals. ‘For profit’ and ‘non-profit’ have nothing to do with making money … [N]on-profit means non-taxable—it doesn’t mean you don’t make a profit.9

Finally, perhaps the best or at least most succinct statement: “Definitions of [nonprofit] institutions do not embody the idea of giving away something free.”10

[4] Tax-Exempt Status

The primary, if not the sole, reason that the issue of profit-making is relevant to nonprofit organizations is the potential effect, if any, on tax-exempt status.

The leading case in this area is Presbyterian and Reformed Publishing Company v. Commissioner.11 This case addressed the issue of “at what point does successful operation of a tax-exempt organization be deemed to transform an organization into a commercial enterprise and thereby to have forfeited its tax exemption?” The petitioner in this case was a Section 501(c)(3) organization that published religious books. After an audit, the IRS revoked the organization’s tax-exempt status on the grounds that it was not operating exclusively for purposes set forth in Section 501(c)(3) and was engaged in a business activity which was carried on similar to a commercial enterprise. The IRS based its ruling in large part on the “soaring net and gross profits” of the organization and the fact that the organization set prices which generated “consistent and comfortable net profit margins.”

The Court of Appeals acknowledged that while the accumulation of profits could be relevant as giving rise to the possibility or opportunity for some sort of inurement, absent inurement or other misuse of such funds, profits are not relevant. As stated by the court:

We do not read Section 501(c)(3) or its legislative history to define the purpose of an organization claiming tax-exempt status as a direct derivative of the volume of business of that organization. Rather, the inquiry must remain that of determining the purpose to which the increased business activity is directed.12

Tax-exempt organizations, said the court, should not be “forced to choose between expanding their audience and influence on the one hand, and maintaining their tax-exempt status on the other.”13

In another case, the U.S. Tax Court rejected the IRS’ argument that a theatre society was too commercial, and therefore not entitled to exemption, because it advertised in newspapers, used paid professional actors, and sold tickets at a profit.14 Said the court, “Nothing in [the law] dictates that the public find out about petitioner’s performances through word of mouth, that they be forced to watch amateurs act, or that they be seated totally free of charge.”15

Finally, as observed by one court, “[T]he realization of an operating income in excess of the cost of the services provided [does not] destroy tax-exempt statuswhere the excess does not inure to anyone’s individual profit, but is devoted to the [exempt] purposes of the institution and in fact it has been said that to hold that because an institution’s receipts for a given period exceed expenditures, this nullifies the tax exemption, would be to penalize efficiency and to cause the institution’s eligibility for exemption to vary from year to year.”16

[5] Presumptively Commercial Activities

There are certain activities pursued by tax-exempt organizations that are generally presumed to be commercial in nature, but that can be a legitimate focus for a nonprofit under certain circumstances. These may include, for example, the sale of prescription drugs,17 or the offering of consulting services.18 When activities such as these are the primary or the sole activity of a tax-exempt organization, then profit-making and other indicia of commerciality become more relevant, and legitimately so. For instance, to operate a restaurant in an economically depressed area that offers food at low cost could likely be a charitable activity, as opposed to operating a restaurant in a suburban shopping center, in competition with other restaurants and food stores, and pricing the food and promoting the establishment in a commercial manner.19

This can be contrasted with what would be considered inherently exempt activities. For example, the operation of a hospital that completely denied service to those unable to pay and operated as a profit, was nevertheless found by the IRS to be exempt because “the promotion of health is considered to be a [exempt] purpose.”20

[6] Suing for “Lost Profits”

It follows from the above discussion that if an association is financially harmed by a person’s wrongful conduct, the association can sue for “lost profits.” In one instance, an association employee who was fired because her incompetence cost the association money, unsuccessfully argued that her mistakes were inconsequential since the association is a nonprofit and therefore money is unimportant.21 The court rejected this argument as nonsensical. The same result was reached in the case of an employee who wrongfully appropriated a business opportunity of his nonprofit employer.22

[7] Conclusion

Tax-exempt, nonprofit associations must be permitted to exercise the necessary attributes of any successful and efficient entity. The law does not, and should not, punish sound business practices.23
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[c]— Fiduciary Liability

[d]— Definition of “Volunteer”

[7] Indemnification

[a]— Permissive Indemnification

[b]— Mandatory Indemnification

[c]— Court-Ordered Indemnification

[d]— Prohibited Indemnification

[e]— Special Rules for Fiduciary Claims

[f]— Advancement of Expenses

[g]— Limiting the Association’s Exposure

[8] Directors and Officer Liability Insurance

[9] Limiting Fiduciary Liability in the Articles of Incorporation

§ 2A.08 Standing to Sue

[1] State Attorneys General

[2] Fellow Directors

[3] Members

[4] Beneficiaries

[5] Other Interested Parties

§ 2A.09 Applicable Law

§ 2A.10 Liability of a Director’s Employer for Acts of the Director

§ 2A.01 [Reserved]

§ 2A.02 Role of the Association Board

There are numerous iterations of the proper role of a nonprofit board of directors. All seem to generally agree that this role relates largely to “supervision, direction, and control, the details of the business being delegated to [subordinate] agents and employees. That is what is meant by management.1 In terms of specifics, here is how the U.S. Congress has articulated its view of what a nonprofit board should focus on:2

A) reviewing and approving the organization’s mission statement;

B) approving and overseeing the corporation’s strategic plan and maintaining strategic oversight of operational matters;

C) Selecting, evaluating, and determining the level of compensation of the corporation’s chief executive officer;

D) Evaluating the performance and establishing the compensation of the senior leadership team and providing for management succession;

E) Overseeing the financial reporting and audit process, internal controls, and legal compliance;

F) Holding management accountable for performance;

G) Providing oversight of the financial stability of the corporation;

H) Ensuring the inclusiveness and diversity of the corporation; and

I) Providing oversight of the protection of the brand of the corporation.


Footnotes:

1 Schoonejongen v. Curtiss-Wright Corp., 143 F.3d 120 (3d Cir. 1998).

2 American National Red Cross Governance Modernization Act of 2007, Public Law 110-26.


§ 2A.03 Fiduciary Duties

A fundamental rule in the law of corporations, both profit and nonprofit, is that ultimate authority for managing the affairs of the corporation is vested in the board of directors. But because the law grants directors such authority, the law also imposes on directors the obligation to act in the best interests of the corporation and to manage its affairs with the same care, diligence, and prudence that they would use to manage their own business. This, in essence, is what is meant by the “fiduciary obligations” of members of boards and directors.1

Every nonprofit corporation statute includes a provision that sets forth, in very general terms, the fiduciary obligations or duties of a nonprofit director. Most such statutes require directors to act (1) in good faith; (2) with the care an ordinary prudent person in a like position would exercise under similar circumstances; and (3) in a manner the director reasonably believes to be in the best interest of the corporation.2 This somewhat vague standard has been interpreted by the courts to include these basic duties: (1) the duty of loyalty; and (2) the duty of care.

Several commentators have advocated a third duty, which is a duty of obedience to the organization’s nonprofit purpose as set forth in the articles of incorporation. E.g., Sasso, “Searching for Trust in the Not-For-Profit Boardroom: Looking Beyond the Duty of Obedience to Ensure Accountability, 50 UCLA L. Rev. 1485.

A small number of opinions also have articulated such a duty as being separate and distinct from the duties of care and loyalty: “[T]he duty of obedience … mandates that a [charitable corporation’s] board, in the first instance, seek to preserve its original mission.” Manhattan Eye, Ear & Throat Hospital v. Spitzer, 715 NYS2d 575 (N.Y. Sup. Ct. 1999).3 See also, People ex rel Spitzer v. Grasso, 13 Misc. 3d 1227A(A), 831 N.Y.S.2d 349 (Table) (N.Y.Sup. 2006) (duty of obedience “may be inferred by the limitations the imposed upon corporate activities as set forth in the purposes clause of the certificate of incorporation and the directors’ and officers’ obligations as the corporate managers of the not-for-profit organization”); Shorter College v. Baptist Convention of Georgia, 614 S.E.2d 37 (Ga. 2005) (the duty of obedience “requires the director of a not-for-profit corporation to be faithful to the purposes and goals of the organization”). However, to date the duty of obedience is not generally recognized as an independent fiduciary obligation. This may be due in part to the fact that the board of directors is already bound by the articles of incorporation, including the purpose clause. Another concern about a separate duty of obedience is that it limits the business judgment of association Boards. Further, the long-standing doctrine of ultra vires allows for legal challenges in the event that a charitable organization materially deviates from its authorized purposes.4

[1] Introduction to Fiduciary Obligations

The word “fiduciary” derives from the Latin for “trust.”5 A fiduciary is a person with a duty to act for the benefit of another. The idea that there should be some standard governing the conduct of directors of corporations generally, profit or nonprofit, originated, interestingly, with an 18th century English case involving a nonprofit entity. In Charitable Corp. v. Sutton,6 a nonprofit organization made unsecured loans to members of the board of directors, and, due to lax procedures, some of these loans were never repaid and ultimately were defaulted on. The court found the entire board responsible, holding: “By accepting a trust of this sort, a person is obliged to execute it with fidelity and reasonable diligence.”7

Characterization of the relationship between a director and the corporation as a “trust” was carried over when the concept of a director “duty of care” was adopted in the United States. Bank directors were initially targeted as being subject to fiduciary obligations, generally articulated as a requirement to exercise “the same degree of care and prudence that men prompted by self-interest generally exercise in their own affairs.”8 This common law standard was officially expanded to apply to all corporations in Briggs v. Spaulding,9 in which the U.S. Supreme Court held that corporate directors should act according to the judgment of “ordinarily prudent and diligent men.”10

What the U.S. Supreme Court adopted in Briggs was in essence a negligence standard, and this was perpetuated for a time by State courts and lower federal courts. The leading case in the early to mid-20th century was Litwin v. Allen.11 In this case, the New York Court of Appeals stated held that “directors are called upon to bestow the care and skill which the situation demands [and] … are liable for negligence in the performance of their duties.”12

As referenced above, the negligence standard was based on a trust model, i.e., that directors stand in a trust-type relationship to the corporation. It did not take long, however, for the courts to move to a less strict “corporate” standard of care for directors of for-profit corporations. The same cannot be said, however, for the courts’ view of nonprofit directors. For many years, association directors were held by many courts to the strict trustee standard of simple negligence.

[a]— The Trustee Standard of Care. A trustee of a trust “is under a duty … to exercise such care and skill as a man of ordinary prudence would exercise, and he is liable for a loss resulting from his failure to comply with this standard, even though he does the best he can.”13 (emphasis added). In other words, good faith and a reasonable belief that his or her actions are appropriate may not be relevant. The overriding consideration is whether the director acted in a manner consistent with the care and skill that an ordinary person would exercise. Indeed, this is the essence of negligence:

Negligence is the failure to use such care as a reasonably prudent and careful person would use under similar circumstances; it is the doing of some act which a person of ordinary prudence would not have done under similar circumstances or failure to do what a person of ordinary prudence would have done under similar circumstances.14

Another aspect, and drawback, to the trustee standard is that good faith reliance on the advice or representations of others is no defense to negligent conduct. In fact, even if a trustee takes action in accordance with the counsel of an attorney, the trustee will be liable if that advice was erroneous and harm results.15

[b]— The Shift to the Corporate Standard. As stated, long after the common law had abandoned the trustee standard for directors of business corporations, the standard was still broadly being applied to nonprofits.16 The general theory was that a nonprofit corporation was analogous to a public trust, and its directors were deemed its trustees.17

But eventually courts did start to reject the trustee standard in favor of the corporate one. In one influential case the court said: “[A] charitable trust in the technical sense is not created [when a nonprofit is formed], and the test as to the legality of action taken by the governing board of the corporation is to be determined in accordance with principles of corporate laws rather than principles governing the fiduciary relationship between trustees of a technical trust and their trust.”18

The watershed case in this area that signaled the clear shift from the trustee standard to the more relaxed corporate standard is Stern v. Lucy Webb Hayes National Training School for Deaconesses and Missionaries, et al.19 In this case, the court observed that “the modern trend is to apply corporate rather than trust principles in determining the liability of the directors of charitable corporations,” and that is exactly the standard adopted by the court. Whether trendsetting or prescient, the Stern case is widely considered to have been the most fatal, if not the final, nail in the coffin for the trustee standard as applied to nonprofit corporation directors. In so holding, the Stern court recognized that the functions of nonprofit directors, as opposed to trustees of a charitable trust, is not simply to management a trust fund.20 Said the court: “Since the board members of most large charitable corporations fall within the corporate rather than the trust model, being charged with the operation of ongoing businesses, … they should only be held to the less stringent corporate standard of care … . [Nonprofit directors’] functions are virtually indistinguishable from those of their ‘pure’ corporate counterparts.”21

This latter observation bears emphasis: nonprofit directors are equivalent to for-profit directors in that they both have to manage a “business.” Stern was not the first case to apply the corporate rather than the trustee standard to nonprofit directors,22 but it was the first time a court had acknowledged this fact in such stark terms, and Stern paved the way for the corporate standard of conduct in the nonprofit sector, including associations. As stated in a more recent case: “In general, corporate principles are applied to resolve questions concerning the function of nonprofit corporations because the functions of their directors are virtually indistinguishable from those of their ‘pure’ corporate counterparts.” When nonprofit organizations offer their products or services, “they are ordinarily engaged in business transactions indistinguishable from those engaged in by for-profit corporations … .”23

In fact, associations are also businesses, and they face many of the same challenges as for-profit business. Indeed, while associations may lack incentives to maximize profits because they do not have shareholders and are obliged to pursue an exempt mission, they still need to generate operating surpluses, and “the best available evidence indicates that nonprofits exploit market power when given the opportunity.”24

[c]— The Corporate Standard of Care. After Stern, other courts followed its lead.25 The next significant development was the adoption of the Revised Model Nonprofit Corporation Act (“the Model Act”) by the American Bar Association in 1987. The Model Act establishes the following as the general standard of conduct for nonprofit directors and officers:

A director shall discharge his or her duties as a director, including his or her duties as a member of a committee:

1. in good faith;

2. with the care an ordinarily prudent person in a like position would exercise under similar circumstance; and

3. in a manner the director reasonably believes to be in the best interests of the corporation.26

Promulgation of this section of the Model Act was intended once and for all to “settle the dispute as to whether directors of nonprofit corporations should meet the general business standard or the trustee standard.”27 In fact, this section of the Model Act goes on to explicitly state that: “A director shall not be deemed to be a trustee with respect to the corporation or with respect to any property held or administered by the corporation, including, without limit, property that may be subject to restrictions imposed by the donor or transfer of such property.”28 And it is now the case that “corporate principles are applied to resolve questions concerning the function of non-profit corporations because the functions of their directors are virtually indistinguishable from those of their ‘pure’ corporate counterparts.”29 The Model Act also makes clear that the above standards “are the exclusive standards that govern” the conduct of nonprofit directors in carrying out their fiduciary duties.30 As stated in another subsection: “A director is not liable to the corporation, any member, or any other person for any action taken or not taken as a director, if the director acted in compliance with this section.”31

[d]— Gross Negligence. The corporate standard of conduct, in sum, establishes a gross negligence standard for nonprofit directors.32 “Gross negligence” is generally defined as,

[M]aterially more want of care than constitutes simple inadvertence … . [and] as distinguished from a mere failure to exercise ordinary care. It is very great negligence, or the absence of slight diligence or the want of even scant care. It amounts to indifference to present legal duty and to utter forgetfulness of legal obligations so far as other persons may be affected. It is a heedless and palpable violation of legal duty respecting the rights of others … . Gross negligence is a manifestly smaller amount of watchfulness and circumspection than the circumstances require of a person of ordinary prudence.33

Application of this less strict, corporate, gross negligence standard to nonprofit directors, rather than the “simon-pure” trustee standard represents recognition of the same principle articulated so well in the Stern case, i.e., that nonprofit directors and officers oversee “businesses” at least in the broad sense that they must ensure the successful operation of an enterprise. As observed by one commentator:

There is wisdom in protecting nonprofit directors from hindsight reviews of their unsuccessful decisions and encouraging them to change the configuration of their nonprofit enterprises (e.g., expand a nonprofit museum, produce a new educational or health care product, and accept or reject a conversion proposal). It is sound public policy to accept the risk that informed decision by nonprofit directors, undertaken honestly, without conflict of interest, and rationally believed to be in the best interests of the nonprofit, may not be vindicated by subsequent success.34

In fact, the Model Act itself states that the gross negligence approach “is intended to protect directors who innovate and take informed risks to carry out the corporate goals and objectives … . [D]irectors are not guarantors of the success of investments, activities, programs or grants. [The Act] allows leeway and discretion in exercising judgment.35

[2] Overriding Concept of Good Faith

Most state nonprofit statutes use the term “good faith” when defining the fiduciary duties of directors, and it is a concept that permeates those duties in all respects. Good faith has been said to require an honesty of purpose, and a genuine care for the fiduciary’s constituents, but, at least in the corporate fiduciary context, it is probably easier to define bad faith rather than good faith. This may be so because the law generally presumes that directors act in good faith when making business judgments.

Bad faith has been defined as authorizing a transaction “for some purpose other than a genuine attempt to advance corporate welfare or [when the transaction] is known to constitute a violation of applicable positive law.”36 In other words, an action taken with the intent to harm the corporation is a disloyal act in bad faith. A similar definition was used when a leading court wrote that bad faith (or lack of good faith) is when a director acts in a manner “unrelated to a pursuit of the corporation’s best interests.”37

It often makes no difference the reason why the director intentionally fails to pursue the best interests of the corporation.38 Bad faith can be the result of “any emotion [that] may cause a director to [intentionally] place his own interests, preferences or appetites before the welfare of the corporation,” including greed, “hatred, lust, envy, revenge, … shame or pride.”39 Sloth could certainly be an appropriate addition to that incomplete list if it constitutes a systematic or sustained shirking of duty. Ignorance, in and of itself, probably does not belong on the list, but ignorance attributable to any of the moral failings previously listed could constitute bad faith. It is unclear, based upon existing case law, whether motive is a necessary element for a successful claim that a director has acted in bad faith, and, if so, whether that motive must be shown explicitly or whether it can be inferred from the directors’ conduct.

Board members may also be sued personally in connection with the removal of another Board member. However, the ability to recover damages is questionable, since placing a monetary value of a Board seat can be difficult.40

[3] Duty of Loyalty

As stated, there are two fundamental fiduciary duties. The first is the duty of loyalty. By assuming office, the association director commits allegiance to the association and acknowledges that the best interests of the association must prevail over any individual interest of the director, the director’s employer, and the director’s family and associates. Actions and decisions of the director, while he or she is serving as an association director, must promote the association’s purpose and well being, rather than any private interest.

The duty of loyalty in essence involves conflicting economic, personal, or other similar interests. While multiple loyalties or apparent conflicts are insufficient in themselves to establish a breach of loyalty, the duty of loyalty is transgressed when a corporate fiduciary, whether director or officer, uses his or her corporate office to promote, advance, or effectuate a transaction between the association and such person, and that transaction is not substantively fair to the association. The test as to undivided loyalty of directors is whether corporate action is the result of the exercise by the directors of their unbiased judgment in determining that such action will promote the corporate interests.

The duty of loyalty “requires the director’s faithful pursuit of the interests of the organization he [or she] serves rather than the financial or other interests of the director or another person or organization.”41 Under the duty of loyalty, an association director “commits allegiance to the enterprise and acknowledges that the best interest of the corporation … must prevail over any individual interest of his own.”42 The director must “give primacy to the interests of the corporation rather than personal concerns—to avoid self-dealing at the corporation’s expense.”43 That is, “a director’s duty of loyalty requires her to do her best to think about what is in the best interest of the corporation; in doing so, her personal interests should be set aside.”44 Perhaps the best articulation is found in the early case of Litwin v. Allen,45 in which the court stated as follows:

It is clear that a director owes loyalty and allegiance to the company—a loyalty that is undivided and an allegiance that is influenced in action by no consideration other than the welfare of the corporation. Any adverse interests of the director will be subjected to a scrutiny rigid and uncompromising. He may not profit at the expense of his corporation and in conflict with its rights; he may not for personal gain divert unto himself the opportunities which in equity and fairness belong to the corporation.46

Generally speaking, there are two kinds of transactions that directly implicate the duty of loyalty: interested director transactions, and corporate opportunities.

[a]— Independence. The duty of loyalty requires that a director be independent in judgment and actions and to take all reasonable steps to be satisfied as to the soundness of all decisions taken by the board of directors. A director is independent if his or her “decision is based on the corporate merits … before the board rather than extraneous considerations or influences.”47

[b]— Obligation to Share Key Information. An association director has a general obligation to disclose to the Board as a whole information known to the director that may be relevant to the Board in its deliberations and actions.48 As stated in the Model Nonprofit Corporation Act, § 8.30(c):

In discharging board or committee duties a director must disclose, or cause to be disclosed, to the other board or committee members information not already known by them but known by the director to be material to the discharge of their decision-making or oversight functions, except that disclosure is not required to the extent that the director reasonably believes that doing so would violate a duty imposed by law, a legally enforceable obligation of confidentiality, or a professional ethics rule.

[c]— Financial Conflicts of Interest. Conflicts of interest arise when a director has a relationship that may reasonably call into question the ability of that director to act solely in the best interests of the association. This could include, for example, a business transaction with the director, as well as a transaction with an entity to which the director has a close relationship, such as in the form of ownership or in leadership position.

Conflicts of interest may arise in the relations of directors, officers, and employees with any of the following third parties:

a. Persons and firms supplying goods and services to the association;

b. Persons and firms from whom the association, leases property and equipment;

c. Persons and firms with whom the association is dealing or planning to deal in connection with the gift, purchase or sale of real estate, securities, or other property;

d. Other associations;

e. Donors and others supporting the organization; or

f. Agencies, organizations, and associations which affect the operations of the association.

The IRS defines a conflict of interest solely in terms of a financial relationship with the association: “A conflict of interest arises when a person in a position of authority over an organization, such as an officer, director, or manager, may benefit financially from a decision he or she could make in such capacity, including indirect benefits such as to family members or businesses with which the person is closely associated.”49

It is important to observe there is nothing inherently unethical about a director who has a conflict of interest. In professional societies in particular this is not uncommon. Indeed, “[d]espite a corporate director’s exacting adherence to his [or her] fiduciary responsibilities, circumstances can arise when the director’s interests may conflict with the interests of the corporation.”50

In order for there to be a financial conflict of interest that requires adherence to a formal policy or process, typically there has to be some transaction that is contemplated. A “transaction” generally connotes negotiations or a consensual bilateral arrangement between the association and another party or parties that concern their respective and differing economic rights or interests—not simply a unilateral action by the corporation but, rather, a “deal.”51 Therefore, for example, a simple Board policy on reimbursing the expenses of one or more Board members might not be the kind of “conflict” transaction that requires adherence to a conflict of interest policy and all that that entails.52

A material conflicting interest may be defined as an interest or relationship, direct or indirect, with any persons and firms mentioned above, which might affect, or might reasonably be thought by others to affect, the judgment or conduct of a director, officer, or employee of the association. Such an interest might arise through:

a. Owing stock or holding debt or other proprietary interests in any third party dealing with the association. This should not include ownership interest of less than 1% of outstanding securities of public corporations;

b. Holding office, serving on the board, participating in management, or being otherwise employed (or formerly employed) in any third party dealing with the association;

c. Receiving remuneration for services with respect to individual transactions involving the association;

d. Using association personnel, equipment, supplies or goodwill for anything other than association approved activities, programs and purposes;

e. Receiving personal gifts or loans from third parties dealing with the association; or

f. Obtaining an interest in real estate, securities or other property which the association might consider buying or leasing.

Importantly, it is also possible that a conflict may arise from a relationship that a director has with another fellow director on the association board. For example, the fact that a member of a board of directors has a business relationship with another board member, either directly or through his or her employer, may create an untenable conflict of interest.53 The general rule is that “friendships and business relationships within a board, even such relationships that arose before the directors became board members, are not enough to create a” conflict.”54 In fact there are numerous cases wherein personal friendships and previous working relationships have not been perceived as compromising a director’s independence.55 While, “a particularly close or intimate personal or business affinity” could constitute a conflict,56 typically though, there has to be some monetary or material interest, such that a director might feel a sense of owing or beholding to the CEO.57

The above is not intended to suggest that an association director can never do business with the organization. In fact, often when an association is in need of a qualified individual, the board may be the best source. In addition, these persons have demonstrated, by virtue of their service on the board, a commitment to work for the organization. And, as discussed below, such conflicted transactions are by no means unlawful. Nevertheless, “in all cases of claimed self-dealing or conflict of interest against corporate officers and directors, such transactions are presumptively fraudulent and to overcome this presumption the [director or officer] must show by clear proof he acted with impartiality and fairness to the corporation.”58

There should be a written conflict of interest policy in place that provides for, at least, three protections or precautions:

(1) Disclosure. If a director believes that he or she may be perceived to have a conflict of interest, this should be disclosed to the board. Even if the director’s opinion is that there is no conflict, if there could be a perception of such, then disclosure is the best course.

(2) Abstention. An interested director should not participate in discussion (unless necessary) or voting with respect to the conflicted matter. For example, if the board is considering a contract which the director might wish to perform, he or she should recuse themselves from proceedings related thereto.59

(3) Fairness. Above all, as stated, the transaction must be fair and reasonable from the association’s perspective.

[i]— Statutory Safe Harbor. As stated, the necessity and even propriety of allowing “conflicts of interest, or interested director transactions” to occur is even more acute in the nonprofit sector.60 The fact is that interested director transactions are efficient, and the costs often are quite low. An interested director may be able to lend money or provide other resources at significantly less cost than an entirely disinterested party. It is crucial for many associations that they be permitted to have business relationships with their board members, or companies represented by their board members, and fortunately, as discussed below, the law does allow for this.

Most states have adopted statutory provisions which address interested director situations. These statutes create, in fact, a kind of safe harbor for conflicts of interest. That is, if an association board of directors approves an interested director or conflict of interest transaction and does so consistent with the applicable statute, then the transaction cannot be voided or otherwise attacked. It should be noted that even if a board does not follow a procedure set forth in the applicable statute, this does not mean that the conflict of interest situation is necessarily void or that the directors have violated their fiduciary duty. Rather, the analysis would fall back to common law principles of fairness and disclosure to determine the appropriateness of the transaction and of the board’s actions.

The interested director section of the Revised Model Nonprofit Corporation Act61 draws a distinction between two types of nonprofits, “public benefit” entities (such as public charities and certain section 501(c)(3) associations), and “mutual benefit” organizations (such as trade associations and other membership groups). Some state statutes adopt this same dual approach, while others treat all organizations the same in this area.

For public benefit organizations, in order for a conflict of interest transaction to be properly approved, the board must be notified in advance, i.e., prior to the transaction being entered into by the corporation, and the board of directors or committee of the board must approve the transaction “in good faith reasonably believing that the transaction is fair to the corporation.” Alternatively, the transaction can be approved either in advance or after the fact if approved by the state attorney general or by court of proper jurisdiction in action, which the attorney general has joined as a party. The commentary to this action of the Model Act makes clear that the transaction need not be in fact fair to the corporation. Rather, the directors only have to believe it was fair and have had a reasonable basis upon which to base that opinion. As stated in the commentary, “Even if the directors were wrong in believing that it was fair, the transaction would not violate [this section] so long as the directors approved it in conformity with [this section].”62

For mutual benefit association corporations, conflict of interest transactions are even more easily approved under the Act. Specifically, the transaction or potential conflict of interest must be disclosed or known to the board of directors, or the committee of the board and then authorized, approved, or ratified by the same. Alternatively, the transaction must be disclosed to or known by the members and they must authorize, approve, or ratify the transaction.

[ii]— Core Concepts. There are three core concepts that are reflected in the Model Act and in state nonprofit corporation acts regarding conflict of interest situations. These same three concepts are fundamental to any analysis under general common law principles as well.

[A]— Disclosure. An association corporate official has an obligation “to fully and honestly disclose any information relevant to a [conflicted] transaction, thereby permitting a disinterested decision maker to exercise informed judgement.”63

In one illustrative case,64 a member of the board of directors of a college recommended a particular investment firm to the college’s ad hoc investment sub-committee as a potential money manager. This investment firm was ultimately selected by the college, and the college invested $500,000 with this firm. What the director failed to disclose, however, was that his employer had a business relationship with this investment firm and, in fact, received commissions when this firm used their services to trade stock. Due to some poor decision making by the investment firm, the college lost its entire investment. Most of the loss was attributable to purchases of stock in a particular company for which the director’s employer was the lead underwriter. Due to its role as underwriter, the employer profited from the sale of this company’s stock, unlike the college. The college sued the director, his employer, and the investment firm. The claim against the director was that he breached his fiduciary duty by failing to disclose his employer’s financial interest in this investment firm. The court found that the director clearly breached his fiduciary duty of loyalty by failing to make full disclosure in this instance.

[B]— Fairness. The second fundamental concept is that of fairness. The board of directors must reasonably believe that the transaction question would be fair to the corporation.

The most common, and most common sense, test of whether or not a transaction is fair is whether the corporation would have approved the transaction had the other party not been an insider but, rather, had been a truly disinterested third party.65 Another aspect of the fairness assessment is a market test, i.e., whether the price paid or the cost to the association corporation was consistent with the market for whatever services or products were being purchased.66 Other considerations include the corporation’s need for the property or services acquired; the corporation’s ability to finance the transaction; and whether there was some harm besides price or cost to the corporation.67 As stated in the commentary to the Model Business Corporation Act, “It has been long settled that a fair price is any price in that broad range which an unrelated party might have been willing to pay or willing to accept, as the case may be, for the property, following a normal arm’s length business negotiation, in light of the knowledge that would have been reasonably acquired in the course of such negotiations, any result within that range being fair.” While this statement references price, really it could apply to any kind of a deal between an association corporation and a director.

Of course, even if a transaction is “fair” from a market price standpoint, it may still be “unfair” in light of other considerations, e.g., whether or not the corporation benefited from the transaction or there was a truly compelling need for the corporation to enter into the transaction. For example, if an association corporation purchases certain property from a director at a price paid at or below market, there is still the question as to whether or not the corporation had any compelling need to purchase the property and gained any advantage by doing so.

[C]— Approval. The third and final core principle is approval by a mutual decision-making body. Under most state laws, a transaction will be sheltered from challenge if approved by a committee of independent directors or the members. For obvious reasons, if a transaction is approved by the directors, it must be a majority of those who have no direct or indirect interest in the transaction. While the interested director may be present when the vote is taken, typically his or her presence would not count towards the quorum, and certainly that director should not be permitted to vote on the transaction in question.

In an interesting situation that did not ultimately lead to litigation, a university became a majority stockholder of a biotechnology research company. Several members of the board of directors, including the president, also owned significant amounts of stock. This presented a potential conflict of interest, which became a real conflict when the biotechnology company started experiencing a shortage of revenue and a significant drop in stock price. The university directors voted to maintain the university’s investment in the company for what many viewed as an inordinate amount of time as the company continued its downfall. Ultimately, the university lost its entire investment. There was speculation that the reason the university did not sell its investment is that members of the board were also stockholders and such drastic action by the university as the majority stockholder necessarily would have affected the stock price in a negative way.68

[iii]— Form 990. The IRS Form 990 Information Return requests specific information related to conflicts of interest. In Part VI, Section B, Item 12, the Form asks if the association has written conflict of interest policy; if officers and directors are required to disclose conflicts on at least an annual basis; and whether the association “regularly and consistently monitor[s] and enforce[s] compliance with the policy.” In addition, Part IV, Item 28 of the Form 990 asks whether any officer, director, or key employee (or family member thereof) had, during the tax year, “a direct business relationship” with the association (other than as an officer, director, trustee, or employee), or an indirect business relationship through ownership of more than 35% in another entity.

[iv]— Relationships Among Board Members. The Form 990 also asks about business relationships between board members (Part VI, Section A, Item 2). As with the other questions, technically there is no right or wrong answer, but certainly business relationships among board members could raise an issue of conflict.69 For Form 990 purposes, the IRS instruction excepts business relationships between directors that are in the ordinary course of their businesses. Generally speaking, social relationships are not considered to be a concern legally.70

[d]— Relationship Conflicts of Interest. As stated above, conflicts of interest arise when a director has a relationship that may reasonably call into to question the ability of that director to act solely in the best interests of the association. While often conflicts are described and discussed in terms of the organization doing business with a director, in fact in the nonprofit sector, the more common conflict of interest situation does not involve a direct financial benefit to the director, but rather, involves a relationship that the director has with another nonprofit organization, such as another association that is in some manner competitive.71 As stated by one leading commentator:

The descriptions of conflicts of interest in the statutes do not always specify whether the term applies only to financial conflicts or rather extends to situations that involve nonfinancial relationships. A common example is a director who serves on the boards of two charities that are looking for major gifts from a specific donor or are interested in purchasing a specific parcel of real estate. In most instances conflicts arising from service on the boards of competing charities can be taken care of without legal subvention. It is rare to find the same individual serving on the boards of two hospitals, two art museums, or two schools in the same community. Nonetheless, there are situations in which conflicts of this nature pose difficult problems for charities, and the difficulties should not be ignored. A possible approach would be to follow the example of many state governments and some private institutions by adopting a code of ethics or other nonbinding statement to cover appearances of conflicts and those without financial ramifications. Such a code or policy would contain sanctions, but they would be applied by the organization and not the courts.72

Another difference between financial and relationship conflicts is that for relationship conflicts it may be the case that a conflict is so pervasive, that disclosure and recusal cannot cure the conflict, and the only adequate solution is for that individual either not to be elected to the Board or to be removed from the Board.

[e]— Corporate Opportunity. In addition to conflict of interest situations, the doctrine of “corporate opportunity” falls under the rubric of duty of loyalty. A “corporate opportunity” is any kind of venture, activity, property, or even idea that an organization has or might have a legitimate interest in pursuing consistent with its association purposes. An association director violates the doctrine of corporate opportunity when the director learns of a corporate opportunity by virtue of his or her insider status and then diverts that opportunity to his or her own use. The most often cited definition of the corporate opportunity doctrine is as follows:

If there is presented to a corporate officer or director a business opportunity which the corporation is financially able to undertake, is, from its nature, in the line of the corporation’s business and is a practical advantage to it, is one in which the corporation has an interest or a reasonable expectancy, and, by embracing the opportunity, the self-interest of the officer or director will be brought into conflict with that of his corporation, the law will not permit him to seize the opportunity for himself.73

One of the most common examples, and one that certainly has occurred in the association area, is when one or more directors become aware of certain property that the corporation is interested in acquiring. Recognizing the value of the property, the directors instead acquire the property for themselves. In two notable cases involving association organizations,74 the directors involved actually had been appointed by their respective association organizations to negotiate on behalf of the organizations for the purchase of the property in question. In both cases, the directors betrayed that confidence and trust by, instead, purchasing that property for themselves.

There are essentially three tests in the above definition, which may be somewhat overlapping. First, there is the “interest or expectancy” test, which precludes acquisition by directors of the property of a business opportunity in which the corporation has a “beachhead” in the sense of a legal or equitable interest or expectancy growing out of pre-existing right or relationship. Second, the “line of business” test, which characterizes an opportunity as corporate whenever a managing officer becomes involved in an activity intimately or closely associated with the existing or prospective activities of the corporation. Finally, the “fairness” test, which determines the existence of a corporate opportunity by applying ethical standards of what is fair and equitable under the circumstances.

It should be noted that in determining whether or not an activity, property, concept, etc. is within the line of business of an corporation, courts will give latitude for development and expansion.75 In other words, even though an organization may not currently be in a particular line of business, if it is logical that the corporation would expand into a particular area, and that area includes the corporate opportunity, then a court will do so. Another consideration is the financial ability of the corporation to undertake the particular activity; if the corporation does not have financial ability, then there is no true corporate opportunity.

[i]— Applicability to Associations. It may seem, at first glance, that the corporate opportunity doctrine may not be appropriate for or applicable to nonprofit organizations. That is, if a corporate opportunity is, in effect, a business opportunity, and associations, as nonprofit organizations, strictly speaking, are not business corporations, then perhaps an association can never have a corporate opportunity. This, of course, is fallacious reasoning based upon a much too narrow definition of the term “business.” That is, a business opportunity is not simply an activity or concept that may generate a profit. In fact, a business opportunity in the association context really is any undertaking that is consistent with the mission of the organization.

The question of whether the corporate opportunity doctrine is applicable in the nonprofit context is addressed directly in the case of American Baptist Churches of Metropolitan New York v Galloway.76 In this case, the plaintiff organization hired the defendant to assist in development of a health care facility. In carrying out this function, the defendant began negotiations with a development company for the purchase of certain property that was to be the site for construction of the facility, and actually reached an oral agreement with the developer for purchase of the property. The defendant also obtained all necessary government approvals and secured financing for the project. However, prior to consummation of the deal, the defendant formed his own association organization and attempted, through that organization, to purchase the property himself. In the ensuing legal melee, the developer significantly raised the price of the property, which the plaintiff organization could not meet, and the project was ultimately abandoned. The organization sued the defendant for breach of his fiduciary duty by virtue of having violated the corporate opportunity doctrine. The lower court rejected this claim, finding that the corporate opportunity doctrine could not apply to association organizations, since by definition they are not organized for profit. The appeals court sharply rejected this reasoning, stating:

The court erred in concluding that a not-for-profit corporation could never sustain compensible damages. First of all, as a matter of public policy, it would be unfair and counterproductive for a charitable organization to have no recourse against a dishonest fiduciary who thwarts the organization’s endeavors and renders futile the expenditures of time and money invested in developing the project. Second, the court’s ruling rests on a fundamental misunderstanding of the nature of a not-for-profit corporation. A not-for-profit corporation is not the same as a corporation that loses money. It is simply a corporation that devotes whatever proceeds it receives from its operations to charitable causes rather than dispersing the funds as dividends to shareholders and compensation to executives. Just as the goal of a for-profit corporation is to make money for its investors, the goal of a not-for-profit is to make money that can be spent on furthering its social welfare objectives. Both types of companies have suffered an injury when a fiduciary’s misconduct frustrates these goals.77

Traditionally, the remedy for violation of the corporate opportunity doctrine is for a court to create a constructive trust so that all the benefits that arise out of the opportunity go to the organization rather than to the director. The director must pursue the opportunity in the interest of the association organization, and any net revenues generated become the property of the association. Of course, if the corporate opportunity has already been fully exploited, then any revenue or other benefits already received by the director would be required to be paid over to the organization. Finally, a court may base any award on the amount of funds or other benefits of which the association was deprived. That is, even if the director is unable to fully exploit the corporate opportunity, the fact that he or she deprived the association organization of doing so may be compensible in damages.

[ii]— Misappropriation of Assets. “Corporate opportunity” is not to be confused with misappropriation of assets. The latter is a breach of the duty of loyalty, but also is rare, willful and unacceptable. Perhaps the most common example is an association official—volunteer or staff registers in his or her own name a trademark used by the association, or copyrights a publication of the association.78 In extreme cases, use of association assets may actually fit within the definition of theft and therefore constitute a criminal act.79

[f]— Statutory Restrictions. Three States mandate that a majority of the board of directors of a “public benefit” nonprofit corporation not have any financial interest with the corporation. The California Statute80 is typical:

(a) Any other provision of this part notwithstanding, not more than 49 percent of the persons serving on the board of any corporation may be interested persons.

(b) For the purpose of this section, “interested persons” means either:

(1) Any person currently being compensated by the corporation for services rendered to it within the previous 12 months, whether as a full-or part-time employee, independent contractor, or otherwise, excluding any reasonable compensation paid to a director as director;

(2) Any brother, sister, ancestor, descendant, spouse, brother-in-law, sister-in-law, son-in-law, daughter-in-law, mother-in-law, or father-in-law of any such person.

or

(c) A person with standing under Section 5142 may bring an action to correct any violation of this section. The court may enter any order which shall provide an equitable and fair remedy to the corporation, including, but not limited to, an order for the election of additional directors, an order to enlarge the size of the board, or an order for the removal of directors.

(d) The provisions of this section shall not affect the validity or enforceability of any transaction entered into by a corporation.

[g]— Supporting Board Actions Publicly. A case81 involving the discipline of a member of a college board of trustees raises the issue of a fiduciary obligation of a nonprofit Board member to publicly support, or at least not undermine, actions of the full Board. The Board of Directors of the Laramie County Community College Board of Trustees adopted an ethics policy that all directors are required to sign and which states as follows: “I will base my personal decisions upon all available facts in each situation; devote my honest conviction in each case, unswayed by partisan bias of any kind; [and] thereafter abide by and uphold the final majority decision of the Board.” After discussion and decision on a particularly controversial issue, one Board member, despite having signed the above policy, publicly criticized the decision of the Board. In response, the Board censured the director for violation of the ethics policy.

Because the college in this case is a public entity, the primary legal issue addressed by the court was based on the First Amendment, i.e., whether the Board censure of the director in this case violated her First Amendment rights. The court concluded that it did not, because the censure carried no real punishment. First amendment concerns are not generally relevant to private nonprofit organizations, and there is no question that a nonprofit organization could adopt an ethics policy similar in nature to the one at issue in this case.

But this case is also relevant because it raises the issue of the duty of directors to publicly support the actions of the Board, even if they strongly disagree with those actions. For associations that see this as an important issue, it may be wise to incorporate a provision into the Board ethics policy so there is no question as to the obligations of Board members.82

[h]— Maintaining Confidentiality. Directors have a specific duty to protect and maintain the confidentiality of proprietary and sensitive corporate information. As stated by one recognized authority, “a Director should not … disclose information about the corporation’s legitimate activities unless they are already known by the public or are of public record.”83 According to another authority, nonprofit directors, “Must preserve the confidentiality of in formation that the board member knows or has reason to know is confidential.”84 This is particularly important, of course, when disclosure could jeopardize the corporation in terms of competitive or other disadvantage.85 This applies not only under circumstances when a director may use confidential information to his or her own advantage,86 but also when a director may attempt to manipulate the outcome of a board action by selective leaks, such as to the membership or media.87 As explained by one authority: “If one or more board members use selective or even public leaks as a weapon to control the agenda or the outcome, the board could find itself split into rival factions that are unwilling to engage in full and open information-gathering and debate.”88

[4] Duty of Care

The second major fiduciary duty of an association director is the duty of care, and it is the violation of this duty that most often results in liability. The duty of care has broadly described as one of process:

“The duty of care relates to the process by which a board of directors makes a decision. The applicable standard of conduct when deciding whether directors have properly exercised their duty of care is whether they acted with “gross negligence,” and whether they were adequately informed at the time they made their decision… . Courts … look to see if the process employed by the board was reasonable.” Where judgment is inescapably required, all that the law may sensibly ask of corporate directors is that they exercise independent, good faith and attentive judgment, both with respect to the quantum of information necessary or appropriate in the circumstances and with respect to the substantive decision to be made.”89

There are several components to the duty of care.

[a]— Being Informed. One of the most fundamental and important obligations required of a director by the duty of care is the obligation to become and remain informed about the “business” of the association. As stated in one of the leading cases in the for-profit area: “A director should acquire at least a rudimentary understanding of the business of the corporation. Accordingly, a director should become familiar with the fundamentals of the business in which the corporation is engaged.”90 This would include, for example, the activities of the organization, its strategic plan, conformance to that plan, and achievement of other goals. “Directors must spend enough time on the corporation’s affairs to be reasonably acquainted with matters demanding their attention.”91 In another case, the court severely criticized the board members: “The testimony of several board members demonstrates that they were less than vigilant or probing in examining corporate activities and in remaining knowledgeable about the corporation.”).92

Certainly a director is not expected to know every detail, especially when board meetings are infrequent, as is often the case with nonprofits. In fact, usually a knowledge of the material facts underlying a decision or related to a proposed transaction is all that is legally necessary.93 But Board members must be aware of major transactions and large items, such as liabilities. Reacting to the fact that a nonprofit was unaware of its compensation obligations, a court stated:

“This Court … finds this … neglect to be shocking. That a fiduciary of any institution, profit or not-for-profit, could honestly admit that he was unaware of a liability [of this magnitude] is a clear violation of the duty of care. The fact that it was a liability to an insider (Chairman and CEO) is even more shocking and a clear violation of the duty of loyalty. [There is a] fundamental duty of each member of a board to understand the business of the company upon whose board they sit.”94

A board also has broad discretion in delegating its authority to others, including the authority to approve and enter into an employment contract with the chief executive.95 An executive committee or a compensation committee would be appropriate delegates in this regard.96 But when a director has made little effort to educate himself or herself on the business and status of the organization, ignorance will not be an excuse. In one case97 involving a business corporation, a director claimed lack of knowledge of the affairs of the company as an excuse as to why he did not anticipate a slide into bankruptcy. In rejecting that defense, Judge Learned Hand said, “Having accepted a post of confidence, [the director] was charged with a duty to learn.”98 Stated more bluntly, if an individual “feels that he [or she] has not had sufficient … experience to qualify to perform the duties of a director, he should either acquire the knowledge by inquiry or refuse to” serve.99

As discussed in Section 2A.06[1], infra, according to the so-called business judgment rule, members of association boards will not, generally speaking, have their business decisions second-guessed even if those decisions turn out to have been ill-advised. But courts will not tolerate directors, or entire boards, who are not sufficiently informed about the activities of their organization. Very simply, bad decisions are more easily defended than ignorance.

For this reason, the directors’ duty of care is often referred to as the duty to be informed. As stated by one court in the for-profit context:

It is an elementary fact that relevant and timely information is an essential predicate for satisfaction of the board’s supervisory and monitoring roles. Directors must assure themselves that information and reporting systems exist in the organization that are reasonably designed to provide to senior management and to the board itself timely accurate information sufficient to allow management and the board, each within its scope, to reach informed judgments concerning the corporation’s compliance with law and its business performance.

A director’s obligation includes a duty to attempt in good faith to assure that a corporate information and reporting system, which the board concludes is adequate, exists, and failure to do so under some circumstances may, in theory at least, render a director liable for losses caused by noncompliance with applicable legal standards.100

This duty to be informed cannot be overemphasized.101

In fact, one commentator has summed up the entire duty of care for nonprofit directors largely in terms of information:

At the minimum, a nonprofit director has an obligation: 1) to ensure that there are procedures in place which are adequate to keep the director informed as to material matters relating to the organization’s exempt purposes; 2) to ensure that a financial reporting system is in place and operating in a manner that is appropriate for the organization; 3) to be attentive to the flow of information to the board of directors and to matters presented for consideration or decision; 4) to inquire about and to endeavor to cause the organization to take appropriate measures with respect to matters which the director knows or has reason to know likely to have a significant impact on the organization; and 5) to be informed with respect to the matter being acted upon, including approval or disapproval of a transaction.102

It is also why one commentator has concluded that “the board’s most important business judgment is the content of its agenda—its decision as to what it will attend to and how it will allocate the limited resources to it.”103

[i]— Duty of Inquiry. Part of the obligation to be informed is the duty to act on such information, including by inquiring into matters that, objectively, should raise concerns or that otherwise may impact the association substantially.104

[ii]— Role of Staff. The emphasis on information also highlights the role of association staff in providing the Board with complete information. Realistically, an association Board is dependent to a great degree on the staff for information, even as to what topics the Board should be aware of. At least one court has stated that staff, particularly senior staff, has a fiduciary obligation to provide a Board with all information necessary to make an informed decision.105

“The Corporate Director’s Guidebook,”106 published by the American Bar Association, offers valuable and highly practical information and advice on what directors are expected to do and how they are expected to act. Much of this information is equally relevant to association directors, including the following:

(1) “Stated broadly, the principal responsibility of a corporate director is to promote the best interests of the corporation by providing general direction for the management of the corporation’s business and affairs. The director should bring advice to the corporation based upon the director’s business experience and public and professional relationships. In bringing experience and judgment into the boardroom, a director should not be shy. Indeed, to be a “director” is to “direct”—which means to become informed, to participate, to ask questions and to apply considered business judgment to matters considered by the board.”

(2) “Directors should do their homework. They should review board and committee meeting agendas and related materials sufficiently in advance of meetings to enable them to participate in an informed manner. They should receive and review minutes of board meetings and keep abreast of the activities of those board committees on which they do not serve. This can be done through circulation of committee agendas, minutes or other written or oral reports from the committees to the full board.”

(3) “To be effective, a director should become familiar with the corporation’s business … Accordingly, a director should have a basic understanding of the principal operational, financial and other plans, strategies and objectives of the corporation [and] the results of operations and financial condition of the corporation and its significant business segments for recent periods.”

[iii]— Board Training. Board of Directors training in their fiduciary obligations is vital. Not only is failure of the Board to ensure proper training for itself a possible violation of its fiduciary obligations,107 but invariably whenever a State Attorney General settles a lawsuit with a nonprofit Board, one of the conditions is that the Board undergo regular formal Board training.

[b]— Attendance. It may seem obvious to most, but it is worth stating that directors must attend board meetings. There is no recognition in the law of a so-called “figure head directors” or “dummy directors,” and courts will have no sympathy for directors who claim as a defense to any legal action that they did not know of a particular issue or did not participate in a particular action because of repeated failures to attend meetings. Directors who do not attend meetings are nevertheless bound by actions taken at those meetings and will be held responsible if any such actions are deemed negligent. This is entirely acceptable. In fact, “the only logical way for the corporation to operate is that the everyday governance should be ‘under the direction’ of the board of directors rather than ‘by’ the board.”108 As stated by one court: “[T]he law recognizes that corporateboards, comprised as they traditionally have been of persons dedicating less than all of their attention to that role, cannot themselves manage the operations of the firm, but may satisfy their obligations by thoughtfully appointing officers, establishing or approving goals and plans and monitoring performance.109 But boards still must monitor the work of those to whom they have delegated responsibility.

Attendance via conference telephone is the equivalent of attendance in-person for purposes of satisfying a director’s fiduciary obligations.110

[c]— Delegation vs. Abdication. While the board of directors makes the important policy decisions that guide and determine the activities of the association, it typically must rely on others to carry out those decisions, primarily the association staff. Boards also delegate their duties to committees and perhaps outside parties as well. Such delegation is entirely acceptable under the law, as long as the board of directors does not completely abdicate its duties. That is, the law is clear that the corporation must be managed “under the direction of,” not “by,” the board,111 but it is equally clear that the board must do more than just hire and fire officers.112

There can also be cases when the scope of delegation is too broad, even with oversight. That is, there are some things that a board simply cannot delegate away. As stated by one court, “The board of directors of a corporation cannot delegate total control of the corporation to an individual officer. Neither can it delegate authority which is so broad that it enables the officer to bind the corporation to extraordinary commitments or significantly to encumber the principal asset or function of the corporation.”113

For similar reasons, a board member, and certainly an entire board, should contract away the right to exercise their judgment on behalf of the corporation.114

[d]— Reasoned Decisions. In exercising its authority, a board’s decisions not only must be informed, but also must be reasoned and deliberate.115 This is especially true with respect to significant transactions or decisions, which can be challenged legally if undertaken by a board in a sloppy or hasty manner. As a general guide, boards should consider the following:

• Decisions should be made by the board deliberately and without due haste or pressure.

• The board should be as thoroughly and completely prepared in its decision making process as is possible. Materials concerning any major decision should be sent out for review in advance and the board should read and understand those materials.

• Board members should be actively involved in deliberations during the board meeting. Written materials should be read, digested, and commented on by board members.

• Written record of board preparation and deliberation should be maintained. The paper trail showing compliance with procedural due process requirements is necessary.

• In the case of any major transaction, the board should review all basic legal documents and all analyses by experts in connection with that transaction.

• Independent evaluations and appraisals, as necessary, should be prepared by available in-house experts as well as outside accountants and lawyers.

In one case, a Board of Directors was accused of not exercising due diligence in reviewing and approving an executive employment arrangement, and in terminating that arrangement. If true, said the court, the allegations indicate that the Board acted in an “information vacuum” and exhibited an “ostrich-like approach” to the entire matter. In fact, the court said, “These facts, if true, do more than portray directors who, in a negligent or grossly negligent manner, merely failed to inform themselves or to deliberate adequately about an issue of material importance to their corporation. Instead, the facts alleged suggest that the defendant directors … adopt[ed] a ‘we don’t care about the risks’ attitude concerning a material corporate decision.”116

Having key information in advance and allowing for sufficient time to review such information can also be vital.

[e]— Monitoring Association Finances. One of the most important areas in which a director should be informed is the finance of the organization. It cannot be overemphasized that a director “must maintain familiarity with the financial status of the corporation.”117 The Board should be responsible for approving the organization’s annual budget. Board members should expect the CEO (or other designated staff) to produce timely and adequate income and expense statements, balance sheets and budget status reports, and should expect to receive these in advance of Board meetings.118

Funds permitting, the Board should employ, either directly or through an audit/finance committee, an independent auditor. The cost may not allow this to be done on an annual basis, some regular review is vital. Failure to act in this regard may give rise to personal liability.119 Included in the Appendix is a sample charter for an association audit committee, as well as a checklist for the committee.

[5] Ex-Officio Directors

It is not uncommon for certain association directors to serve as ex-officio members of other association committees. If the association director is an active participant on these committees, then there is no special liability issue. But at times the association director is automatically ex-officio on numerous committees, with no expectation that he or she will actually attend any meetings. The question then becomes whether such a director may be reasonably accused of dereliction of duty. Logically, the answer should be no, and the leading case addressing this issue has so ruled.

In this case,120 a hospital administrator was an ex-officio member of the hospital’s safety committee. When an employee fell and was injured in the hospital parking lot, the employee sued the administrator, alleging that his status as an ex-officio member of that committee made him personally liable. The court disagreed:

[The administrator] served as an ex-officio member of all the committees at the hospital. There was no evidence that [he] took, or was expected to take, an active role in the functions of the safety committee. Absent a showing of active concert with the safety committee, it would be imprudent to hold that [the administrator] assumed personal liability for any inadvertence of hospital-wide committees. To do so would expose him and those similarly situated to virtually unlimited personal liability.

[6] Committees of Directors

Is a director who serves on a board committee, such as the executive committee or the finance committee, held to a higher standard and therefore subject to greater potential liability than other directors? Possibly. In the leading case on this issue,121 the court held members of the executive committee to a higher standard of care than other board members. The court said: “Having injected themselves into the more detailed management of the corporation and thereby acquired additional knowledge, [the directors] are charged with that knowledge in judging their conduct.” In other words, members of the executive committee were expected to exercise greater diligence and would be held to a stricter standard of conduct.

[7] To Whom Are These Duties Owed?

Having reviewed the various legal duties of the association director, it is important to keep in mind to whom the director owes these duties. The answer is that “A board of directors … owes its duty to the corporate enterprise.”122 Stated more strongly, directors owe their duties to “the corporation itself rather than to the [stakeholders] individually or collectively.”123 This includes members, beneficiaries as well as any particular constituency of a director, e.g., those who may have voted for or insured the appointment of an individual to a board of directors. This is true even though such persons may have standing to sue for breach of the director’s fiduciary duty. For example, a federal district court allowed patients of a hospital, as beneficiaries, to bring a class action against the hospital board members for fiduciary violations,124 but the federal court of appeals for that circuit nevertheless later stated that “[a] close reading of [that case] makes it sufficiently clear that the fiduciary duties of directors of a nonprofit hospital run to the hospital and not directly to the patients as beneficiaries.”125 The fact that a director may have been elected or appointed to the board of directors by a particular constituency does not change the director’s obligations to the association as a whole. The director is not simply a representative of or advocate for that constituency.126

Relevant to this latter point is a case involving the vice president of a religious nonprofit organization who was on one side of a contentious and divisive issue. While serving as vice president, he secretly plotted to lead a faction in breaking away from the nonprofit to form a competing organization. He ultimately did so, causing significant harm to the nonprofit.

In the ensuing litigation, the court found that this individual violated his fiduciary duty to the corporation because his actions were intentionally injurious the organization of which he was an officer. He had argued that there was no wrongdoing since he was supported by a majority of the membership, but the court disagreed: “[T]he law imposed the highest standard of integrity in his dealings with the other officers of [the organization] and the entire [membership] not just those who were members of [his] faction.”127

[a]— Association Subsidiaries. Many associations have subsidiary entities, such for-profit subsidiaries or exempt foundations. Members of the board of directors of a subsidiary corporation are subject to the same legal and fiduciary obligations as all corporate directors.128 But fiduciary obligations of directors are often said to flow to the corporation and to the shareholders, taken as a whole.129 This can put directors of subsidiary entities that are wholly owned or controlled in a unique position if there is a conflict between what may be best for the subsidiary and the wishes of the parent association.130 Even if there is no conflict, “who is to determine what the best interests of the parent are? May (or must) the subsidiary’s Board make an independent business judgment about the parent best interests or is the subsidiary’s board oblige to accept the edict of the parent’s Board in all circumstances?”131 Regrettably there is very little case law that provides meaningful guidance.132 One thing that is clear, however, is that if an employee of the parent also performs services for the subsidiary, either as staff or as a Board member, that employee must do as instructed by the parent, and failure to do so would justify dismissal.133

[b]— Financial Distress. While normally directors of an association do not owe a fiduciary obligation to creditors of the association, and therefore creditors have no legal standing to challenge business decisions of the association, this changes if the association is facing serious financial difficulties. Under such circumstances, the law may require directors to take into account preservation—or at least wasting—of assets to the detriment of creditors.134 But this rule varies from State to State.
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§ 2A.04 Sarbanes-Oxley and Best Practices

In response to several incidents of financial wrongdoing at large public corporations, the Sarbanes-Oxley Act of 2002 became law.1 This statute imposes several governance-related requirements largely on publicly held companies. These include establishment of an audit committee; having one or more members of the audit committee with specific financial expertise; dictating that the corporation’s outside auditing firm periodically change the lead partner on the audit; requiring both the CEO and CFO to certify financial statements; prohibiting loans by the corporation to its directors; and requiring disclosures regarding a corporation’s material financial and operational changes. None of the governance provisions of Sarbanes-Oxley apply to nonprofit corporations. Nevertheless, passage of this law sparked intense scrutiny of nonprofit governance, with many commentators advocating voluntary adoption by nonprofits of some of the Sarbanes-Oxley requirements or even imposition by Congress of a similar statute directly specifically at nonprofit corporations. To date the latter suggestion has not been acted upon, but several States have taken legislative action, albeit in fairly modest form.

The first State law adopted in the wake of Sarbanes-Oxley was the California Nonprofit Integrity Act.2 This law requires that “charities” with annual gross revenues of $2 million or more have annual financial statements audited by an independent certified public accountant using generally accepted accounting principles. These audited financial statements must be made available for inspection by the California Attorney General and the general public. These same organizations must establish an audit committee which is responsible for making recommendations to the board on the hiring and firing the organization’s outside auditor and must confer with the auditor to satisfy committee members that the financial affairs of the nonprofit organization are in order, review the audit and decide whether to accept it, and approve any non-audit services to be provided by such firm. Finally, all charities, regardless of size, must have the board of directors, or authorized board committee, review and approve the compensation of the Chief Executive Officer or President, and the compensation of the Chief Financial Officer or treasurer, to ensure that the payment is “just and reasonable.”

A handful of other States have enacted similar but more limited statutes.3

[1] Impact on Fiduciary Obligations of Association Directors

Whatever the fallout from Sarbanes-Oxley, the basic fiduciary duties of association directors, in particular the duties of care and loyalty, will not change. But what may change are expectations of how those duties are carried out, in particular expectations of third parties, such as board members themselves, auditors, members, and, as referenced above, regulators. From a practical standpoint, it is even more important that association board members take their responsibilities seriously and actively oversee the operations of the organization in terms of attending meetings, being aware of the operations and financial condition of the association, and making informed decisions. Having a written conflict of interest policy for board members, a written code of ethics for board members, and an active financial or audit committee also would be prudent.

[2] Best Practices

A concept related to Sarbanes Oxley is that of “best practices” for governance. There are scores of organizations and governance experts who recommend certain ways for boards of directors to act and refer to them as “best practices.” While some or most of these recommendations may be meritorious, it is important to emphasize that they do not necessarily have any legal significance. That is, “best practices” are not necessarily the equivalent of fiduciary duties. As one court explained this:

“All good corporate governance practices include compliance with statutory law and case law establishing fiduciary duties. But the law of corporate fiduciary duties and remedies for violation of those duties are distinct from the aspirational goals of ideal corporate governance practices. Aspirational ideals of good corporate governance practices for boards of directors that go beyond the minimal legal requirements of the corporation law are highly desirable, often tend to benefit stockholders, sometimes reduce litigation and can usually help directors avoid liability. But they are not required by the corporation law and do not define standards of liability.”4


Footnotes:

1 Pub. L. No. 107-204, 116 Stat. 745.

2 Calif. Gov’t Code § 12585, et seq.

3 E.g., Conn. Gen. Stat. §§ 21 a-190b, 21a-190c (Supp. 2006) (nonprofit organizations with over $200,000 in annual revenues must submit audited financial statements signed by two officers who attest to the veracity of the information); Kan. Stat. Ann. § 17-1763(b)(15),(c) (Supp. 2005) (nonprofit organizations must submit annual financial statements signed by two officers, and these statements must be audited if the organization has over $500,000 in annual revenues); N.H. Rev. Stat. Ann. § 7:28 (III-a—III-b)) (requiring charitable organizations with over $1 million in revenue to submit audited financial reports to the state Attorney General); N.J.S.A. 45:17A-18 et seq. (nonprofits with gross revenues of $250,000 or more required to prepare its financial statements in accordance with GAAP and undergo an audit by an independent certified public accountant in accordance with GAAS.

4 Brehm v. Eisner, 746 A.2d 244, 256 (Del. 2000).


§ 2A.05 Examples of Why Association Directors are Sued

There are any number of claims that a plaintiff may bring against an association director, some of them valid and some not. Following is a summary of the most common grounds for suit.

[1] Poor Business Decisions

Specific actions or business decisions by the board that turn out to have been ill-advised and harmful to the association can result in liability. Such claims are often characterized as a “waste of corporate assets.” Because of the business judgment rule, discussed below, these claims are difficult to prove, but by no means impossible.

One of the leading cases in this regard is Queen of Angels Hospital v. Younger.1 At issue in this case was the value of services that had been provided over a number of years by members of a religious order to a non-profit hospital. It had been understood at all times that these services were donated by the religious order. Nevertheless, the religious order ultimately submitted a claim to the hospital in the amount of $16 million, allegedly the value of the services provided to the hospital. The claim was ultimately settled for approximately $350,000. Despite what appeared to be a fair settlement, the court nevertheless found that the board of directors at the hospital had breached its fiduciary duty by paying any amount on this claim. The court found that the claim for past services was completely meritless and there was absolutely no lawful obligation to repay the religious order. The court concluded, therefore, that payment by the hospital board of directors “was not a proper exercise of sound business judgment or of the fiduciary of the [hospital’s] board.”2 Significantly, unlike the cases discussed above involving general neglect, this was a single business decision that resulted in a finding of fiduciary liability.

In another case,3 a non-profit corporation sold its sole asset, a hospital, to a for-profit health care company for $17.5 million. A member of the non-profit board who objected to this sale sued his fellow board members, alleging that the true value of the hospital was as much as $5 million more, and that the sale below value was a breach of their fiduciary duty. This director further alleged that the board never solicited other offers or made an attempt to value the hospital. The court held that these allegations, if true, would constitute a violation of the directors’ fiduciary duty.4

Finally, in one of the seminal for-profit cases finding liability for poor decision making,5 the board of directors of a bank entered into a business deal that was extremely one-sided in favor of the other party. It ultimately cost the bank over one million dollars. The court concluded as follows: “I find liability in this transaction because the entire arrangement was so improvident, so risky, so unusual and unnecessary as to be contrary to fundamental conceptions of prudent banking practice.”6

These cases clearly illustrate that despite the obstacles of the gross negligence and the business judgment rule, from a practical standpoint non-profit director can be held liable for bad business decisions.

[2] Wrongful Discharge

When an association terminates an employee wrongfully, typically any legal claim brought by the employee is against the association only and not against an association official individually. However, when a terminated association CEO sues for wrongful discharge, it is not unusual for the directors to be named personally in addition to the association. This is because, unlike with respect to other association employees, it is the board that terminates the CEO, and therefore board members are directly involved in that personnel action. Also, when a CEO is fired the situation can become quite acrimonious, which may contribute to the naming of directors personally.

In one case, a terminated executive attempted to hold the volunteer chairman of the board of directors personally liable for the executive’s termination.7 In addition to voting to terminate the executive director, the chairman of the board and one other board member also were the ones who actually communicated the termination in person to the executive director. In this instance, the court found that the chairman at all times acted “within the scope of his duties” and that there was no evidence that the chairman acted with “reckless, willful or wanton misconduct.”

[3] Defamation

A claim for libel (written defamation) or slander (spoken defamation) can arise in a number of contexts.

[a]— Membership Disputes. When an association expels or disciplines a member, the discussion leading up to such action may include derogatory remarks which can result in a defamation lawsuit by the subject individual or company.8 In one case, a former association chapter president sued the national association based on critical comments by the national’s chief executive.9 The CEO of the national association sent several letters to the full association membership suggesting that the chapter president had violated her fiduciary duty and endangered the tax-exempt status of the national association.

[b]— Board Disputes. Internecine battles within a board are a fertile ground for defamation claims. For example, in Genesis International Holdings v. Northrop Grumman Corporation, the President of a trade association sent a letter to the representative of a corporate member of the association, threatening to expel that member for misconduct by the representative. After the letter was further circulated to others within the association, the representative sued the President, the President’s employer, and the association for defamation, all found to be valid causes of action.10

In other cases, attacks on board members can be more organized and well orchestrated. In one case, a special meeting of the entire membership was called to report on findings of an investigation into the conduct of a member of the nonprofit’s finance committee. Prepared text and photographic slides were used to illustrate the organization’s case against the board member, and words such as “questionable transactions”, “discrepancy of funds” and “misappropriated” were used liberally.

While the court found that the organization certainly had every right to discuss the conduct of the volunteer board member, even in a negative way, the organization did not act in good faith in this instance because it “failed to confine the publication [of the charges] to proper persons.” According to the court, the accusations and information “should have been confined to the members of the board in their official capacities or to an appropriate investigatory agency” and not to the entire membership.11

Of course, even if a director limits his or her negative comments to just other members of the board, if those accusations are false, then liability almost certainly will arise. In another case involving election to a board, an individual was under consideration by the nominating committee, when another board member told the nominating committee that this individual had been implicated in an attempted arson, conspiracy, and intent to defraud an insurance company with respect to fires that had occurred on property owned by that individual.12 As it turned out, the court found these statements were clearly false, and the defendant director acted with ill will and malice.

In an often-cited case,13 a board member of a private foundation was a strong proponent of a reorganization plan for the foundation, but this plan was strenuously opposed by two employees of the foundation. After much politicking, and despite the fact that the director did seem to control the Executive Committee, the full membership supported the position of the foundation employees.

Following this ignominious defeat, the director initiated a campaign to force one of the employees to resign or have him fired. Using his control of the Executive Committee, this director caused two letters to be published making serious accusations about the performance of the employee. Ultimately, the Executive Committee adopted a resolution demanding the employee’s resignation, and he resigned several days later.

While the employee subsequently sued for defamation, interestingly, the court found no merit to his claim, characterizing the matter as “nothing more than an internal corporate disagreement as to policy matters and therefore not actionable.”

[c]— Defamation of Employees. Second only to fellow board members, the other largest target group for defamatory statements by directors are employees, usually the chief staff executive.14 But perhaps even more than with respect to other board members, courts recognize that a nonprofit board is legally entitled to discuss the performance of the organization’s chief staff executive, even in a negative way.

For example, a state appellate court found nothing inappropriate in a board of directors considering written charges against the organization’s executive director even though they called into question his honesty, professionalism, and performance. The court in particular emphasized the fact that the charges were not repeated outside of the boardroom.15

In another case16 which presents a factual scenario that, regrettably, is not unique, a group of employees sent an anonymous letter to a nonprofit’s board of trustees complaining about the executive director, i.e., their superior. The board held a special meeting to discuss the allegations, interviewing certain employees during this meeting. The executive director subsequently resigned and sued for defamation based on this incident. While the court acknowledged that the board’s investigation may have been inadequate, and the directors they exercised poor judgment, in particular for not allowing the executive director to defend herself, the court concluded that the board acted within its authority in discussing the allegations and acting on them.

Sometimes courts find that accusations among association leaders are “opinion” and therefore not actionable defamation. In one instance,17 a volunteer committee member accused the association’s executive director of “manipulating” the board of directors “by feeding them wrong and/or misleading information” with a purpose of seeking to “accomplish her own personal goals.” The court held that these statements could not support a defamation action since they were subjective “without precision and specificity” and therefore not verifiable.

Primarily, directors risk liability when they publish their remarks outside of the boardroom. For example, the president of a nonprofit sent a letter to all of the members announcing that an employee had been terminated for “insubordination, some incompetency, and an inability to remain confidential.” While the court acknowledged that the reasons may have been in fact true, and that the members had some interest in this matter, it was a legitimate question as to whether or not publication of the letter indicated malice on the part of the organization because it published the allegations outside of the board. Of particular note was the fact that the organization’s mailing list included a number of people who were not members. Therefore, the court found that the employee could go to trial on a defamation count.18

The former CEO of a trade association was awarded almost $1.5 million by a jury in on a defamation claim based on a letter that the current president of the association sent to a former president accusing the CEO of embezzlement.19 Because the former president was no longer on the board of directors, the sitting president had no qualified privilege to make the injurious accusations.

In another common fact pattern, a nonprofit organization subjected itself to suit when its chairman responded to questions from the media about the departure of the CEO, and the chairman’s statements were critical of the CEO.20

Directors can also take advantage of the attorney-client privilege in discussing accusations or allegations that may be harmful to the individual involved. That is, an association board of directors generally has a right to consult with the association’s lawyer, and any communications between the board and that attorney are generally considered privileged and therefore not a legitimate basis for a defamation suit.21

[d]— Suppliers. Association directors also need to be careful with respect to what they say about suppliers or other vendors that operate within the profession, industry or jurisdiction of the association. Criticism from a board member can be quite harmful, and if suppliers believe that they have been wronged, they may feel it necessary to sue.

In one case, which, like others, seems to have arisen out of anger, a professional society designated a travel agent for an upcoming membership meeting. A competing travel agency subsequently contacted a number of the association’s members and apparently claimed that the president of the association had given her blessing in doing so.

Regardless, the president was quite angry with this and sent a letter to the entire membership which was highly critical of the competing travel agency, even alleging unethical conduct. A lawsuit resulted.22

A good lesson of this case is that regardless of how legitimate one’s indignation may be, caution must be exercised when criticizing a company, or person, and publishing that criticism widely. For example, stating that a contract with a vendor was terminated “for cause” may result in a lawsuit if the statement is inaccurate, since it certainly suggests some sort of wrongdoing on behalf of the vendor.23

[e]— Defaming Enemies/Opponents. Another area that is very fruitful for defamation litigation is disputes between an association and third parties that an association views as meriting criticism. In one of the more well known cases in this area, a state bar association published a pamphlet in which it specifically attacked a book written by an outside author with respect to the probate.24 As a result, sales of the author’s publication were severely injured, and his speaking engagements essentially disappeared. He sued for defamation and was permitted to proceed to trial.

In some instances, courts will recognize that a nonprofit may have a clear point of view that it is entitled to advocate, even if doing so results in criticism of others.25 Also, if an association makes critical comments about another association or other opponent to a State or federal regulator, such as the IRS or the Federal Trade Commission, those comments typically are completely privileged.26 Of course, there does not precent a law suit from being filed.27

When willful misconduct is alleged, often nonprofits are forced to litigate. For example, in another well-known case, a private foundation suddenly discontinued a large grant to a researcher. While this in itself was not particularly remarkable, the executive director of the foundation was alleged to have subsequently attempted to block the researcher from receiving grants from other sources, by spreading defamatory accusations.28

In one of the most infamous cases, former televangelist Jimmy Swaggert was held liable to a competing but lesser televangelist for accusations of immoral conduct. This was the beginning of the end of Swaggert’s television empire.29

In another notable case,30 an association developed a directory of suppliers, including attorneys. The listing for one attorney stated in part: “At least one plaintiff has described [the attorney] as an ‘ambulance chaser’ with interest only in ‘slam dunk cases.’ ” The attorney sued the association for defamation, and the court held that he could pursue his claim before a jury, as the term “ambulance chaser” could be interpreted as reflecting on the attorney’s ethics. Also, the court refused to allow the association to hide behind the fact that it was just quoting someone else and not necessarily endorsing those views, stating: “The fact that a particular accusation originated with a different source does not automatically furnish a license for others to repeat or publish it without regard to its accuracy or defamatory character.”

[f]— Role of Association Attorney. Associations can protect themselves from defamation accusations under certain circumstances if they involve the association’s lawyer. For example, if an investigation of alleged wrongful behavior by an employee or board member is conducted by the association’s attorney, then the results of that investigation and any subsequent discussion between the association board of directors and the attorney likely will be considered protected by the attorney-client privilege, and privileged attorney-client communications typically cannot be used as a basis for a defamation claim.31

[4] ERISA

Each fiduciary of a pension plan, regardless of his or her duties and responsibilities, must act “with the care, skill, prudence and diligence under the circumstances that a prudent person acting in a like capacity and familiar with such matters would use in the conduct of an enterprise of a like character and with like aims.”32 While association board members typically do not actually administer the association’s employee pension plan, the board often does exercise some decision making authority, e.g., selection of the plan administrator, election of the members of the association pension committee (if there is one), and selection of an investment adviser or investment manager. If for some reason plan assets are impaired (e.g., the available investment vehicles perform poorly) the association board members could be sued individually for breach of the fiduciary duties on behalf of the pension plan.33

[5] Investment of Association Funds

The general rule is that a non-profit Board of Directors is not a guarantor of positive investment results.34 The law focuses on the Board’s decision-making process, rather than the substantive outcome.35 In fact, poor investment results do not prove gross negligence on the part of a Board: “Hindsight, as a measure of prudent behavior, is inappropriate because the stock market is inherently unpredictable.”36 Still, there are important rules for a Board to follow.

[a]— A Reasonable Plan. The most basic principle with respect to the oversight of investment performance is that there must be some plan or philosophy.37 It is the lack of a plan that is the cardinal sin.38 There are two important corollaries to this principle.

One corollary is that seeking outside expert advice is viewed very favorably. As mentioned earlier, the Investment Committee of the Stevens Institute of Technology was taken to task by the State Attorney General because the Committee, after utilizing the services of an advisor to develop an investment strategy, fired the advisor, apparently thinking that they no longer needed any help. As part of the settlement with the Attorney General, the Stevens Institute agreed to engage a professional advisor on a regular basis.

In exonerating a board, one court found that the investment decisions were “based, in part, on research provided by the [organization’s] analysts and conforming to guidelines set forth by various investment strategy groups com-posed of senior portfolio managers, who regularly monitored the suitability of equity investments and rate securities in various categories based upon performance.”39 Of course, the less there is to invest, the less need for outside help.

A second corollary is that the plan must be followed. There is no point in developing an investment strategy if that strategy is going to be abandoned without good reason. Again, the Stevens Institute matter provides a helpful example. The investment strategy that the Board adopted allowed for investing up to 15 percent of the Institute’s funds in private equity vehicles, i.e., hedge funds. By the time the Attorney General filed its suit, 60 percent of the school’s endowment was in hedge.

[b]— Oversight. In the majority of instances in which non-profit directors have incurred liability related to investments, it is due to the fact that the directors delegated investment responsibility to an individual or committee, and then failed to oversee or supervise that individual or committee.

An early leading case is Stern v. Lucy Webb Hayes National Training School for Deaconesses & Missionaries (Sibley Hospital).40 There, the board of a local hospital delegated responsibility for the investment of hospital funds to a “committee” of two persons, both employees of the non-profit. While the delegation of authority itself certainly was permissible, what was inexcusable was that the board never sought or received a report as to the status or performance of the invested funds.

Much to the directors’ chagrin, when they finally did inquire, they discovered that funds in excess of $1 million had been allowed to languish in a non-interest bearing checking account for several years.41

In Hoye v. Meek,42 the President of a company delegated investment responsibility to his son, also an employee of the company. While the son was subject to a board policy restricting investments to supposedly-safe government securities, he managed to make such investments in a very risky manner, with disastrous results. The court found the President liable for the losses.

Ironically, unlike the directors in Sibley Hospital who never bothered to inquire as to the performance of investments, the defendant here received monthly reports as to the finances of the organization, as did all other directors, but either never read the reports or was never sufficiently alarmed to take any action thereon.

Another interesting aspect of this case was the novel defense offered up by the President. He argued that he was not responsible since he was semi-retired, lived out-of-state, and rarely attended board meetings. But as the court pointed out, this itself was negligence, and certainly was no excuse for failing to stay informed. Stated the court: “There is no separate standard for an ordinarily prudent non-resident director or an ordinarily prudent semi-retired director. The standard does not vary depending upon one’s residence or retirement status.”

Even expert advisors have to be monitored. It is certainly not unheard of for a non-profit organization to subsequently discover that its funds have been invested in a manner more speculative and risky than authorized.43

On a related point, boards should be clear as to how much authority they are in fact granting. If a delegate has apparent authority to make investment decisions without board input, the board may be legally prohibited from disputing the existence of that authority.44

[c]— Poor Investments. Notwithstanding the focus on process with respect to investment oversight, in extreme cases non-profit boards can incur liability because the investments not only performed poorly, they also were simply bad and ill-advised.

The Wintercross Foundation case referred at the outset is a stark example. In that case, the controlling director placed all available funds into a single real estate deal that did not go well. Said the court: “Putting some assets into real estate might not be unreasonable, but putting everything into one venture is against all prudent investment standards.”

Investing in semi-professional and alternative league sports franchises with a history of financial losses is another example of conduct that may be the subject of allegations of breach of fiduciary duty.45

In another illustrative case,46 a non-profit college allowed several hundred thousand dollars to be invested in a single, troubled company with a flawed business plan. The entire investment was lost.

[d]— Uniform Prudent Management of Institutional Funds Act. Almost all States have adopted the Uniform Prudent Management of Institutional Funds Act (UPMIFA), which includes certain rules for charities regarding the management of investment assets. In addition to imposing an obligation to diversify investments and to incur only “appropriate and reasonable costs,” UPMIFA also requires a charity, in making investments, to consider particular factors, including general economic conditions, expected total return from income and appreciation, the charity’s other resources, and the needs of the charity and the fund to make distributions and preserve capital.

[e]— Conclusion. The law does not place a huge burden on non-profit directors and boards with respect to investment oversight responsibility. Certainly non-profit board members cannot be as cavalier as the former Chairman of the Board of the Art Institute of Chicago, who, in responding to criticism of the Institute’s massive losses after investing two-thirds of its reserves in hedge funds, said, “This is the risk of the game. And we lost. So what?”47 But as long as directors are diligent and follow the basic rules described above, they should not be held liable for unfavorable performance of investments.

[6] General Mismanagement

Despite the business judgment rule (see below), association directors can be held personally liable for general mismanagement or bad management, generally defined as poor business decisions resulting in consistent and significant losses over a period of time. As stated by a leading authority on corporate law, “Directors are … liable if they suffer the funds of the corporation or its property to be lost or wasted by gross negligence and inattention to the duties [of office].”48

In one leading case, plaintiffs were permitted to proceed in their lawsuit against the former directors of an insolvent nonprofit.49 The suit alleged the following negligence:

a. expenditures of funds in excess of projected cash income;

b. failure to properly market and sell assets;

c. failure to require contract compliance by customers;

d. failure to staff and provide effective cost controls and adhere to budgetary restrains;

e. excessive payments to consultants;

f. failure to obtain proper projection of expected income; and

g. reliance on projections and reports after the reports proved to be inaccurate.

In one infamous case, directors of a nonprofit were found to have committed gross mismanagement and neglect of duties when high-level executives were allowed carte blanche over the organization’s checking accounts and credit cards, to the great detriment of the organization.50

Notwithstanding the above, liability for poor judgment usually is imposed only when there are multiple instances over a sustained period of time, or, if there is just one instance, it is significant and costly. Absent such circumstances, the following observation is generally true:

While it is often stated that corporate directors and officers will be liable for negligence in carrying out their corporate duties, all seem agreed that such a statement is misleading … . Whereas an automobile driver who makes a mistake in judgment … will likely be called upon to respond in damages, a corporate officer who makes a mistake in judgment … will rarely, if ever, be found liable for damages suffered by the corporation … . Whatever the terminology, the fact is that liability is rarely imposed upon corporate directors or officers simply for bad judgment.51

[7] Oversight of Staff

If a Board of Directors knows or has reason to know of possible misconduct by a staff member, particularly senior staff, it may be a violation of a director’s fiduciary obligation not to investigate the matter and fail to take action under certain circumstances.52

In one case that elicited an extreme response from a court, the entire board of directors of a nonprofit was removed based on violations of their fiduciary duties in neglecting to take action against the organization’s CEO, who the board had reason to believe had engaged in criminal misconduct.53

[8] Violating Bylaws and Articles

While a board has full management authority over the association, that authority is limited by the restrictions of the association’s articles of incorporation and bylaws. Action by a board that is contrary to either of those two documents is void, and directors may be sued personally for purporting to take such action, though usually such a legal claim is for injunctive relief rather than monetary damages.54

In a lawsuit brought by the former executive director of a nonprofit organization, it was alleged that the organization president and treasure violated the bylaws by terminating the executive director.55 According to the complaint, the bylaws state that termination of the executive director may be affected only by vote of the full board of directors, and therefore the president and treasurer acted outside the scope of their authority when, on their own initiative, they fired the Executive Director.

Courts are particularly receptive to charges of violation of the articles of incorporation or bylaws when made in the context of a board trying to solidify its own power or to fend off a challenge, such as in an election.56

[9] Fair Dealing With Members

Courts are very receptive to claims by members that directors have violated their fiduciary duties by not treating members in a fair and above-board manner. In one case, directors were found to have acted contrary to their fiduciary duties when they submitted a proposed bylaw amendment to the members for a vote but concealed (or failed to reveal) the adverse impact that this amendment would have on the rights of the members.57

In another notable case, the directors of an association were found to have violated their fiduciary duty to members by refusing to allow a candidate for the board of directors to promote his candidacy by purchasing an advertisement in the association’s magazine.58 The court found that the board’s motives were entirely self-serving, i.e., the sitting directors simply wanted to perpetuate themselves in office, and therefore wished to deny a candidate the ability to “campaign” to the full membership.

Courts are particularly receptive to charges of unfairness to members when made in the context of a board trying to solidify its own power or to fend off a challenge, such as in an election.59

Another issue that arises on occasion is an association that undertakes activities that are competitive with some segment of the membership. Members may challenge such an undertaking.60

[10] Antitrust Violations

Without question, volunteers, including board members, that participate in conduct in violation of the antitrust laws may be sued personally, either by an injured party or by the federal government.61 However, it is also true that even non-participating directors may be liable as well if the association engages in illegal antitrust conduct and it is shown that the director’s negligence or mismanagement allowed the offending behavior to occur, or to continue undetected.62 In one case, a court held that board members could be held liable for not changing certain bylaws that were clearly in violation of the antitrust laws.63

[11] Insider Transactions

Courts will scrutinize any transaction in which it appears that a director gained some advantage by virtue of the director’s “insider” status.64 In fact, there is a legal presumption against the validity of a transaction between a director and the association, and the burden is on both to prove that the transaction is fair and reasonable to the association.

Unlawful insider dealings can entail sale of association property to a director at a reduced price; sale of a director’s property to the association unnecessarily and/or for an inflated price; or engaging the services of a director by the association either for an excessively high fee or for services that are not needed. Insider transactions are not unlawful per se, but associations and directors must proceed with caution and ensure that such arrangements benefit the association and are defensible.

For example, in one case65 the sale of property owned by a nonprofit to one of its directors was invalidated as an improper insider transaction. In addition to the fact that the sale price was significantly below market, the sale was approved by the full board just two days after it was proposed, and the board did not seek any other offers or even investigate whether the price was fair. The court characterized this as “unseemly haste” by the board of directors.

It is also a breach of a director’s or officer’s fiduciary duties to utilize association funds for solely personal purposes.66

[12] Corporate Opportunity

For a director to use his or her insider position to avail himself of a business opportunity in which the association might have an interest will result in personal liability to the director.

Similarly, if an association official intentionally directs real or potential customers or business partners away from the association in order to himself obtain their business, this is clearly actionable by the association.67

A good example is Valle v. North Jersey Automobile Club.68 In this case, several directors were involved in negotiations on behalf of the association to purchase an insurance agency. These directors decided, on their own, that the association could not afford to make the purchase, and subsequently bought the agency themselves. The court found that this was a business opportunity of the association that the directors misappropriated.

[13] Waste of Corporate Assets

The most common type of waste of corporate assets is the sale of assets below value. For a board to sell an association asset for well below its value can result either from negligence (e.g., lack of due diligence in determining the true worth of the asset) or from willful wrongdoing (e.g., selling to an insider at a reduced rate). Both circumstances can result in liability to the directors approving the transaction. As stated by one court, “Director approval of an undervalued sale of corporate assets may … create liability.”69

In one case,70 the directors sold stock owned by the nonprofit without undertaking any substantial investigation to learn the value of the stock. As a result, the stock was sold for approximately one-fourth of its value, which a court correctly called “shockingly inadequate consideration.” The court also ousted the offending directors.

In another case,71 a nonprofit organization sold its single most valuable asset for less than half its appraised value. The court held that judicial scrutiny of the transaction was appropriate since the Board’s actions in approving the sale severely hampered the organization’s ability to carry out its nonprofit mission.

A Board may place itself in a particularly precarious position if it acts contrary to the advise of its own consultants. In 64th Associates, L.L.C. v. Manhattan Eye, Ear, & Throat Hospital,72 a board of directors was advised by a real estate consultant that a piece of property should be sold for no less than $46 million and that an approximately 12-month marketing period would be required to realize such value in the real estate market. Soon thereafter, the Board signed a contract to sell the property for $41 million. The court found that these actions violated the Board’s fiduciary obligations. Said the court: “[T]he Board disregarded its own expert’s opinion … in its hurry to sell the property at a price $5 million less than its own appraiser’s minimum valuation.” Regarding the alacrity with which the Board acted, the court stated: “It is hard to imagine a good reason for the rush to sell (and there was none), in light of the appraisal’s statement that a typical marketing period would be 12 months.”

Waste of corporate assets can also take the form of conduct such as failing to collect accounts receivable,73 paying too much to acquire an asset, paying claims that the organization is not legally obligated to pay, or settling claims for excessive amounts. In one leading case,74 a nonprofit board settled a lawsuit by having the organization pay a large sum of money. The court held that this constituted a violation of the directors’ fiduciary duties because the suit, in fact, lacked merit.

It is not a waste of corporate assets to pay amounts legitimately owed under a binding contractual arrangement.75 However, if the contract terms are unreasonably unfair to the association, then those persons who approved it on behalf of the association could be subject to a charge of wasting assets.76

A board also has broad discretion in delegating its authority to others, including the authority to approve and enter into an employment contract with the chief executive.77 An executive committee or a compensation committee would be appropriate delegates in this regard.78

[14] Breach of Contract

As a general rule, a director is not personally liable for the breach of a contract by the association, even if the director voted in favor of such breach or termination.79 However, this is not an absolute rule, and if directors cause the association to break a contract in order to gain some personal advantage to the directors, or act with some other improper motive, such as “malice,” then there may be a cause of action against the directors personally.80 As stated by one court, there should be no personal liability unless a director “acted in bad faith or committed a tort in connection with the performance of the contract.”81 In another case, a volunteer committee member was alleged to taken extraordinary measures to try to have the executive director fired, including recruiting individuals to run for the board of directors who he hoped would vote to terminate the executive director and even paying people to vote in the election for “his” board candidates. The court found that these allegations were sufficient to state a claim for intentional interference with the executive director’s contract.82

[15] Failure to Protect Association Property

Whether it derives from the duty of loyalty or some other duty, it is unquestioned that as a fiduciary, a corporate director is charged with the duty of caring for the property of the association and to protect against its impairment or loss.83 Such property could include tax-exempt status, copyright ownership of a publication, trademark ownership of a certification designation, or general goodwill and favorable reputation. Failure to ensure that the association has sufficient insurance to protect against catastrophic loss might also give rise to liability.84

[16] Vicarious Liability

A failure to supervise the work of other corporate officials, including association staff, can result in personal liability to directors if those other corporate officials themselves harm the corporation.85 Therefore, as discussed previously, directors must monitor the work of those to whom it delegates authority, including staff, committees, and other directors.

[17] Tort Liability

Association directors can be held liable for torts in which they actually participate. A leading case in this area is Tillman v. Wheaton-Haven Recreation Association,86 in which it was held that directors who knowingly voted in favor of racially discriminatory policies were personally liable under federal civil rights laws.

A similar case is Broustein v. American Cat Fanciers Association,87 in which a member of the defendant organization alleged that she was subjected to discipline by the association because she was Jewish. She sued the association as well as directors who had made anti-Jewish statements during a board meeting.
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§ 2A.06 Apparent Authority

[1] Introduction

In addition to avoiding liability themselves, association directors should be aware that their actions may be imputed to the association, resulting in liability to the association. Directors must keep this in mind when dealing with third parties on behalf of the association or in situations in which the director may be perceived as acting or speaking for the association.

The leading association case in this area is American Society of Mechanical Engineers v. Hydrolevel,1 where the chairman and vice-chairman of a committee of an association engaged in unlawful conduct in violation of the antitrust laws. The court found that these individuals, as volunteer officials of the association, had at least the apparent authority to take the actions that they did, and therefore the association was held financially responsible.

[2] The Concept of “Apparent Authority”

Broadly speaking, a corporation—profit or nonprofit—is controlled by a board of directors, and no single individual director or officer has the authority to act for the corporation or to legally bind the corporation. For the sake of convenience or other legitimate reasons, a board of directors will expressly permit certain corporate officials to act for the corporation, e.g., with respect to hiring employees, executing contracts, etc.

From a legal standpoint, there are two categories of cases in which the authority of an individual to act or speak for the corporation most often becomes an issue.

One category consists of cases in which dealings with third parties have soured. In these instances a corporation may attempt to extract itself from a particular arrangement on the basis that the corporate official who approved the transaction or entered into the contract did not have the authority to do so, and therefore the corporation is not bound.

A second consists of those cases that arise when an officer or director makes certain statements that can result in liability, e.g., based on libel, slander, or antitrust, and the corporation is sought to be held responsible.

Determining whether or not a corporate official has the direct authority to act or speak for the corporation usually is not a difficult analysis. But even if an official does not have such express authority, a corporation may still be found liable if the official is found to have “apparent authority.”

Apparent authority is generally defined as authority that, while not expressly given by the corporation, may reasonably be inferred by a third party. Relevant to the reasonableness of such an inference may be factors such as: (a) the position of the official within the corporation; (b) the sophistication of the third party; (c) past dealings between the official and the third party; (d) past similar actions of the official; and (e) general corporate custom or practice.

[a]— Use of Association Letterhead. One recurring issue with associations is the extent to which officers or directors should be permitted to use association letterhead. The concern is that if an association official makes a binding commitment, or utters a defamatory remark, and does so in writing using association letterhead, this could bolster the position that such association official had at least the apparent authority to act or speak on behalf of the association. As stated by one court: “When a corporate defendant provides its agent with company letterhead, and that agent in turn uses such stationery to purportedly act on behalf of the company, a third party might reasonably rely on the corporation’s conduct and infer that the agent had apparent authority to act on behalf of the corporate defendant.”2

[3] Examples of Apparent Authority Cases

1. The executive director of an association made disparaging remarks to members regarding the credit worthiness of a potential purchaser of the members’ products, resulting in a defamation lawsuit against the association and the executive director.3

2. A speech by an association’s volunteer president which was critical of discounters within the industry was important evidence in a subsequent antitrust and defamation lawsuit by those discounters against the association.4

3. Endorsement by association officers of pricing guidelines for members’ services resulted in an investigation of the association by the U.S. Department of Justice, culminating in a consent decree.5

4. The chairman of an association committee caused a letter to be issued on association stationery disparaging a competitor’s product, resulting in a multimillion dollar judgment against the association.6

5. Two Board members of a chapter of a national nonprofit organization made allegedly defamatory comments about two individuals. The individuals sued these Board members and the organization, and the court refused to dismiss the suit, finding that the Board members made known their status as Board members in connection with the allegedly defamatory conduct, and, in fact, may have used that status to their advantage.7

6. The volunteer President of a trade association became concerned about the conduct of one of the corporate members of the association and therefore wrote a letter to the company’s representative, threatening to expel the company from the membership of the association. This letter was critical of the representative as well, and, after the letter was circulated to numerous third parties, the representative sued. The court allowed the case to proceed to trial.8

7. Volunteer official for association made disparaging comments about a commercial product and urged members not to use the product.9

[4] Conclusion

Association officers and directors must be sensitive to the fact that they occupy dual positions, one with their companies and one with the association. When speaking to or interacting with third parties under circumstances in which the official’s status with the association is relevant, it may be necessary to clarify that actions taken or opinions expressed are personal to the official and do not necessarily reflect the position of the association.


Footnotes:

1 456 U.S. 556 (1982). See also, Scott v. Ross, 140 F.3d 1275 (9th Cir. 1998).

2 Sipes v. Kinetra, L.L.C., 137 F. Supp. 2d 901 (E.D. Mich. 2001).

3 Thanasoulis v. National Association for the Specialty Foods Trade, et al., 640 N.Y.S.2d 562 (A.D. 1995).

4 Alvord-Polk, Inc., et al. v. National Decorating Products Association, 37 F.4d 996 (3d Cir. 1994).

5 U.S. v. American Institute of Architects, No. 90-1567 (D.D.C. 1990).

6 Am. Soc’y of Mech. Eng’g v. Hydrolevel, 456 U.S. 556 (1982).

7 Quigley v. Rosenthal, et al., 327 F.3d 1044 (10th Cir. 2003).

8 Genesis Int’l Holdings v. Northrop Grumman Corp., 2007 U.S. App. LEXIS 15205 (3d Cir. June 26, 2007).

9 TYR Sport Inc. v. Warnaco Swimwear Inc., 679 F. Supp. 2d 1120 (C.D. Cal. 2009).
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