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The reexamination of not-for-profit enterprises is an opportunity to ex-
plore essentially uncharted and surprisingly vital areas of human en-
deavor. To go beyond this examination in quest of an appropriate role for
governmental involvement is to survey legislation that embodies signifi-
cantly divergent approaches rarely contrasted in survey literature. If the
product of these twin efforts is a feeling that reform is required, the chal-
lenge of formulating a conceptual overview of nonprofit enterprises
merges with the drafting problems inherent in a legislative embodiment
of newly established or affirmed premises. In the course of the past two
years this writer has been presented with the former opportunities and
latter assignment. The purpose of this article is to share the highlights of
those studies, expose the value judgments ultimately recommended to the
Code Revision Commission,1 and report on some of the more innovative
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1. The Code Revision Commission was created by the Alaska State Legislature and
charged with the periodic review of statutory law. In 1979 it engaged the services of this
author as a consultant and drafter for the purposes of examining the provisions of title 10,
Corporations as Associations, of the Alaska Statutes. The first product of what has devel-
oped into a three year collaboration was the framing of a proposed Alaska Corporations
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provisions of the proposed Alaska Nonprofit Corporations Code as it ha,
been approved for submission to the Alaska Legislature.

I. THE OCCASION FOR REFORM

As with the recent New York and California experiences, Alaska devel
oped an interest in reevaluating its legislative framework for enabling an(
imposing discipline upon nonprofit enterprises in the wake of a compre
hensive revision of its for-profit corporations code. An early hope wa
formed that the for-profit code might serve as a central statute aroun(
which other "business" statutes might be developed. Our goal had been t(
use the for-profit code to settle basic questions with regard to an appro
priate role for governmental supervision, protection of creditors, formula
tion of fiduciary standards for those in de facto or de jure control, a mini
mum bill of rights for "owners," and standards for accounting and recorc
keeping. This accomplished, it was hoped that codification of provisioni
respecting nonprofit enterprises, cooperatives, religious corporations, an(
the like might be harmonized in terms of format and significantly stan
dardized in content. Whatever experience will reveal in future dealingi
with these other subjects, the attempt with respect to nonprofit corpora
tions is now history. It entailed significant modifications of our initial am
bitions and expectations.

A. An Overview of Nonprofit Activity and Enterprise

Before one can assess the adequacy of existing legislation it is necessa
to sketch the area of concern. If the experience in other jurisdictions par
allels that of the framers of the new Alaska statute, this experience wil
entail some interesting surprises and necessitate discarding several popu
lar views that turn out to be myths.

To begin with, nonprofit enterprise or activity sweeps far beyond thi
realm of actual or pretended charity. Perhaps far more startling, manj
"nonprofits" deliberately and habitually generate income substantially ih
excess of their fixed and recurrent costs. They are intended to, and do

Code to replace the Alaska Business Corporations Act of 1957. The new code is currentl,
pending before the Alaska Legislature. The procedures of the legislative process are suc
that it is likely that the final statutory form of this code will have modified section number
that are different from the Commission's numbers as cited in this article.

The Commission consists of six members: a member of the state senate, a member of th,
state house of representatives, a designee of the court system, a designee of the Attorne.
General, a designee of the State Bar, and a member appointed by the Governor. At a]
material times the Commission has been chaired by an Anchorage attorney, John W
Abbott.
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make a profit.2 Given these two facts it should not be surprising that a
third myth must give way. Nonprofit statutes host far more than a hand-
ful of do-gooder organizations.' In every state, they are the home for
thousands of vehicles organized for a bewildering variety of goals. While a
recent survey has collected data on most jurisdictions, 4 concentrating
upon the State of Alaska will tell the essence of the tale. As of 1979 there
were some 8000 business corporations organized under the for-profit pro-
visions of Alaska's title 10. Yet there were more than 2000 entities formed
under nonprofit provisions of that same title.5 Broken down by subject
matter these "nonprofits" included chambers of commerce, social service
organizations, charities, foundations, fraternal lodges, hospitals, labor un-
ions, museums, and schools. Outside of Alaska this same diversity is re-
flected and magnified. To it is added the Master Charge "nonprofit," a

2. See Hansmann, The Role of Nonprofit Enterprise, 89 YALE L.J. 835 (1980).
Hansmann, an economist affiliated with the law faculty of the University of Pennsylvania,
examined nonprofit enterprises with a view toward articulating a comprehensive theory for
their role in the economy and their proper legal regulation. He found the subject cluttered
with a host of misconceptions. Nonprofits do not, contrary to popular belief, inhabit a place
in the market dictated by the unprofitability of their activities. Quite to the contrary,
Hansmann suggests that from an economic perspective any provider of goods and services
must generate a return capable of covering all costs (including payroll and borrowing), and
that nonprofits are not exempt from this inexorable law. Id. at 879-80. Nor are nonprofits
confined to areas in which it would be unseemly to make a profit. Certain literature suggests
that nonprofits arise, for example, in the health care field where it would be indecorous for
anyone to seek a profit out of other people's suffering. In fact, nonprofits share these areas
with for-profit organizations. Hansmann points out that certain aspects of the overall health
care industry are the almost exclusive province of for-profit enterprises. His examples are
pharmacies and pharmaceuticals. Nursing home operations, too, include a large percentage
of for-profits. Id. at 880-81. While not mentioned by Professor Hansmann, funeral direc-
tors, who to .this author's mind traffic specifically on the most extreme frontier of human
misery, are always for-profit operators.

Tax incentives offer no scientific explanation for nonprofits. According to Hansmann,
federal exemption from the corporate income tax is too insubstantial a factor to encourage
the formation of nonprofits. And, historically, this exemption seems to have followed, rather
than induced, the presence of nonprofits. Local exemption from real estate taxes is conceded
to be of significance, but again, is said to be the result, rather than the cause, of the non-
profit presence. Id. at 881-83. The charitable deduction in personal income taxes is down-
played for the same reason, being "neither necessary nor sufficient for the development of
...nonprofits." Id. at 883-84.

3. Organizations that are only incidentally charitable or not charitable at all, such as
fraternal organizations and country clubs, may take advantage of nonprofit status. To put it
another way, "[a) nonprofit corporation is not necessarily a charitable corporation, but a
charitable corporation necessarily is a nonprofit corporation." Oleck, Nature of Nonprofit
Organizations in 1979, 10 TOLEDO L. REv. 962, 964 (1979).

4. This survey was conducted in late 1978 by Carl Nelson. His findings are presented in
H. OLECK, NONPROFIT CORPORATIONS, ORGANIZATIONS, AND ASSOCIATIONS 11-14 (4th ed. 1980).

5. Id. at 12.
6. See Hone, California's New Nonprofit Corporation Law-An Introduction and Con-
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clearinghouse for member financial institutions, and FEDCO, Inc., one
the largest retailers of consumer goods in the nation.' There are estimat
that nonprofit entities employ more persons than federal, state, and loc
government combined. They are thus the second largest source of er
ployment in the economy of this nation.8

If these assertions are credible they excite natural curiosity respectih
the degree and nature of government supervision. With the exception,
a few jurisdictions, the answer appears to be that the degree of superN
sion is little and, if prominent commentators are to be believed, the n
ture ill conceived.9 Alaska was not one of the exceptions. The existi
statutory framework was skeletal in articulating a public good to be a
tained by those who availed themselves of the privilege of nonprofit il
corporation. To the extent that public goals had been established, the
attainment was accomplished by voluntary compliance or spurned in f
atmosphere essentially free from supervision.'0 Two factors lay at tl
root of this status quo: the law did not clearly identify officials with ei
forcement responsibilities nor was there any command that informatic
be supplied which might betray the presence of problems.

B. A Pattern of Privilege

If it is short on defining a social contract with respect to nonprofit co
porations, the law has not been deficient as a source of privilege to noi

ceptual Background, 13 U.S.F. L. REv. 733, 737 (1979). Other examples are The Aerospa
Corporation, a nonprofit which receives over $100,000,000 worth of government contrac
every year; The National Federation of Independent Businesses, which represents alm
600,000 small businesses across the country; The Automobile Club of Southern Caiforni
which has receipts of $120,000,000 a year; and the California Trucking Association, which
the trade association for more than 500 trucking organizations and has yearly sales in exce
of $100,000,000.

7. Id. According to FEDCO's 1978 annual report, it sold over $300,000,000 worth
goods in that year.

8. Drucker, Managing the 'Third Sector', Wall St. J., Oct. 3, 1978, at 26, col.4. Druck
defines the "Third Sector" as that part of society that is "neither public (government) n
private in the old sense of the private business sector. The Third Sector is composed
institutions which are not government agencies but which are still not profit-making." I
(But see, supra note 2 regarding the myth that nonprofits exist only where no profit can 1
made.) Citing the "explosive growth" of nonprofits over the last twenty years, he asser
that "yesterday's way of doing things has become inappropriate if not counterproductive
Id. From the perspective of a manager rather than a legislator, Drucker also recognizes tl
dual need for determination of what the role of the nonprofit is, and definition of what th
role ought to be.

9. See Oleck, supra note 3, at 968.
10. ALAsKA STAT. §§ 10.20.010-150, .160-.270 (repealed 1968). Chapter 20 of title 10

the Act had its origins in a terse, 16 section act of 1949. In 1968 the state, relying on tl
Model Act, recast and substantially expanded the provisions of chapter 20.
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profit entities or at least those deemed charitable or civic in nature. In
most jurisdictions such entities are exempt from the payment of sales
taxes and it would appear to be an unspoken national norm that they not
be taxed on their real estate holdings." In states that have general corpo-
rate income taxes, nonprofit entities are exempt. 2 The federal govern-
ment has not been outdone in staying its hand as a tax gatherer. Assum-
ing they meet established requirements, nonprofit entities are not
"associations" liable for federal income tax. They also enjoy lower postal
rates, are exempt from collective bargaining rules, and are exempt from
certain customs duties on the import of items used in educational or
charitable endeavor. 8 Taken as a nonexhaustive list, these privileges sug-
gest that whatever their reward for doing good may be in the afterlife,
nonprofit enterprisers are dong pretty well right now.

Beyond these revenue concessions, the title "nonprofit" may be the
most important benefit the state can confer upon any entity. The public
reacts with a disarmed sense of generosity in the face of such a label."
The federal government is supportive with its policy of permitting dona-
tions to qualified "nonprofits" to form a basis for a tax deduction to the
giver.1 5

C. Tales of Abuse

The status quo, however, would appear to be more than a record of
highly diversified activity conducted by nonprofit corporations that enjoy
substantial privilege under state and federal law. There is an increasingly
articulated accusation of unchecked abuse.' Leaving aside questions as to
the soundness of policies which have generated a pattern of privilege,
some commentators suggest that there is excessive laxity in defining just
what is a "nonprofit" entity.17 Apparently self-classification against very
vague statutory standards is the norm. Even within the ranks of entities

11. See Oleck, supra note 4, at 22 n.84 (collecting cases).
12. Id. at 820.
13. Id. at 23.
14. Id. at 5. In 1977, charitable contributions by individuals amounted to $29.5 billion.

The total amount of charitable contributions in 1977 was $35.2 billion.
15. I.R.C. § 170. For a discussion questioning the impact of the charitable tax deduction,

see note 2 supra and Hansmann, supra note 2, at 883-84.
16. See generally R. HANCOCK WITH H. CHAFrZ, THE COMPLEAT SWINDLER 224-237

(1968).
17. H. OLECK, supra note 4, at 25-28. Oleck singles out Ohio and North Carolina as

having two of the better definitions. "More typical of the definitions found in most statutes,
and not very clear, as usual, are the older provisions ... [slimply that a nonprofit corpora-
tion is one incorporated 'for the purpose of carrying out any lawful purpose or object not
involving pecuniary gain or profit to its members or associates.' " Id. at 26 (citing Ky. REv.
STAT. § 273.16(3) (Supp. 1978)).

1982]



548 MERCER LAW REVIEW [Vol. 3:

concededly "charitable" or "civic" in their announced goals, critics charg
that the public is frequently, if not routinely, mislead by fund raising ef
forts and the fruits of their generosity misused. A distinguished commen
tator put it aptly when he described the problem as "the collision be
tween noble statements and not-so-noble deeds." ' s

Vaguely defined charitable goals form a cover for the essentially un
supervised dispositon of these funds. A recent segment of the CBS new
magazine Sixty Minutes19 examined an appeal in the state of Florida fo
public contributions to a "widows and orphans fund" for the survivors c
law enforcement officers killed in the line of duty. Substantial revenue
were collected; virtually none brought succor to the widow or the orphar
Instead, such funds as proved traceable appear to have been used to sup
port lobbying efforts with state and local government for goals that, whil
arguably availing the interests of current officers, had no impact upon th
survivors of the dead.

Assuming that they are not channeled into a nondisclosed purpose, th
flood of donated funds which reach the advertised beneficiary may, givei
the factor of overhead, be reduced to a trickle.20 Rare, indeed, are publi
appeals that speak to the donee's "cost" factors in serving as a condui
for the donor's funds."1 The growing perception that this dearth of infor
mation is not good news fosters a jaded reaction on the part of certair

18. Oleck, Trends in Nonprofit Corporation Law in 1976, 10 AKRON L. REV. 71, 7
(1976).

19. Dial "M' for Money, SIXTY MINUTES (February 15, 1981, rebroadcast June 7, 1981.
20. Charity in the United States, in these last years of the swindling sixties, is a

fantastic business, the nation's fourth largest industry! In round figures,
$11,000,000,000 will be taken from many pockets and put in a few-all in the
name of sweet charity. Considering the tremendous staff of fund raisers it takes to
raise $11,000,000,000 a year, and the even bigger staff it takes to spend
$11,000,000,000 a year, it is surprising that anything much is left for charity. Not
much is.

HANCOCK & CHAFETZ, supra note 16, at 225.
21. There has always been some doubt about the ultimate good that charity accom-

plishes. And who benefits more, the giver or the recipient? The answer is that
neither the giver nor the recipient benefits more. The real beneficiary is the man
or the organization through which the charity fund is channelled. Only in direct
.charity, where no middleman is involved, can one be sure of benefits to the giver
and the recipient. But who in today's world enjoys such a direct benefactor-to-
beneficiary role? Hardly anyone, for who today would do for love what is easier to
pay someone to do for profit? Besides, with the Internal Revenue Service in ca-
hoots with the charities, one's personal charity isn't easily tax deductible. ...

Generally, the charity buck is divided into three portions, with the smallest third
reaching the intended beneficiary. Frequently, where donations are solicited by a
professional fund raiser, this third may become only a tenth, or disappear entirely,
for it is the charity swindler's axiom that charity begins at home.

HANCOCK & CH"ErnZ, supra note 16, at 226-27.
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perhaps many, potential donors. This suspicion is nondiscriminating and
results in funds being withheld from organizations that have reasonable
and legitimate cost structures as well as from those that routinely do well
by management while appearing to do good for the deserving.

If the law cannot be blamed for the fallen nature of mankind it can be
faulted for setting the stage for repeated performances of this tragedy.
Under the typical statutory framework those in control of a nonprofit en-
tity are virtually unchecked. Self-perpetuating boards, selecting gener-
ously compensated officers, usually from their own ranks, are free of the
term and election requirements imposed upon their counterparts in for-
profit corporations. While in theory there are no proprietary rights with
respect to nonprofit corporations, an unchecked ability to remain in
nonaccountable, indefinite dominion over its assets and affairs comes
pretty close to a working definition of "ownership".

How did we come by such a lamentable state of affairs? While it lacks
the attraction of an inclusive theory, the ready answer is that nonprofits
simply grew like weeds.2 2 Historically, certain nonprofit entities are far
older than the more familiar for-profit corporation. Universities and reli-
gious orders have retained their essential organization and qualities for
more than one thousand years. By contrast, the for-profit corporation is
less than three hundred years old and has been common for little more
than a century. The modern array of nonprofit organizations is explained
under this historical rationale as a mirrored reflection of a more diverse
contemporary society. A likely cosponsor is the ancient desire to minimize
tax liability.

2 3

II. AN APROACH TO REFORM

The initial task for the Code Revision Commission was to develop a
conceptual attitude toward the appropriate role for nonprofit enterprise
in Alaska. With this major premise established, the catalogue of griev-
ances against the status quo could be reviewed for offense to fundamental
pblic policy. Other abuses could be viewed as "technical" with still other
complaints recognized as "private" in nature and thus not deserving of
statutory redress. An incidental if not intended consequence of this ac-
complishment would be the formulation of a modem social contract in
which public advantage would be vindicated in exchange for enjoyment of
corporate status.2 4 With attention turned from the popular press and the

22. See Hailer, The Model Non-Profit Corporation Act, 9 BAYLOR L. Rav. 309 (1957).
23. Hansmann questions the degree to which it can be said that either state or federal

tax advantages have encouraged the growth or diversity of nonprofit corporations. See note
2 supra.

24. In his seminal essay upon the "Historical Inheritance of American Corporations,"
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existing statute to learned journals, it became apparent that there are tvw
rival concepts, each tied to an articulate advocate.

A. A Distressing Perversion

For years, while others neglected nonprofit entities, Professor Howar
L. Oleck did not. In Oleck's view neither the multiplicity of nonprofil
nor the diversity of their activity is objectionable. Their use as vehicl
for conduct of "business" is, however, a growing and unchecked abuse
a social contract. According to Oleck, nonprofits arise from and should E
restricted to an "altruistic and voluntaristic" mission.25 To the exter
that nonprofit activity has become enterprise, a wolf is donning sheep
clothing, filling out a sheep's tax return, and exploiting a sheep's tax el
emption. In such circumstances the balance of society is fleeced while ti
legitimate altruistic and voluntaristic nonprofits suffer in the presence
public confusion and suspicion.

B. A Guardian of the Marketplace when Contract Fails

In stark contrast to the concerns of Professor Oleck, Professor Hem
B. Hansmann sees a natural role for nonprofit enterprise in any area (

Adolf A. Berle, Jr., notes that at the time of the American Revolution there were not mo:
than a few dozen corporations in all of the 13 colonies combined. Berle, Social Meaning
Legal Concepts, in 3 THE POWERS AND DUTIES OF CORPORATE MANAGEMENT 189 (1950). TI
nineteenth century was marked in its earlier decades by the necessity of special incorpor
tion. The requirement that enterprisers present a specific proposal to the legislature was
clear manifestation that corporate status was a privilege granted by the state. Quite fr
quently the corporate charters that were granted limited the purpose, size, and life of t]
entity. Unfortunately, the practice proved an occasion for corrupting state officials. In t
climate enterprisers were unhappy with the imposed limitations as well as with the expend
ture of both time and treasure in dealing with political figures. Also, the industrial revoli
tion placed tremendous pressure upon this tedious system. Finally, voices of reform begi
to work in the political arena. In combination these factors produced the first general inco
poration statutes. Today, these statutes are found in all American jurisdictions.

Throughout this interesting evolution, the understanding remained firm that corpora
status was a privilege enjoyed under the terms of a social contract. Concessions and advJ
tages were allowed enterprisers upon the expectation that the corporate entity would pr
vide employment, goods, and services. This social contract was clearly established in En
land. "So we can allow larger liberty of incorporation because the law, by strongly adherh
to the view that incorporation is a privilege granted by the state, is in a position to dicta
terms to the groups which it thus allows." 3 W. HOLDSWORTH, A HISToRY OF ENGLISH LA
479 (5th ed. 1942). See generally 1 F. POLLOCK & F. MAITLAND, THE HIsToRYoF ENGLIf

LAw 469-95 (2d ed. 1898).
In America one of the most famous expressions of the corporate social contract was s

forth by Justice Brandeis in his partial dissent in Louis K. Liggett Co. v. Lee, 288 U.S. 51
545 (1933).

25. H. OLECK, supra note 4, at 39.
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economic activity marked by a "failure of contract.""6  In essence,
Hansmann views all for-profit legislation as being enacted against the un-
spoken premise that competition within the free market will enventually
expel any trader who seeks an exaggerated return on invested capital.
Such a purveyor's prices will be "out of line" and he will wither from
consumer inattention. But if circumstances are such that the consumer is
unable to gauge the cost structure of a trader's goods or services there is
danger that the return on capital will far exceed that which would ration-
ally be tolerated. Hansmann sees the imposition of a nonprofit structure
as the most useful solution to this failure of contract.2 7

The term "failure of contract" summarizes an important analysis con-
tributed by Hansmann. In sketch form this is his proposition: to organ-
ize as a for-profit entity is to advertise to the world that one is seeking, in
addition to all other cost factors, a return on capital or invested resources.
Hansmann has utterly no objection to this desire. There is, however, a
danger to the economy if the enterpriser's bid turns into unchecked
greed. The economy's immune system is not to be found in governmental
regulations, but in the discipline of contract.

The constraints of contract are dependent upon the following three
propositions: (1) That the marketplace will offer competition between or
among purveyors of the same or similar goods or services and that poten-
tial customers can rationally appreciate the qualities of each competitor;
(2) that having made a selection a consumer will form a "contract" in
which specific expectations are articulated and reduced to a promise on
the part of the purveyor; and (3) that in the wake of forming this bargain
there will be an ability to monitor the purveyor's performance for breach
which, if detected, may be efficiently remedied by resort to litigation.2 8

Only when these three elements are functioning can we assume that
for-profit enterprises will be disciplined or find incentives to maximize
efficiency in the distribution of scarce goods, resources, and services. At
the microeconomic level these constraints of contract work to reward the
"good" and the efficient, while meting out failure to the inefficient and
discipline to those whose morals fall below what is accepted in the
marketplace.

If the overriding discipline of contract is removed then the economic
restraints on for-profit enterprise vanish, and the legal prohibitons or
structures that are based upon this often unarticulated presence of con-
tract also begin to fail. In such circumstances a for-profit purveyor is un-
checked and in a position to garner a wholly unwarranted return on capi-

26. Hansmann, supra note 2, at 845.
27. Id. at 843-44.
28. Id. at 843.
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tal. Either this will go undetected or it will go unpunished. Hansmann '

solution is to see the areas of the economy marked by failure of contra(
as the natural and appropriate realm of nonprofit activity. The goal of
statutory scheme should be the creation of a fiduciary discipline that wi
guard the public interest in areas beyond the pale of contract.

As the Commission debated these theories it was early evident tha
depending upon which was found attractive, a view of the role of the la,
would follow. While the Commission learned much from the extensiv
commentaries of Professor Oleck, it concluded that restricting nonprofi
status to altruistic or civic endeavor would fall short of covering recurrer
marketplace conditions in which there was a failure of contract. The goi
of the revision was not a code that scaled nonprofit status to a worth
reflection of the many privileges classically associated with the labe
Rather, the Commission sought to create a framework which would rs
tionally link the selection of that status to entities likely to operate i
areas marked by contract failure and then impose a discipline upon the
activity which would otherwise not be accorded by market forces. Th
question of privilege and its rational allocation among nonprofit corpora
tions in general or specific entities would await future effort.

This decision was at once a point of departure for the formulation of
new statute and from the models provided by all existing legislation. Pr{
fessor Hansmann's theory was articulated after the most recent major r(
vision of a nonprofit corporation law.2' Alaska thus has the distinction'(
being the first jurisdiction to attempt a legislative expression of th
Hansmann model. The Commission found much guidance in the Nei
York and California revisions, notwithstanding their formulation prior t
the enunciation of Hansmann's thesis.30

Before it could begin its drafting work the Commission was forced t
confront a warning upon which both Oleck and Hansmann were in agrec
ment: that it was both disfunctional and unwise to use a for-profit coi
porations code as the basis for developing a law for nonprofit entitiel
Oleck states his opposition as stemming from a "business mentality" the
infects all for-profit codes and which, when applied by cross reference t
nonprofits, weakens both the prohibition upon the distribution of corpc
rate assets to "owners" and the fiduciary doctrines that ought to be th
hallmarks of altruistic endeavor.81

29. California enacted a new Nonprofit Corporation Law in 1978. CAL. CoiS. CODE

5000-10846 (West Supp. 1981). Hansmann's Yale Law Journal article, supra note 2, wi
published in April, 1980.

30. For an excellent discussion of the genesis and features of the California Act see Fry4
& Hanglund, New California Nonprofit Corporation Law: A Unique Approach, 7 PM
PERDINE L. REV. 1 (1974).

31. H. OLECK, supra note 4, at 38-39. Oleck's view is

[Vol. 3



1982] NONPROFIT CORPORATIONS 553

Hansmann reaches much the same conclusion but from a different pre-
mise. To him, for-profit statutes or codes represent a very poor model for
the development of nonprofit discipline because they rest upon the unar-
ticulated presence of the pervasisve discipline of contract. With the law of
contracts dictating the fate of the for-profit corporation in the market-
place; statutes governing these entities focus upon protecting the interests
of investors (shareholders) from management. This mission simply does
not apply to the nonprofit sphere. Here there should be a different
goal-to protect the interests of the nonprofit's "patrons" from those in
control of the entity."' The prohibition of any distribution of corporate
assets is critical, for if we extinguish the possible distribution of "profits"
to operators we have rational grounds to believe that greed has been ex-
cised as a source of danger.

C. Terminology

Having taken due warning from these admonitions, the next task of the
Commission was to develop a vocabulary that would permit clarification
of the confusing array of terms employed by rival commentators and
codes. An early decision was taken that "nonprofit" and "not-for-profit"
carry the same meaning.88 In New York "not-for-profit" was selected on
the theory that it negated the idea that an entity organized under the
code was forbidden to realize any excess over operating costs." As noted,

[t]hat lawyers who think in terms of profit-oriented organization are basically not
the right people to decide what concepts and principles should undergird non-
profit organization law. . . . A proper committee to draft nonprofit organizations
law should consist of philosophers, anthropologists, biologists, statisticians and de-
mographers, theologians, sociologists, economists, psychologists, and the like, plus
a few lawyers to crystallize the principles enunciated by the committee into work-
able rules of laws.

Id. at 39 (emphasis in original).
32. Hansmann, supra note 2, at 845.
33. Alaska Nonprofit Corporations Code § 105(23) [hereinater cited as ANCCJ:

"Nonprofit corporation" is synonymous with "not-for-profit" and means a corpo-
ration (1) formed exclusively for a purpose or purposes, not for pecuniary profit or
financial gain, for which a corporation may be formed under this chapter, and (2)
no part of the assets, income, or profits of which is distributable to, or inures to
the benefit of, its members, directors or officers except to the extent permitted
under this chapter.

Id. Oleck comes to the same conclusion, supra note 4, at 19-20.
34. New York Joint Legislative Committee to Study Revision of Corporation Laws, Ex-

planatory Memoranda on Not-For-Profit Corporation Law, Memorandum No. 1, January
13, 1969:

Article 1 . . . [s]ection 101 designates the statute as the "Not-for-Profit Corpora-
tion Law." This more accurately characterizes the statute as relating to corpora-
tions formed other than for profit, than does the term "Non-profit Corporation
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this idea is a myth. What characterizes a nonprofit entity is, in every ju.
risdiction, some version of the prohibition against the distribution of cor.
porate assets and, in some but not all, limitations upon the scope of per.
missible activity. In jurisdictions such as Alaska this was the effective enc
of the distinction. In New York and California, and any jurisdiction re-
sponding to the ideas of Professor Hansmann, it is the beginning.

Moving beyond these basic terms to encounter the statutory law ol
New York and California or the commentaries of Hansmann and Oleck
further language problems emerge. Because it viewed nonprofits as beinj
divisible, rather than using a unitary concept New York created four cat.
egories (or types) of nonprofits."s In California, nonprofits came in foi

Law." The latter suggests that the corporation either does not or may not earn
any profit, neither of which suggestions are accurate under the substantive provi-
sions of this proposed law.

Id.
35. The basic hallmarks of a nonprofit entity in New York are set forth in § 102(a)(5)

which places restriction upon activity or purpose combined with a classical restraint oi
distribution:

"Corporation" or "domestic corporation" means a corporation (1) formed under
this chapter ... exclusively for a purpose or purposes, not for pecuniary profit or
financial gain . . .and (2) no part of the assets, income or profit of which is-dis-
tributable to, or inures to the benefit of, its 'members,_directors,-or-offiers except
to the extent permitted under this statute.

N.Y. NoT-FOR-PROFrr CORP. LAW § 102(a)(3) (McKinney 1970).
Section 210(b) engrafts upon this structure a four part classification which appears to b4

predicated upon "type" or "purpose":
Type A-a not-for-profit corporation of this type may be formed for any lawful

non-business purpose or purposes; including, but not limited to, any one or more
of the following non-pecuniary purposes: civil, patriotic, political, social, frater-
nal, athletic, agricultural, horticultural, animal husbandry, and for a professional,
commercial, industrial, trade or services association.

Type B-A not-for-profit corporation of this type may be formed for any one or
more of the following non-business purposes: charitable, educational, religious,
scientific, literary, cultural or for the prevention of cruelty to children or animals.

Type C-A not-for-profit corporation of this type may be formed for any lawful
business purpose to achieve a lawful public or quasi-public objective.

Type D-A not-for-profit corporation of this type may be formed under this
chapter when such formation is authorized by any other corporate law of this state
for any business or non-business, or pecuniary or non-pecuniary, purpose or pur-
poses specified by such other law, whether such purposes are also within types A,
B, C above or otherwise.
(c) If a corporation is formed for purposes which are within both type A and
type B above, it shall be considered a type B corporation. If a corporation has
among its purposes any purpose which is within type C, such corporation shall be
considered a type C corporation. A type D corporation shall be considered a type
B corporation under this chapter unless provided to the contrary in the other cor-
porate law authorizing formation under this chapter of the type D corporation.

Id. § 201(b), (c).
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the fate of Gaul-divided into three categories."6 Professor Oleck adds
the terms "altruistic" and "voluntaristic," and while the words suggest
his meaning, he has not elected to provide specific definitions8 ' No state
seems to have adopted either term or Oleck's "Proposed Uniform Non-
profit Organizations Act."s

Hansmann discerns four categories of nonprofits with the distinction
predicated upon two factors: "source of income" and "source of con-
trol." Distinguished by source of income, nonprofits are "donative" or
"commercial." Viewed from the vantage point of control, nonprofits may
be "mutual" or "entrepreneurial." 8 While enunciated after the revisions
in New York and California, the structure of nonprofit legislation in those
states reflects an appreciation of many of the facets that Hansmann has
labeled.

D. Donative versus Commercial Nonprofits

A nonprofit is "donative" if the bulk of its income is from grants or
donations. The March of Dimes or Community Chest would be ready ex-

36. California scrapped a unitary concept of nonprofits which borrowed heavily upon
provisions of the for-profit code in favor of "a complete and self-contained nonprofit corpo-
ration law." As stated by the California Law Revision Commission: "The new statute
should follow the new General Corporation Law to the extent practicable but should be
tailored to the particular needs and practices of nonprofit corporations." Report of the Cali-
fornia Law Revision Commission on Nonprofit Corporation Law, 13 CAL. L. REVIsION
COMM'N REPORTS 2224 (1976).

Although it had the benefit of the already created New York Code, California did not
follow the four part classification. Instead, it divided the realm of nonprofits into three
parts, public benefit corporations (CAL. CORP. CODE §§ 5110-6910 (West Supp. 1981)), mu-
tual benefit corporations (CAL. CORP. CODE §§ 7110-8910 (West Supp. 1980)), and religious
corporations (CAL. CORP. CODE §§ 9110-9690 (West Supp. 1981)). Public benefit corporations
are the vehicle of choice for public charities and broadly civic activities such as support for a
symphony. Mutual benefit corporations are formed to serve the interest of special groups.
Unlike New York, California did not attempt to preclude a "business activity" from either
type of nonprofit so long as the proceeds from such activity are used to further the purpose
for which the public benefit or mutual benefit corporation was organized. Thus, California
has no need for a "Type C" New York classification. In general it would appear that a
California public benefit corporation is much like a "Type B" New York not-for-profit,
while a mutual benefit corporation is indistinguishable (save for the permission to engage in
business activity) from a New York "Type A" not-for-profit.

37. THE RANDOM HOUSE DICTIONARY OF THE ENGLISH LANGUAGE, UNABRIDGED EDITION
1600 (1967), defines "voluntaristism" as "any theory that regards the will rather than the
intellect as the fundamental agency or principle" and "voluntaryism" (also "voluntarism")
as "the principle or system of supporting churches, schools, etc., by voluntary contributions
or aid, independently of the state." To the the extent that he means a conscious philosophy
of private support for nonprofit enterprise, Oleck's use of "voluntaristic" seems correct.

38. H. OLECK, supra note 4, at 1187-221.
39. Hansmann, supra note 2, at 840-42.
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amples. If its income is generated from prices charged for services, th
nonprofit is "commercial." A hospital or nursing home would be a corn
mon example of a commercial nonprofit entity.

E. Mutual versus Entrepreneurial Nonprofits

If the nonprofit is controlled by its "patrons" Hansmann terms it "mu
tual". If it is essentially free from control by its patrons it is labeled "en
trepreneurial." Taking this distinction into the world one finds a countr
club as an example of a mutual nonprofit while a hospital (previousl
classified as "commercial") is entrepreneurial.

Some nonprofits mix and match these elements. They obtain fund
from donative sources and commercial transactions. Others are governe
or controlled by a group that includes both patrons and nonpatroni
Hansmann makes little out of this fact but a quick review of the feature
of the New York and California statutes reveals that it presents a cha]
lenge to the law giver.

While ultimately it was decided not to include these key terms in th
formulation of the new code, the Hansmann terminology had the appai
ent virtue of addressing two critical questions about nonprofits: th
source from which they obtain funds, and the manner in which they settl
internal control over the disposition of those funds. With these two que,
tions in focus it becomes easier to chart an appropriate role for goverr
ment as a target of accountability and source of supervision.40

40. It is clear that Hansmann would term a "Type A" New York nonprofit "mutual" i
that control would be in the hands of the members who would organize it and derive tl
nonpecuniary benefits from its operation. One cannot be certain about whether a "Type A
nonprofit would be donative or commercial. If the bulk of funds is derived from donatioi
by members that bear no relation to their consumption of services, it would be donative. C
the other hand, it is easy to conceive of a "Type A" nonprofit that obtained its funds fro:
prices charged to members for the consumption of its services. In this situation we wou'
have a commercial nonprofit.

A "Type B" nonprofit is clearly entrepreneurial in that it is formed to serve the public:
general or a large segment of the public. It is likely free from the formal control of i
patrons. To the extent that it restricts its "non-business" purpose to charity, it is also like
to be donative. One can envision, however, an educational institution claiming "Type I
status which is commercial with respect to its source of funds.

The New York "Type C" nonprofit may be formed "for any lawful business purpose
achieve a lawful public or quasi-public objective." N.Y. NOT-FOR-PROFIT CORP. LAW § 201(
(McKinney 1970). Rather clearly, this type of entity would be commercial as opposed
donative. Depending upon development of the concept of "control," it might be mutual. Tl
meaning of the "lawful public or quasi-public objective" becomes more evident when o
encounters § 204, "Limitation on Activities":

Notwithstanding any other provision of this chapter or any other general law, a
corporation of any type or kind to which this chapter applies shall conduct no
activities for pecuniary profit or financial gain, whether or not in furtherance of its
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III. THE ANCC: A SociAL CONTRACT

The proposed Alaska Nonprofit Corporation Code (ANCC) ends an era
in which nonprofit enterprise might be conducted in the absence of social
goals. It does not seek to revive the terms of a contract which may, if
Professor Oleck is correct, in times past have attempted to restrict non-
profit corporate status to altruistic or charitable entities."' Instead, the
decision was taken to foster the availability of the nonprofit vehicle in
any area of marketplace activity marked by a failure of contract. While
altruistic or civic endeavors will usually fall beyond the discipline of con-
tract, other more specific purposes pursued by self-interest groups and
affecting only affiliated parties will elude adequate discipline by market-
place forces. The goals of the ANCC are to protect the public from ex-
ploitation by creating restraints against greed, to articulate standards of
accountability for those who would seek the privilege of corporate status,
and to vest broad supervisory and regulatory powers in the Commissioner
of Commerce and Economic Development.

A. A Dualistic Approach

Recognizing that the new code would thus be the home for two very

corporate purposes, except to the extent that such activity supports its other law-
ful activities then being conducted.

N.Y. NOT-FOR PROFIT CORP. LAW § 204 (McKinney 1970). While no judicial construction of
this provision has been found, it would appear that this ties the proceeds of a "Type C" not-
for-profit to the activities of "Type A" or "Type B" entities! Further, it is a ceiling on
earnings; to the extent that the corporation has no A or B purpose which can absorb them
they cannot licitly be generated. The fate of a "nonprofit" such as California's FEDCO
(which sells "memberships" for a nominal sum and then proceeds to sell its merchandise
only to those "members") would be in grave doubt in New York.

What follows from this analysis? It is clear from the statute that New York considers
"Type A" nonprofits as being candidates for minimal governmental supervision or regula-
tion. Substantially greater regulation is mandated for "Type B" entities and the maximum
regulation is accorded "Type C" corporations. Hansmann would be in accord with this
treatment. Because it is "mutual" (being controlled by patrons), it is sound to assume that
internal forces will discipline the activities of management of a "Type A" New York non-
profit. "Type B" nonprofits require greater external regulation because, since they are en-
trepreneurial in nature and likely donative in financing, they have much less opportunity for
internal discipline. "Type C" corporations, which are clearly commercial in their financing,
also deal with the public at large. They, too, are likely entreprenuerial, since they are sub-
stantially free from formal control by their patrons. If we assume further that they are not
disciplined by the forces of contract, the public runs a great risk unless these entities are
subjected to the most rigorous application of the nondistribution norm and fiduciary duties.

41. ANCC § 201 permits an Alaska corporation to be formed for any lawful purpose or
purposes other than insurance and banking. Trade unions and other labor organizations are
allowed to organize under the ANCC. Cooperative corporations including electric and tele-
phone cooperatives are not allowed to organize under the ANCC.
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different sorts of corporate creatures, the ANCC establishes and then dis-
criminates between two types of nonprofits: public benefit corpora-
tions42 and mutual benefit corporations. 48 Public benefit corporations will
serve the public or charitable goals espoused by Professor Oleck. In
Hansmann's terminology, it is assumed that public benefit corporations
will be essentially donative in terms of their source of funds and en-
trepreneurial (either being without members or essentially free of control
by members)." These predicates underlie the decision to subject public
benefit corporations to active scrutiny by the Commissioner of Commerce
and Economic Development. Under the ANCC, fund raising activities will
be tied to reporting obligations both to the Commissioner and the donat-
ing public.45 As a result of this disclosure Alaskans will, for the first time,
have an accurate history of the income, costs of administration (both
fixed and nonrecurrent), and the nature of expenditures by corporations
enjoying the maximum legal benefits of nonprofit status."

42. ANCC § 105(25). " 'Public benefit corporation' means a domestic corporation:
(a) formed for a public or charitable purpose; or
(b) which derives in excess of ten percent (10%) of its annual income from dona-
tions; or
(c) which has no voting members."

43. ANCC § 105(22). " 'Mutual benefit corporation' means a domestic nonprofit corpo-
ration other than a public benefit corporation." Id.

44. Public benefit corporation status is appropriate for any nonprofit entity that is or-
ganized to seek charitable or public ends and is essentially free of members or has members
who do not exercise the authority to select and discipline the activities of officers and
directors.

45. ANCC § 1202 states:
An annual report must set out: ...

(9) the gross receipts of the corporation during the reporting period from all
sources;

(10) the amount expressed in dollars and as a percentage of the gross receipts,
each of the following:

(A) membership fees, dues and assessments;
(B) donations;
(C) grants from governmental entities;
(D) sales of goods or services;
(E) all other sources;
(11) in the case of a mutual benefit corporation, the amount, expressed in dol-

lars and as a percentage of the total income, of the total income expended, dis-
posed of, or held as follows;

(A) in meeting recurrent administrative costs;
(B) in meeting non-recurrent administrative costs;
(C) providing services or making facilities available to members in accordance

with the purpose of the corporation as expressed in its articles exclusive of
the administrative cost of providing these services;

(D) all others.
46. ANCC §§ 1201, 1202, 1203, and 1204 establish on the part of each domestic corpora.
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Mutual benefit corporations are envisioned as commercial in their
sources of revenue and mutual (meaning under the dominion of mem-
bers) in their control. With no restriction on purpose, the viability of a
mutual benefit corporation will hinge upon an ability to attract and main-
tain members. Thus, they will feature many attributes of organization
and conduct normally associated with for-profit corporate entities. 7 In
contrast to the exactions made upon public benefit corporations, there is
a lesser incidence of external supervision directed at mutual benefit cor-
porations. External regulation is replaced by statutory provisions
designed to guarantee that control over both the personnel and steward-
ship of "management" is firmly secured in the members.4 8

B. Classification

As in any code which establishes two classes of subjects and then
prescribes differing treatment predicated upon that classification, the
ANCC confronts the problem of categorizing particular corporate entities.
Following California, Alaska has elected to rely upon an initial self-cate-
gorization in the articles of incorporation. 4" Notwithstanding, whether a

tion and each foreign corporation authorized to transact business in Alaska an obligation to
file an annual report with the Department of Commerce and Economic Development. Un-
like the obligation imposed on business corporations, which are required to file only a bien-
nial report, nonprofit corporations are required to file annual reports. The reason for the
difference lies in the fact that the shareholders of a business corporation can be relied upon
to a much larger extent than the members of a nonprofit corporation to watch over the
corporate affairs. Section 1202, paragraphs (10) and (11), require that reports of the income
and disbursements of the corporation be made in percentages as well as in dollars.

47. The degree of "privilege" mutual benefit corporations should enjoy is a topic unad-
dressed by any provision of the ANCC.

48. See generally ANCC §§ 615-17 (Members' Meetings); §§ 618-24 (Nomination Proce-
dures, Access to Corporate Publications by Candidate, Election Materials and Prohibition
on Use of Corporate Funds to Support Nominees); §§ 625-36 (Voting, Proxies, Use of Dele-
gates, Action Taken Without Meeting); §§ 637-45 (Inspections Rights of Members); §§ 646-
48 (Annual Report to Members and Court Enforcement); and § 649 (Members' Derivative
Action).

49. ANCC § 402.
(a) The articles of incorporation shall set forth: ...

(5) either:
(A) the statement, "This corporation is a nonprofit mutual benefit corporation.
This corporation is not expressly formed for a public or charitable purpose, will
not, or is not reasonably expected to, derive in excess of ten percent of its annual
income for donations, and will have voting members."; or
(B) the statement, "This corporation is a nonprofit public benefit corporation
formed for the following charitable or public purposes. .. "

Under the definition of ANCC § 105(25) certain entities must be formed as public benefit
corporations-those formed for public or charitable purposes and those deriving more than
ten percent of their annual income from donations. By default, a mutual benefit corporation
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particular entity is ultimately treated as a public benefit corporation or as
a mutual benefit corporation is a question of law. The possession of
donated assets by a mutual benefit corporation results in the imposition
of a "charitable trust" and invokes most of the public reporting obliga-
tions imposed upon public benefit corporations."

How does the ANCC prevent the abusive formation of mutual non-
profit entities that should more appropriately be formed as for-profit cor-
porations? Had the decision been made to limit nonprofit enterprise tc
public or charitable purposes this would not pose a problem. It is hardly
an obvious answer to claim that corporate promoters will recognize the
"failure of contract" as an appropriate signal to seek formation as a non-
profit. Since the public interest would be jeopardized by leaving the mat-
ter completely to selfish decision it was incumbent upon the Commissior
to develop statutory norms that would conduce an appropriate choice.

The statutory features that accomplish this goal are found in Article V
"Corporate Finance." Specific sections of this article represent the mosi
ambitious implementation of Professor Hansmann's thesis to date. Foi
this reason alone, they are remarkable.

Article V's features fall into two general categories: restraints upon ac.
cess to capital and prohibitions against effecting any distribution of cor.
porate assets. A key restraint on access to capital is found in provisioni
designed to destroy the possibility of any investment in a nonprofit cor.
poration. Investment, in any form, was deemed dangerously suggestive oi
an equitable interest which, in for-profit corporate practice, means ax
"ownership" stake in the enterprise. A proprietary interest seeks its re
ward in a return on the investment in the form of a distribution of corpo
rate assets. Expectations of this type strike directly at the security tha:
the ANCC is attempting to build for patrons of entities undisciplined b!
the restraint of contract. Beyond this bar on access to nondebt capital

is any nonprofit not formed as a public benefit entity.
50. ANCC § 507.

Assets received by a corporation which are "donations" ... shall be held in
charitable trust.

(1) In the absence of a written agreement between the individual donor and a
public benefit corporation defining the terms of the charitable trust, acceptance of
a donation by the corporation implies as terms of the trust that the donation will
be applied to the public or charitable purposes stated in the solicitation and in the
articles of the corporation at the time of solicitation and will not be used for an-
other purpose.

(2) In the absence of a written agreement between the individual donor and a
mutual benefit corporation defining the terms of the charitable trust, acceptance
of a donation by a corporation implies as terms of the trust that the donation will
be used for the purposes stated in the solicitation and in the articles of the corpo-
ration at the time of solicitation and will not be used for another purpose.

560 [Vol. 33
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income from corporate activities is placed under statutory restraints while
accumulation of current assets in excess of stipulated ratios and needs is
proscribed. Finally, because they differ from any specie of for-profit en-
terprise in the total absence of proprietary rights, it follows that there
must be an ironclad prohibition against the distribution of corporate
assets.

In the eyes of any potential enterpriser these mandatory limitations
must be recognized as significant disadvantages. In the context of the so-
cial contract, they represent major exactions from those who would avail
themselves of the privilege of nonprofit incorporation. It is the combina-
tion of these major burdens which, if the central premise of th ANCC
proves viable, will protect patrons while limiting the attraction of the
nonprofit vehicle to those activities falling beyond the discipline of
contract.

C. Access to Capital

Organization as a nonprofit corporation by an entity seeking charitable
or public purposes is undeniably appropriate under the ANCC. The dan-
ger of abusive formation of entities which should properly be conducted
under for-profit statutes arises with respect to potential mutual benefit
corporations, and especially with respect to those that will be commercial
in their source of revenue. It is for this reason that the following ANCC
sections, while potentially applicable to any nonprofit corporation, will
have their most immediate impact upon those entities that anticipate do-
ing "business" with members. ANCC section 5016' establishes as the ma-
jor source of nondonated capital the levy of dues, assessments, or fees
upon members. This is intended as a general authorization while leaving
the scope of this power in particular instances to be defined'by provisions
of the articles or bylaws. Dues would be appropriate as being established
on either a one time or periodic basis in return for which the corporation
would simply continue to pursue the purposes defined in its articles. As-
sessments connote a levy for expenses encountered or anticipated by the
corporation. Fees would be appropriate as consideration for some service
performed by the entity for a member.5 2

51. ANCC § 501.
52. Absent some explicit provision in the articles or bylaws, and absent liability founded

in contract, a member may avoid a levy for dues, assessments, or fees by resigning member-
ship and refusing to receive, in the instance of a fee, the proferred service.

The provision on the uniformity of dues, fees, or assessments levied by a nonprofit corpo-
ration is mandatory and may not be altered by provision in the articles or bylaws. The only
exception to § 501's insistence upon uniformity is for the corporation that has created more
than one class of members. In that case the levy must be uniform only among the members
of each class. There may be, however, differences between various classes in either the

1982]
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While members are thus the primary source of capital for mutual enti-
ties, "membership" in a nonprofit corporation bears little resemblance to
shareholer status. In a for-profit corporation the indenture will structure
three attributes of shareholder status: (1) the right, if any, to participate
in the governance of the corporation; (2) the property rights of the share-
holder with respect to dividend and distribution preferences, if any; and
(3) rights or restrictions with regard to the transferability of the shares.
All of these attributes, when conferred, are compounded by the concen-
tration of multiple shares in a single owner. It is the attraction of these
attributes that makes shares in a for-profit corporation a target of invest-
ment. When the purchase is effected from the corporate issuer, common
shares are the primary source of nondebt capital.5 3 Under the ANCC
these key attributes are either dramatically curtailed or, in the instance of
property rights, eliminated.5 4 What survives cannot be compounded by
multiple ownership because of the "one membership rule." 55 Given these
provisions, the major source of nondebt capital is extinguished."

Section 503 goes beyond statutory law in other jurisdictions to mandate
that participants in a nonprofit corporation observe, as a term of the so-
cial contract, a limitation on access to nondebt capital. The statute pro-
vides that "[a] corporation formed under this chapter may not issue stock
or capital certificates, or enter into subvention or similar agreements
whereby it gains access to capital without a fixed obligation'to repay the
source." 57  While the prohibition against share issuance is self-evident,
the decision to preclude the creation of issuance of "subventions" reflects
a sharp disagreement between the framers of the ANCC and the framers
of the New York Not-For Profit Corporation Law.

In 1970, New York introduced the "subvention," which was described
as "a new concept of long-term investment in a nonprofit corporation.""
In essence it is a quasi-charitable loan. It may be granted to the nonprofit

instance or amount of levies.
53. Section 503 defines nondebt capital as monies acquired through agreements that dc

not include a fixed obligation to repay the source.
54. Under § 607, membership in a mutual benefit corporation is nontransferrable unless

transfer is provided for in the articles or bylaws; under § 608, membership in a public bene-
fit corporation may not be transferred at all.

55. With certain exceptions, § 603 prohibits holding more than one membership or an)
fraction of a membership.

56. The preclusion of proprietary interests is consonant with the ANCC's attempt tc
totally forbid any distribution of corporate assets. In the for-profit corporation distributioni
are made to "owners" of an equity interest, a status that cannot exist in either public oi
mutual benefit nonprofits. See the discussion of the "non-distribution norm," infra notes
69-78.

57. ANCC § 503.
58. Official Comment to N.Y. NoT-FOR-PROFIT CoRP. LAW § 504 (McKinney 1970).
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by any source (member or nonmember) on terms satisfactory to the gran-
tor and framed in a resolution of the nonprofit's board. In some instances
it may bear interest that may or may not be collected prior to repayment
of the principal. If interest is provided, the statute limits the interest to
two-thirds of the maximum rate permitted by the usury laws. The sub-
vention need not have a fixed maturity date but may feature redemption
machinery. It is subordinate to debt claims of creditors.5 9

Subventions pose an undeniable attraction to a nonprofit corporation
seeking funds for expansion. They are precluded under the ANCC be-
cause the Code Revision Commission feared that arrangements of this na-
ture might lead to de facto proprietary rights which are objectionable be-
cause they erode the distinction between mutual benefit nonprofit and
for-profit corporate entities.6 0

Unable to market securities, a nonprofit corporation can finance its op-
erations only through the imposition of dues, which, as noted, will have
little or no attraction since there is no enhanced status for a member who
pays her dues or assessments twice; this may drive members away.6s A
commercial nonprofit may augment these sources through the sale or ex-
change of goods or services to members and, if it desires, to nonmembers.
In the pursuit of this strategy it will encounter mandatory limitations
upon both the receipt and accumulation of such assets.

While it rejected the New York position on subventions, the Code Revi-
sion Commission joined that jurisdiction by adopting the Pennsylvania
view on profits derived from the conduct of corporate activities.2 Section
504 provides:

A corporation whose lawful activities involve the charging of fees or
prices for its services or products has the right to receive this income
and, in so doing, may make an incidental profit. All of these incidental
profits shall be applied to the maintenance, expansion or operation of the
lawful activities of the corporation, and may not be divided or distrib-
uted in any manner among the members, directors, or officers of the

59. N.Y. NOT-FOR-PROFIT CORP. LAW § 504 (McKinney 1970).
60. Professor Hansmann suggests that the inability of nonprofit corporations to sell eq-

uity shares is the primary limitation on their successful operation. Nonprofits are forced to
rely upon two unsatisfactory strategies in their quest for capital formation-donations or
retained earnings. The first is whimsical and unpredictable, the second ill-phased to oppor-
tunity in the marketplace. The illiquid nature of the assets of nonprofits makes them poor
candidates for debt financing. Hansmann, supra note 2, at 877.

61. ANCC § 501 reads in part: "A member, upon learning of the levy may avoid liability
for the dues, assessments, or fees by promptly resigning from membership, except where the
member is, by contract or otherwise, liable for them. Article or bylaw provisions authorizing
dues, assessments, or fees do not create this liability."

62. See PA. STAT. ANN. tit. 15 § 7309 (Purdon 1967).
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corporation."

Section 504 resolves several thorny questions concerning the circum
stances under which a nonprofit entity may derive income that exceedf
its costs in a transaction.

"Profits" are licit if "incidental," that is, generated from a charge oa
fees or prices charged for services or products authorized by provisions o:
the nonprofit's articles. Under the ANCC it would be illicit for a non
profit entity to derive income from activities that are not within the non
profit's stated purposes. A second limitation concerns the permissible usl
to which these profits may be applied. They may only be used to furthe:
the purposes stated in the articles. The final sentence anticipates the gen
eral prohibitions of section 50664 and is designed to ensure that transac
tions profits may not be divided or distributed among members, directors
or officers of the corporation.

If profits may not be distributed neither may they be accumulated. Ai
innovative provision of the ANCC reflects the judgment that a nonprofi
corporation does not have as among its licit purposes the accumulation o
current assets. Section 505 decrees:

Notwithstanding any other provision of this chapter or any other provi-
sion of law, a corporation formed under this chapter may not accumulate
from any source current assets in excess of: (1) its current liabilities; and
(2) assets reasonably necessary to meet recurrent expenses and antici-
pated expenses including a reasonable reserve for planning.

(1) As used in this section, "current assets" includes, without limita-
tion, cash, receivables from any source, inventory, and investment in as-
sets or obligations unrelated to the purpose or purposes stated in the
corporation's articles of incorporation.

(2) For the purpose of this section, current assets are presumed in ex-
cess of permissible levels whenever they exceed fifty percent of the larger
of either the corporate gross income from the preceding year or the aver-
age corporate gross income for the five immediately preceding years."5

The rationale for this section reflects appreciation of both external an
internal consequences inherent in the acquisition and maintenance of sui
plus current assets.

To the extent that the offending nonprofit entity is a public benef
corporation deriving funds from contributions of citizens with a finite ri
sponse to charitable appeal, the solicitation of receipts in excess of nee
by one entity is damaging to all other charitable fund raising. RegardleE
of the public or mutual benefit nature of the nonprofit corporation, tb

63. ANCC § 504.
64. ANCC § 506.
65. ANCC § 505.
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presence of liquid "current assets" in excess of reasonable need presents a
temptation to those in control to divert them to personal or other illicit
uses.

6 6

A unique provision establishes the social contract status of assets re-
ceived by either a public or mutual benefit corporation by way of a "do-
nation."6 Under section 507, such assets are held in charitable trust.6 s

While in either instance a written agreement between the individual do-
nor and the donee corporation is competent to define the terms of this
trust, in the absence of this type of instrument, the acceptance of a dona-
tion implies that the donation will be applied to the purposes stated in
the solicitation and in the articles of incorporation at the time of the so-
licitation and that the donation will not be used for another purpose.

Section 507 is thus aimed at one of the most persistent abuses of the
nonprofit corporation-employment as a vehicle for the solicitation of
donated assets that are then diverted to uses other than those repre-
sented or suggested to the donor. Because it is unlikely that the sources
of these donated assets are the consumers of the services of the nonprofit
entity, the traditional mechanism of contract law fails to hold accounta-
ble the stewards of these assets. The discipline which cannot be found in
the market place has now been created by statute.

While section 507 erects the trust and prescribes its terms, a breach
triggers an array of cumulative remedies which, under section 508, may be
sought by the corporation, any officer or director, the donor or any person
with a reversionary, contractual, or other property interest in the trust

66. It will be noted that the prohibition is aimed at the accumulation of current surplus
as opposed to fixed assets. The acquisition of fixed assets unrelated to the purpose or pur-
poses set forth in the articles is not unchecked in the ANCC. Acquisitions of this type would
consititute ultra vires activity on the part of those in control of the corporation. The exclu-
sion of fixed assets from this section is predicated upon the ground that they present a
lesser danger of conversion by those in control and an enhanced chance of attracting the
attention of the public or government.

The terms 'used in § 505 are to be defined according to generally accepted accounting
principles. Because of the peculiar problem of nonprofit entities, the terms "current assets"
and "excess" are specifically defined in subsection (1). Subsection (2) creates a level at
which surplus current assets create a rebuttable presumption of offense to this section.
ANCC § 505(1), (2).

67. ANCC § 104(14) defines this term as follows:
"Donation" includes without limitation the following:

(a) legal consideration transferred in exchange for an honorary or nonvoting
membership or an honorary directorship in a corporation; or

(b) legal consideration transferred if the transferror becomes entitled to a
charitable tax deduction upon transfer;

"donation" excludes without limitation any grant or other transfer from or by a
State, Federal, Municipal, or other governmental agency or body.

68. ANCC § 507.
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assets, or the commissioner or any person granted relator status by the
commissioner.69

D. The Nondistribution Norm

An essential societal expectation in the grant of nonprofit corporate
status is that the assets of this type of body will be devoted exclusively to
the furtherance of the purpose or purposes stated in the articles. To this
end, ANCC section 506 constitutes a direct assertion of the most critical
term of the social contract.

(a) Except as otherwise provided in paragraph (b) no corporation may
make a distribution to members. As used in this section, 'distribution to
members' means the distribution of gains, profits, dividends, or anything
else sufficient to constitute consideration for a contract by a corporation
to its members as such.

(b) If allowed by its articles or bylaws, a mutual benefit corporation
may provide services or goods to members for no charge or at such
charge as is deemed appropriate by the board."0

Section 506 is intended to enshrine the norm that in forming under thE
ANCC participants part with any assumption that they enjoy the perqui-
sites of "owners" or "investors." Whether incorporated as a public or mu-
tual benefit nonprofit, participants subscribe to the state's goal that all
assets (from whatever source) acquired by the corporation are to be use
in furtherance of its purposes. There is to be no return on investment

69. ANCC § 508 provides:
(a) Notwithstanding Section 203 any of the following may bring an action to

enjoin, correct, obtain damages for or otherwise remedy a breach of a charitable
trust established under Section 507.

(1) The corporation, or a member in the name of the corporation pursuant to
Section 649.

(2) An officer of the corporation.
(3) A director of the corporation.
(4) The donor or a person with a reversionary, contractual, or other property

interest in the assets subject to the charitable trust.
(5) The commissioner, or a person granted relator status by the commissioner.

The commissioner shall be given notice of any action brought by the persons
specified in paragraphs (1) through (4), and may intervene.

(b) In the event of success upon the merits, a plaintiff under this section is
entitled to reasonable attorney fees and costs of litigation including costs incurred
in discovery.

(c) The rights and remedies prescribed by this section are cumulative and in
addition to other rights or remedies available to a donee corporation or officer,
director or member of a donee corporation.

70. ANCC § 506. The phrase "or anything else sufficient to constitute consideration" ii
subsection (a) is a prophylactic addition to the definition set forth in § 5049 of the Califor
nia Nonprofit Corporation Law.
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Dividends are obviously prohibited. "Membership redemptions," if the
corporation is paying any premium over the acquisitions cost, would also
involve a distribution and thus be illicit under section 506.

While not specifically addressed as part of the nondistribution con-
straint, a number of indirect means that effect a distribution of economic
benefits to members, officers, or directors of nonprofit corporations were
discussed by the Commission. Legislative history will establish the follow-
ing as a nonexhaustive list of activities or techniques that would violate
section 506: Employment contracts at excessive (above market) salaries,
or corporate-provided prequisites to individuals (for example, the use of
cars, planes, or commercial, residential, and hotel facilities, or the exten-
sion of charge card or account privileges) which are then not included as
earned income in that individual's computation of federal tax liability.7 1

Section 506(b) confronts a problem that has arisen concerning the ac-
tivities of certain mutual benefit nonprofit corporations. If this type of
entity were to operate a facility (for example, a golf course) and permit
access to that facility to nonmembers who were charged a higher user fee
than was assessed against members, could it be said that the members
were receiving a "distribution"? 7'

The intention of the Commission in formulating section 506(b) was to
give a negative answer to the preceding question. But the license is not
without limit. If the gap between the fair market value of the discounted
goods or services and the member's cost of acquisition exceeds the fees,
dues, or assessments of that member, then prima facie there has been a
distribution of assets and an offense to section 506. If such a corporate
entity were in possession of charitable assets,'7 there would be a potential

71. For the ANCC provisions on transactions involving director conflict of interest in a
mutual benefit corporation see § 713. Because directors of a public benefit corporation gen-
erally operate in an unchecked, entrepreneurial setting, § 714 sets out considerably more
elaborate provisions on self-dealing transactions. Section 1202 requires the preparation of
an annual report on sources of income and nature of disbursements with particular empha-
sis on "insider transactions." Section 1203 directs that this annual report be filed with the
Commissioner of Commerce and Economic Development on or before January 2d of each
year. Section 1204 requires publication of this report by all public benefit corporations and
by any mutual benefit which has received more than 10% of its gross income from dona-
tions. These corporations must also furnish a copy of the annual report to any person re-
questing it. Under § 1206 the Commissioner is given broad authority to propound interroga-
tories "reasonably necessary and proper to enable him to ascertain whether the corporation
has complied with this chapter." It should be noted that all of these provisions of article 12
are applicable to foreign nonprofit corporations which have received a certificate of author-
ity to conduct affairs in the State of Alaska.

72. See generally People ex rel. Groman v. Sinai Temple, 20 Cal. App. 3d 614, 626, 99
Cal. Rptr. 603, 608 (1971)(reaching a negative conclusion on the facts in that case).

73. In general, charitable assets are assets received from any donative source. See note
60 supra.
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offense to section 507, which would invoke the remedies of section 508."4

In the event of dissolution a distinction is drawn between the mutual
and the public benefit nature of the entity. The object of the ANCC is to
insure that dissolution will never pose an attraction to those in control of
a public benefit corporation or a mutual benefit corporation who are hold-
ing donated assets because of some possibility that in so doing they might
gain access to its assets. If assets are held in charitable trust with any
right of reversion they must be surrendered to the holder of that rever-
sionary interest.75 Any assets held in charitable trust that are not gov-
erned by a right of reversion are to be disposed of pursuant to court
order.

7

In the case of any public benefit corporation, assets that survive a final
accounting to creditors and that are not returned to the holder of a rever-
sionary interest are to be transferred to one or more foreign or domestic
nonprofit corporations or other organizations engaged in activities sub-
stantially similar to those of the dissolved entity."7 If the corporation has
net assets that exceed the liability to all creditors and were not donative
in origin, then in the event of dissolution a mutual benefit corporation
may make a disposition of the remaining assets to its members.78

IV. SOME FINAL THOUGHTS

While the strictures of this presentation have forced concentration on
several of the many substantive innovations made by the Code Revision
Commission, these innovations are, in the opinion of this author, of sec.
ondary importance. The most significant accomplishment is the reasser-
tion of a social compact with respect to nonprofit activity and the com-
monweal. While it poses an emotional attraction, the theory of Professoi
Oleck was ultimately deemed too restrictive. The romantic notion thal
nonprofit organization should be a rallying point summoning the mor
noble inclinations of human nature is sound. But beyond the aspiration ol
altruism lie other projects in which it is legitimate to ban the profit mo.
tive. These, too, must be accomodated. Hansmann's "failure of contract'
facilitated the attainment of the broader perspective. The object of tht
ANCC is protection of the public. The matter now lies in the hands oi

74. If the entity had more than one class of members, with variations in the privileges o
the classes or in their liability for dues, fees, or assessments, the discount policies should b
scrutinized for unfairness to one or more of the classes of members.

75. ANCC §8 1027, 1058.
76. ANCC 88 1029, 1059.
77. ANCC § 1028.
78. ANCC §§ 1060-62.
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the Alaska Legislature. If it is enacted, those in other jurisdictions may
profit by monitoring Alaska's approach to nonprofit enterprise.




