corporation. If the corporation holds any restricted assets, the transfer must ensure the
continued restricted use of the asset.

5. What are the potential on-going obligations/liabilities of directors and members
of a dissolved not-for-profit corporation?

With some exceptions, the dissolution of a nonprofit corporation does not preclude it from
being sued, or limit any remedy available for or against such corporation, its directors,
officers or members, for any right or claim existing or any liability incurred before such
dissolution. However, dissolution can bar certain claims by creditors of the corporation. The
corporation may give notice to all creditors and claimants to present their claims in writing
prior to dissolution or be barred from bringing such claims against the corporation, its assets,
directors, officers and members. Such notice requires the creditors and claimants be given at
least six months to file their claims and any claims filed during this period will not be barred
following dissolution. Please note that this provision does not apply to tax claims which will
survive notice and dissolution.
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Board Talking Points: Chapter 7 Bankruptcy Filings

As nonprofit corporations expend their cash reserves in order to preserve programs during a
time of limited resources many organizations will find it difficult to continue to pay expenses
as they become due. Mounting debt will jeopardize the ability of nonprofit corporations to
continue to deliver program services and some will consider filing for bankruptcy protection
in order to liquidate their assets in an orderly fashion.

Questions Regarding Chapter 7 Bankruptcy Filings:

1. What does it mean for a corporation to file for Chapter 7 bankruptcy?

2. Can a not-for-profit corporation file for bankruptcy?

3. How does Chapter 7 work?

4. What are the advantages of filing for Chapter 7?

5. What are the disadvantages of filing for Chapter 77

More Detailed Information:

1. What does it mean for a corporation to file for Chapter 7 bankruptcy?

The Bankruptcy Code is a federal statute that is designed to offer both corporations and
individuals an opportunity to get some breathing room and to either reorganize or liquidate
assets under the protection and supervision of the Bankruptcy Court. Chapter 7 is the
liquidation provision of the Bankruptcy Code. The entity that files the bankruptcy petition is
called the debtor and the day on which a bankruptcy petition is filed is called the petition
date. All debts that arise on or before the petition date are consider “pre-petition” debts. Pre-
petition debts will be paid in priority order as established by the Bankruptcy Code.

2. Can a nonprofit corporation file for bankruptcy?

Nonprofit corporations, including those that are exempt under section 501(c)(3) of the
Internal Revenue Code, can file for bankruptcy protection.

3. How does Chapter 7 work?
Chapter 7 is the liquidation provision of the Bankruptcy Code that is available to both

corporations and individuals. A Trustee will be appointed to collect any money owed the
estate and to liquidate all of its assets. In most instances, day-to-day operations of the debtor



cease immediately upon the filing of the petition. The debtor, however, is responsible for
filing comprehensive schedules that detail its assets and liabilities and identify all of its
creditors, as well as for cooperating with the Trustee in their efforts to collect assets.
Expenses incurred by the Trustee and the Trustee's fee will be paid from the assets of the
estate. Creditors will receive notice of the filing and information about how to file a claim in
the bankruptcy case. Creditors claims are paid in accordance with the priority established by
the Bankruptcy Code.

4. What are the advantages of filing for Chapter 7?

Once the Board of Directors makes the decision to cease operations, filing Chapter 7
bankruptcy offers a few benefits. The automatic stay will come into effect immediately upon
the filing of the petition and prevent a creditor from gaining control of assets ahead of other
creditors. The Trustee will be appointed and will have the authority to collect receivables
(for example, monies owed on government contracts) and liquidate all assets to pay claims.
The bankruptcy process allows for the orderly liquidation of the corporation's assets and the
wind down of its business. Creditors will receive a proportional share of the assets of the
estate according to priority established by the Bankruptcy Code.

5. What are the disadvantages of filing for Chapter 7?

There are several disadvantages to a Chapter 7 filing. The most significant is the fact that a
discharge is not available to a corporation in Chapter 7. A discharge is essentially a
forgiveness of prepetition debts that are not paid through the bankruptcy process. Therefore,
if the estate does not have sufficient assets to pay all of its debts, the unpaid debts will
"survive" the bankruptcy process and creditors can still legally pursue payment. At the end
of the bankruptcy process, the nonprofit corporation will still have to be dissolved through a
state law dissolution proceeding. Chapter 7 can be an expensive process since the Trustee's
fees, as well as the fees of any committees formed such as the Unsecured Creditors
Committee, will be paid from the estate before any creditors are paid.
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Board Talking Points: Chapter 11 Bankruptcy Filings

As nonprofit corporations use up their cash reserves to preserve programs during a time of
limited resources, many organizations will find it difficult to continue to pay expenses as
they become due. Mounting debt will jeopardize the ability of nonprofit corporations to
continue to deliver program services and some will consider filing for bankruptcy protection
to restructure their debts.
Questions Regarding Chapter 11 Bankruptcy Filings:

1. What does it mean for a corporation to file for bankruptcy?

2. Can a not-for-profit corporation file for bankruptcy?

3. What is Chapter 11?

4. What are the advantages of filing for Chapter 11?

5. What are the disadvantages of filing for Chapter 11?

Discussion Points:

1. What does it mean for a corporation to file for bankruptcy?

The Bankruptcy Code is a federal statute designed to offer both corporations and individuals
an opportunity to get some breathing room and to either reorganize or liquidate assets under
the protection and supervision of the Bankruptcy Court. The entity that files the bankruptcy
petition is called the debtor and the day on which a bankruptcy petition is filed is called the
petition date. All debts that arise on or before the petition date are consider “pre-petition”
debts. Debts that arise after the petition date are “post-petition” debts. Pre-petition debts
will be paid by debtor according to a plan of reorganization that is approved by a vote of
creditors and confirmed by the Bankruptcy Court. Post-petition debts are generally paid in
the ordinary course of business.

2. Can a nonprofit corporation file for bankruptcy?

Nonprofit corporations, including those that are exempt under section 501(c)(3) of the
Internal Revenue Code, are eligible to file for bankruptcy protection.
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Board Talking Points: Mergers and Strategic Alliances

Today’s economic conditions have presented many nonprofit organizations with rising operational
costs and increased competition for funding sources.! Faced with such challenges, some nonprofit
organizations may look to certain types of transactions, such as a merger or the formation of a
strategic alliance with another nonprofit organization in an effort to preserve programs.

Below are some questions that a board of a nonprofit organization may ask as it considers whether to
pursue a merger or strategic alliance with another nonprofit organization.

I. What is a "merger"?
2. What is a "strategic alliance"?
3. What are some of the motivating factors for a nonprofit organization considering a

merger or strategic alliance transaction?

4. How is a nonprofit organization’s “mission” relevant to a board’s consideration of a
transaction?
5. Why should a nonprofit organization conduct diligence before choosing a proposed

merger partner?

6. What sort of diligence should a nonprofit organization conduct?

7. What are the general “mechanics” of a merger that boards should understand? What
steps must be taken to approve a merger, and from whom might the organizations

need consent?

Discussion Points

1. What is a ""merger''?

The term “merger” is often used to describe many different business relationships and
transactions. It is important to understand the differences between the transactions because the
impact on your corporation will be dramatically different depending on the precise nature of the
transaction. Merger is when one corporation absorbs another. The assets, staffs and programs of

" Lawyers Alliance for New York gratefully acknowledges the assistance of Mark Chorazak and
Julia Kohen of Simpson Thatcher & Bartlett LLP in the preparation of this Board Talking Point.



the two corporations are joined together, as are the liabilities and obligations of both
corporations. The merged corporations usually operate under the name of the "surviving"
corporation, i.e. the corporation that absorbed the other corporation. The board of directors of
the surviving corporation manages the merged corporation, although it is not unusual for the
surviving corporation to invite a few members of the "constituent" corporation (the corporation
which is absorbed) to join the board. The constituent corporation ceases to do business and the
merger will terminate its existence.

A "consolidation" is when the two corporations that are joining together both cease to exist and a
new corporation emerges. The assets, staffs and programs of the two corporations are joined
together, as are the liabilities and obligations of both corporations. In a consolidation neither
corporation is dominant over the other. A newly constituted board of directors manages the
consolidated corporation. The new board could be made up of members of the boards of the
consolidated corporations or could be entirely new board members. The consolidated
corporation could operate under the name of one of the old corporations or under a new name.

2. What is a "'strategic alliance''?

A strategic alliance is effectively creating a parent-subsidiary relationship between two nonprofit
organizations. In New York, this can be achieved either through a sole membership or interlocking
board structure. In a sole membership structure the parent corporation becomes the sole member of
the subsidiary and thus has the power to elect the board of directors and approve other significant
corporate actions. The sole membership structure is put in place either by amending the subsidiary
corporation's bylaws or certificate of incorporation. In an interlocking board structure the parent
corporation is able to nominate or appoint the majority of directors. The interlocking board structure
is also put in place by amending the subsidiary corporation's bylaws or certificate of incorporation.

3. What are some of the motivating factors for a nonprofit organization considering a
merger, strategic alliance or sales transaction?

A nonprofit organization may consider a merger, consolidation or strategic alliance to expand the
range of services it provides or to assure its future viability in the face of changing needs for its
services. However, in the current economic climate, such transactions are frequently prompted by
financial challenges as a result of fewer funding sources. A merger, consolidation, or strategic
alliance with another nonprofit organization providing similar or identical services may result in
synergies, enabling the combined organization to provide services more efficiently. Such a
transaction may also be more appealing than “venturing alone” and risking the viability of the
organization as economic conditions worsen. As nonprofit organizations consider certain
transactions, it is essential that they consider the impact on their clients and whether a particular
transaction will improve delivery of client services.

4. How is a nonprofit organization’s “mission’’ relevant to a board’s consideration of a
transaction?

A critical consideration for any board evaluating an extraordinary transaction, such as a merger,
consolidation or strategic alliance, is the preservation and promotion of the nonprofit organization’s
mission. A board, in fulfilling its fiduciary duties, must be satisfied that the alliance will provide a
continuity of mission following the completion of the transaction.



Under New York Not-for-Profit Corporation Law (“N-PCL”), the applicable test is whether the
surviving corporation will engage in activities that are “substantially similar” to those of the
constituent corporations. A board needs to be very mindful of whether the terms of a transaction are
consistent with the nonprofit organization’s mission — whether as stated explicitly in its certificate
of incorporation or expressed through its activities over time. A nonprofit organization’s mission is
of such central importance that when a court reviews a plan of merger it must be sufficiently satisfied
that the interests of each of the merging entities are not adversely affected by the transaction. For
this reason, boards should ensure that any plan submitted to a court discusses how the specific
“object and purposes” of the merging organizations will be promoted.

S. Why should a nonprofit organization conduct diligence before choosing a proposed
merger partner?

Due diligence is the process of reviewing the legal and financial situation of a potential merger
or strategic alliance partner. Diligence can be costly and time-consuming, but it is a critical part
of the process. A merger or consolidation results in two organizations becoming one, with the
surviving organization possessing all of the assets, rights, powers, and purposes of the
constituent entities. But with all of the inherited assets, rights and powers, come all of the
liabilities, obligations and claims of both constituent entities. Directors may be held personally
liable if negative results occur from a transaction because they failed to carefully examine the
merger partner. A robust diligence process can help protect directors from such challenges.

6. What sort of diligence should a nonprofit organization conduct?

While the details of a diligence process may differ based on the particular transaction, directors
may want to consider the following:
® Are there any “red flags” in the organization’s financial documents (e.g., audits,
LR.S. Form 990 disclosures, budgets)?
® Are the organization’s financial processes healthy?
e What are the organization’s liabilities? Are they unrecorded, recorded, or contingent?
¢ Will there be any human resource overlaps upon a merger? What sorts of pay,
vacation, and benefits does the organization provide its personnel?
® What are the organization’s properties? Are there any issues in the title reports or
inspections?
Does the organization have capital needs assessments or adequate reserves?
What does the organization’s donor base look like? Does it overlap?
Does each proposed partner have a clean vendex?
What is each proposed partners reputation among funders? Do both organizations
receiving funding from similar sources? Will funding hold steady after the alliance?
What is the proposed partner’s potential for growth?
What are the projections for a combined budget? Will there be any cost savings?
Is the organization facing any pending litigation or investigations?
Does the organization have any restricted assets or funds?



Asking questions and performing due diligence will allow directors to fully investigate a nonprofit
organization’s potential partner and understand the ramifications of a possible merger.

7. What are the general “mechanics” of a merger that boards should understand? What
steps must be taken to approve a merger, and from whom might the organizations need
consent?

Once the organizations have conducted their due diligence and elected to proceed with a merger, the
next step is to consider the precise structure, as well as the impact of that structure. For example,
boards should keep in mind what the identity of the surviving organization and membership of its
board will look like, as well as how the management of the constituent organizations will be
integrated or changed. Once such issues are resolved and a final structure determined, the parties
should then prepare and negotiate the plan of merger and the proposed governing documents (e.g.,
certificate of incorporation, by-laws) for the surviving organization. Since court approval will be
required, the parties must first substantially approve a proposed plan of merger, and then prepare the
documents to be submitted to the court. These documents include the: (1) plan of merger; (2)
certificate of merger; (3) verified petition and affidavits for each constituent organization (with
exhibits) in support of the merger; and (4) proposed court order approving the merger.

Exhibits to the affidavits typically include the: (1) current governing documents of each organization;
(2) proposed new governing documents for the surviving organization; (3) board/member resolutions
and minutes regarding the proposed merger; (4) list of names of all proposed directors, officer and
members of the surviving organization; (5) any letters of intent or agreements entered into in
connection with the proposed merger; (6) I.R.S. Form 990 for each organization for the past three
years with audited financial statements; (7) I.LR.S. Form 1023 for each organization; (8) detailed list
of any endowments and restricted funds/assets for each organization; and (9) list of all entities whose
approval is required for the merger.

These documents are then submitted to the Charities Bureau of the New York State Office of the
Attorney General (the “AG”). Once the AG reviews and approves the form of these documents (the
AG may request that additional information be provided and/or that certain of the documents be
revised), the next step involves obtaining the required consent or approval of any New York State
governmental agency that would have such consent or approval rights over both organizations
pursuant to Section 404 of the N-PCL. The documents are then submitted to the board or the
members of each organization to vote on the proposed merger. Two-thirds of the board or
membership must approve the merger. The organization should then re-submit the documents to the
AG. If the AG provides a statement to the court that it has no objection, the verified petition in
support of the merger should be submitted to the Supreme Court of New York located in the county
in which the surviving corporation will be located. If the court approves the petition, it will enter an
order approving the merger. A certified copy of such order must then be provided to the New York
State Department of State, together with a proposed certificate of merger. Once the Department of
State files the certificate of merger, the merger is final.

An illustration of the typical mechanics of a merger is provided in Figure 1 below.



Figure 1

MECHANICS OF A MERGER

STEP 1

Complete Due
Diligence Review
and Determine
Final Structure

Review the condition, liabilities, restricted assets and other financial and legal matters
of each organization

Decide final structure (i.e., which organization will be the surviving organization, etc.)
Consider the potential impacts of the final structure (i.e., who will serve on the board
of the surviving organization, how will management be integrated or cut back, etc.)

STEP 2

Prepare Draft
Merger Documents

Prepare (1) plan of merger, (2) certificate of merger, (3) verified petition and affidavits
for each organization (with requisite exhibits) in support of merger, and (4) proposed
court order approving merger

STEP 3

Initial Review of
Documents by
NYS Attorney
General (“AG”)

Send documents to the Charities Bureau of the AG

Respond to the AG’s questions

AG will determine whether the interests of the corporations and the public interest
will not be adversely affected by the merger

STEP 4

Obtain Required
Approvals

Submit AG-approved documents to government agencies that have approval/consent
rights over either of the corporations pursuant to § 404 of the N-PCL

Each corporation must submit documents for approval by two-thirds of their
respective members (if any) and boards

Once all approvals obtained, have AG give final sign-off on documents

STEP 5

Obtain Court
Approval

Jointly submit verified petition, affidavits and proposed order (all of which have
received all required approvals) to the Supreme Court in the judicial district in which
the principal office of the surviving corporation is located

STEP 6

File Certificate of
Merger

Submit certified copy of court order and certificate of merger to NYS Department of
State

Surviving corporation must file copy of certificate of merger in each county where the
surviving corporation has offices

As every transaction is different, the circumstances and timing relating to these steps will differ.
Nevertheless, boards of organizations seeking to merge should be familiar with these steps as they
fulfill their duties to their respective organizations.

& % *k

This alert is meant to provide general information only, not legal advice. If you have questions as
you try to determine whether to pursue a particular transaction, contact Linda S. Manley, Lawyers
Alliance at (212) 219-1800 ext. 239 for assistance.
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Board Talking Points: Reductions in Workforce

When a nonprofit must reduce its staff due to economic reasons, the organization will need to take
steps to ensure that layoffs will reduce costs without incurring costly lawsuits. It is critical that
nonprofits have a well-supported business reason to terminate an employee due to economic
reasons to reduce the organization’s vulnerability to claims that discrimination was involved in the
decision regarding layoffs. Similarly, employers should ensure that separated employees are
treated with as much respect and dignity as possible. The following is a list of considerations to
keep in mind when planning a reduction-in-force (RIF).

1. How do we begin to consider which employees to include in the RIF?

2. Do any employees have contracts or are any employees covered by a collective
bargaining agreement? If yes, what are the contractual provisions for a layoft?

3. Does the employee handbook provide guidelines on how a RIF should be conducted?
4. Are any of the employees being considered for termination currently on leave?

5. Did the performance of the employees being laid off play a role in the decision? If so,
will those employees be told that the decision was in part performance based?

6. Has the organization reviewed the demographics of the group to be laid off to determine
if the RIF may be perceived as discriminatory?

7. Has the organization budgeted for payments due on termination, including severance
pay (if any) and unused accrued vacation pay?

8. Does the organization have more than 50 employees? If so, has it analyzed whether the
NYS Worker Adjustment and Retraining Notification (WARN) Act applies to the RIF?

9. Has the organization considered the use of releases to reduce the risk of liability?

Answers
1. How do we begin to consider which employees to include in the RIF?

The starting place is to consider what job functions rather than what individuals will be
eliminated as a result of budgetary constraints. Next, develop objective criteria, for example,
job function, job performance and seniority to evaluate individual employees. The business
reasons for the RIF and justification for separating certain employees should be provided to the
organization’s board of directors.



2. Do any employees have contracts or are any employees covered by a collective
bargaining agreement? If yes, what are the contractual provisions for a lay-off?

In New York State, most employees are considered to be "employees at will" meaning that an
employee has no right to continued employment. An employer can fire employee at any time,
for any reason, except a discriminatory one. Similarly, an employee is free to leave a job.
When an employee has a contract, either as an individual or as part of a collective bargaining
unit, it is that contract that will control the circumstances under which an employee can be
terminated or the terms and conditions of their employment can be changed.

3. Does the employee handbook provide guidelines on how a RIF should be conducted?

The organization's employee handbook or policies should be consulted to ensure that
procedures for selecting employees for a layoff, as well as any procedures for “bumping”, i.e.
efforts to place affected employees in other positions within the organization, are followed. If
there is no applicable procedure, develop one so that all decision makers follow a consistent,
objective process.

4. Are any of the employees being considered for termination currently on leave?

An employee on leave under the Family Medical Leave Act or on military leave is legally
entitled to job reinstatement unless the job would have been eliminated even if the employee
had not been on leave. However, unless all or most jobs in the same category as that of the
employee on one of these types of leave have been eliminated, it may be difficult for an
employer to prove that eliminating the employee’s job did not violate the law. For employees
on all types of leave, consider honestly whether the person would still lose his or her job if he
or she were in the office today and performing according to ability. Even if the answer is “yes,”
there is a risk that terminating the person on leave will look like disability or caregiver
discrimination. Consider waiting until the person comes back and re-evaluate performance
after certain length of time.

5. Did the performance of the employees being laid off play a role in the decision? If so,
will those employees be told that the decision was in part performance based?

When the decision to terminate an individual employee is based, at least in part, on the
employee's poor job performance, the basis for that decision should be documented and the
rationale shared with the employee. To minimize the risk of a wrongful termination claim,
employers need to show that the decision to terminate an individual was not discriminatory.
Rather, employers should demonstrate that the decision is based on (1) whether the individual
has the skill sets needed to perform in the post-layoff workplace, and (2) job performance:
measurable factors such as quality of performance, attitude on the job, productivity,
attendance, punctuality, seniority, etc. Written employee evaluations, including documented
performance problems, are critically important to support the decision.



6. Has the organization reviewed the demographics of the group to be laid-off to determine if the
RIF may be perceived as discriminatory?

If a nonprofit is laying off a group of employees, review demographics of the group to be laid
off to see if RIF has a “disparate impact” on members of protected classes (e.g. minorities,
women, over age of 40, etc.). Even if there are justifiable business reasons for a layoff that
disproportionately impact a particular group of employees, there are clear liability risks. Note
whether any employee is about to vest any important benefits, such as pension benefits. It is
important to obtain legal counsel in connection with a group lay off.

7. Has the organization budgeted for payments due on termination, including severance
pay (if any) and unused accrued vacation pay?

New York law requires that any accrued, unused vacation pay must be paid within 30 days of
termination (except for exempt employees earning more than $900 a week). Consider requiring
employees to take all or part of any unused accrued vacation to avoid large cash payouts upon
termination. Keep in mind that there may be no way to recoup accrued unused vacation payments
made to employees who are laid off following termination/non-renewal of a funding contract.

8. Does the organization have more than 50 employees? If so, has it analyzed whether the
NYS Worker Adjustment and Retraining Notification (WARN) Act applies to the RIF?

The New York State and Federal Worker Adjustment and Retraining Notification (WARN)
Acts require that certain organizations give advance written notice of a mass layoff, plant
closing, or certain plant relocations. The New York State WARN Act (NYS WARN Act) is
more expansive than the Federal WARN Act and places more stringent obligations on smaller
organizations. Employers who were already covered by the Federal WARN Act will now be
covered by the NYS WARN Act and also will need to comply with the New York
requirements, including the significantly longer period for providing written notice.

9. Has the organization considered the use of releases to reduce the risk of liability?

Consider entering an agreement offering an employee who has been selected for layoff some type
of benefit (e.g., severance, extra salary, pay for continued health insurance) in exchange for a
release from liability for all employment-related claims. The benefit must be in addition to
regular salary, unused, accrued vacation or anything else that the employee is already entitled to
get. This is legally an extremely complicated area, particularly if the employee being terminated is
over 40. It is important to have an attorney draft/review the agreement.

This alert is meant to provide general information only, not legal advice. Please contact Judith Moldover
at Lawyers Alliance for New York at (212) 219-1800 x 250 or visit our website www.lawyersalliance.org
for further information.

Lawyers Alliance for New York is the leading provider of business and transactional legal services for nonprofit organizations that
are improving the quality of life in New York City neighborhoods. Our network of pro bono lawyers from law firms and
corporations and staff of experienced attorneys work together, delivering expert corporate, tax, real estate, employment and other
legal services to community organizations. By connecting lawyers, nonprofits and communities, we help nonprofits to develop
affordable housing, stimulate economic development, and operate vital programs for children and young people, the elderly, recent
immigrants, and other low-income New Yorkers.
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Board Talking Points: Refinancing
Your organization may be thinking of ways to reduce expenses. If your organization has an

obligation to pay back an existing loan, it may be able to reduce these obligations by refinancing.
Contact Lawyers Alliance for assistance in considering these possibilities.

Below are some questions a Board might have about the steps to take to refinance an existing
loan and some issues to consider.

1. What is a refinancing?

2. Where should the board look first to determine whether a refinancing would help
the organization?

3. Does the organization have to stay with the same lender?
4. How should the organization evaluate the terms and costs of the refinancing?
5. Who might the organization need consent from?

Answers

1. What is a refinancing?

A refinancing usually takes one of two forms: (1) an agreement between a borrower (your
organization) and its lender to modify the terms of an existing loan or line of credit, or (2) the use
of an entirely new credit facility to replace an existing one.

Refinancing may enable the borrower to lower their monthly payment by either lowering the
interest rate, or extending the maturity date for repayment. As part of a voluntary workout of a
loan, the lender might forgive some portion of the indebtedness. In a secured loan, collateral can
be released through a refinancing thus freeing up the property for sale to generate cash or for use
to support additional borrowing.

2. Where should the Board look first to determine whether a refinancing would help
the organization?

A Board should review the organization’s financial information to determine the details of the
organization’s (1) current and anticipated financial resources, i.e., its ability to (re)pay, and (2) its
current credit arrangements. Then, the Board should review the current credit market situation to
determine whether or not there may be an opportunity to refinance, e.g., have interests rates



declined below the rates being paid by the organization under the current arrangements. After the
Board has this information, the Board can “shop” its requirements to different lenders (including
its existing lender) to see whether they can get a more favorable loan.

3. Does the organization have to stay with the same lender?

Probably not, but there may be advantages to cultivating existing relationships, including
lowering transaction costs. Any new lender will pay off the existing lender. As discussed in
more detail in 4 below, the organization should watch for prepayment penalties (or other
termination costs) associated with the existing arrangements. There may also be “lockout
periods” during which the lender will not allow prepayment of the loan. You will need to factor
in these costs to see to what extent these transaction costs outweigh any savings.

4. What terms and costs of the new loan should the organization consider?

The Board should review the terms of any potential new loan very carefully, and, in the context
of reducing expenses, pay particular attention to:

(1) interest rate (and how it may change);

(2) maturity date (and default provisions);

(3) restrictive covenants (including lockout periods and collateral requirements); and
(4) set-up costs.

“Set-up” costs are out-of-pocket expenses of the lender that the borrower may have to pay for
and may include the following: (1) appraisal; (2) processing and administrative costs of the
lender, e.g., application, commitment and closing fees; (3) loan document preparation fees; (4)
lender’s attorneys fees and disbursements; (5) title costs; and (6) borrower’s attorneys’ fees and
disbursements. “Set up” costs vary from lender to lender so the organization should ask each
potential lender for a specific breakdown of these expenses and whether they can be paid from
the loan proceeds.

Example: Do Right currently has a mortgage loan from Big Bank in the loan amount of
815,000,000 at an interest rate of 7% for a 15-year term. Do Right pays a “carrying cost” of
$89,166.70 to Big Bank every month. Do Right has approached a few other lenders and thinks it
might be able to qualify for a loan in the same amount of $15,000,000 but at an interest rate of
5% for the same 15-year term. This lower interest rate would result in a monthly “carrying
cost” of $87,500 and lower the organization’s monthly “carrying cost” by $1,666.70. In order
to refinance the existing loan, Do Right has to pay “set up” fees that total about $12,000 at
closing. Since Do Right will likely pay these “set up” fees out of pocket, it must consider that it
will take about six months for Do Right to recoup the $12,000 before it begins to save $1,666.70
per month from the refinancing (not allowing for the time value of money).

5. Who might the organization need consent from?

At a minimum, the organization will need the consent of existing lenders and the Board. Under
the New York Not-for-Profit Corporation Law, a nonprofit corporation cannot mortgage real
property unless authorized by a vote of two-thirds of the entire board, provided that if there are
twenty-one or more directors, the vote of a majority of the entire board is sufficient. It will be



necessary to review any existing agreements to determine every entity or individual whose
consent is needed, the required manner of consent under the agreement and any notice periods.
If the collateral is in the form of government contracts or receivables, the lender might require
consent from the government entity, as the obligor under the contract. An organization should
also check with any insurance company that it maintains liability or other insurance with in the
event that the new lender requires different or additional insurance covenants.

* 0k ko ok

This alert is meant to provide general information only, not legal advice. If you have questions
as you try to determine whether to refinance or if you are unsure about what your existing loan
documents permit or need an attorney to represent your organization in the refinancing, contact
Lawyers Alliance at (212) 219-1800 for assistance.
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Board Talking Points: Assigning or Subletting Your Organization's Space

Your organization may be eliminating a program or may be trying to cut costs - and you have
excess space. To control costs, consider assigning or subletting all or a portion of the excess
space. The first step is to read your lease, including any lease riders. It most likely will
contain a clause regarding assignment and subletting. Contact Lawyers Alliance for a full
understanding of your lease and your rights to assign or sublet your leasehold interest.

Do not assume that you have the right to assign or sublet any of your leased space.
Typically, unless a tenant has been able to successfully negotiate for the right to assign or
sublet the lease, the landlord's prior written consent to an assignment or sublet will be
required. Keep in mind that the landlord will also normally require thirty (30) or even sixty
(60) days' notice to review an assignment or sublet request. In that case, you will still have
the obligation to continue making the full rent payment for a minimum of two or three more
months.

Here are some questions you might have about subleasing or assigning your space.
1. What is an assignment of lease?

2. What is a sublet?

3. If your lease does not have an assignment or sublet clause, what does that mean?

4. Must the tenant ask for approval to assign or sublet from anyone besides the
landlord?

5. Unrelated to assignment and subletting issues, what other sections of the lease

should the tenant review in order to keep check on leasehold related expenses?

Answers
1. What is an assignment of lease?

An assignment is a transfer by the tenant of its entire remaining interest in the lease. The
tenant who is assigning its interest remains liable under the lease unless the landlord releases
the tenant from liability. If your organization is intending to permanently vacate all of its
space at one location - shut down operations or close a program, an assignment is the
appropriate tool since you do not intend to re-enter or return to the space and continue



business. This is a mechanism for getting out of your lease payments when there is time
remaining on the lease.

Example: Child Care Org., as tenant, entered into a lease with Commercial Landlord, as
landlord, for 5,000 square feet of office space in a building for a 10-year term. At the end of
the seventh lease year, Child Care Org. needs to get out of the lease because the rent is too
high and Child Care Org. is going to cease operations. An assignment is the best option for
Child Care Org. If Child Care Org. cannot assign the lease — whether because its lease
prohibits it or it cannot find a tenant to take over, Child Care Org. will remain liable for the
rent and other charges under the lease through the end of the 10-year term.

Note: A commercial landlord has no duty to try to lessen its damages for the loss of rental
payments under a lease. The landlord has no obligation to re-lease the space in order to
lessen the damages to the tenant that vacated the space.

2. What is a sublet?

A sublet is a transfer by a tenant to a third party allowing them the right to use the leased
property or a portion of such property. It is a mechanism for, among other things,
temporarily solving an expense issue. You may not need all of the space your organization is
currently using but may want to hold on to it for use at a later date. A sublet allows you to
lease a portion of your space for part of your lease term (or all of the term) and to take back
occupancy at the end of the sublet term. The sublet agreement should be in writing and is
subject to the terms of your lease. You are still obligated to pay the full rent to your landlord
(the "Overlandlord") and act as a buffer between the Overlandlord and the sublessee although
you can have the sublessee pay their rent directly to the Overlandlord. Repairs, maintenance,
alterations and other provisions will be governed by the lease and the subtenant will not be
able to make any repairs without your approval and the Overlandlord's approval.

Example, Social Services Org. lost a grant to provide home visits to its elderly clients. It now
has three offices in its current space that were used full-time by program staff that will be
unused. Social Services Org. hopes that the program will be funded again before the end of
its lease term. For the time being it will keep 1200 square feet for its offices and look for a
subtenant to lease the remaining 800 square feet — if its lease permits — until the program is
back on track. Social Services Org. should enter into a written sublease agreement with its
subtenant. The sublease agreement does not need to be as detailed as the lease between
Social Services Org. and its landlord (the "Overlease") because the sublease agreement will
contain a provision stating that the lease is subject to all of the terms and conditions of the
Overlease.

3. If your lease does not have an assignment or sublet clause, what does that mean?
If the lease is silent, the legal policy is in favor of allowing tenants the freedom to transfer by
assigning, or subleasing if the lease does not restrict their right. Consult with Lawyers

Alliance before taking further steps.

4. Must the tenant ask for approval to assign or sublet from anyone besides the
landlord?



A tenant should keep in mind that if it is a not-for-profit corporation and it leases all or
substantially all of its assets, in addition to the approval of its board of directors, a not-for-
profit corporation will need approval from the attorney general and from the Supreme Court
of the State of New York for such a transfer. The approval process can be time consuming
and can take anywhere from one month to several months depending on the complexity of
the transaction and the number of applications being processed at the attorney general’s
office and at court. Lawyers Alliance is expert in preparing and filing petitions for such
approval. Call if you need legal representation in connection with preparing and filing such
petition.

5. Unrelated to assignment and subletting issues, what other sections of the lease
should the tenant review in order to keep check on leasehold related expenses?

The tenant should review any sections of the lease that set forth the financial terms, such as
the rent and calculation of rent increases, real estate tax and operating expense pass-throughs
to determine how any payments due under the lease are calculated. The tenant should review
these sections to make sure that it is not being overcharged for rent or pass-throughs. If
permitted under the lease or even if the lease is silent, the tenant should request copies of
bills, such as real estate tax bills, and analyze whether the landlord has billed the tenant
correctly. Most leases will provide a mechanism for the tenant to receive back-up on the
charges for pass-throughs. If you have questions about what the landlord should be
providing to you or if you are unsure whether you are being properly charged, contact
Lawyers Alliance for assistance.

A decision to sublet or assign part of your leasehold space is an important business decision
but with potentially long-term financial and legal ramifications. Make sure you have the
appropriate information and understanding of the step you are about to take and that you
have expert legal advice in making such a decision.

This alert is meant to provide general information only, not legal advice. Please contact
Hedwig O’Hara at (212) 219-1800 ext. 226 or Gail Bayarin at ext. 279 if you have any
questions about this alert.
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Board Talking Points: Rollback Employee Benefits

Staff may represent the most significant asset of a nonprofit corporation and the staff may
represent the corporation's most significant expense. As a board considers expense
reductions it may be forced to consider a reduction in force. There are, however,
alternatives to reductions in force that may enable boards to reduce expenses while
preserving staff.

Employees who experience a change in compensation, benefits or job responsibilities
may be able to make a claim that they were selected for this treatment for a
discriminatory reason. Therefore, the organization should be able to substantiate the
reasons for the decision based on programmatic reason (e.g., this position can be done by
part-time person) or performance reasons (the employee is unable to fulfill the job
requirements).

Below are some questions that Boards might ask as they consider reducing staff related
expenses:

1. Can we reassign employees to new positions even if it means a change in job title
and compensation?

2. Is it permissible for the organization to move employees from full to part-time or
reduce hours?

3. Has the organization considered the New York State Department of Labor shared
work program?

4. Is it possible for the organization to decrease healthcare or pension costs?
Answers:
1. Can we reassign employees to new positions even if it means a change in job

title and compensation?

It may be possible to preserve jobs by reassigning employees to open positions within the
organization. New York State is an "employment at will" state which means that
employees do not have a guarantee of continued employment or a guarantee that job
description stays same. This general rule, however, will not apply when an employee has
a contract, is covered by a bargaining agreement, or the organization’s handbook states
otherwise. Depending upon the terms of the job reassignment, an employee who does not
accept the new position may be eligible for unemployment benefits. Also, disability law
may require a reasonable accommodation to enable a disabled individual to perform
essential functions of new position to which he or she is transferred.



2. Is it permissible for the organization to move employees from full to part-
time or reduce hours?

Because New York is an "employment at will" it is possible to reduce an employee from
full to part-time unless the employee has a contract, is covered by a bargaining agreement
or the organization's handbook states otherwise. An organization may be able to achieve
even greater savings if it reduces employees' hours below the threshold for provision of
health benefits." Avoid the temptation to use an employee as an unpaid volunteer for all
or part of the workweek because this could lead to violations of the wage and hour laws.

3. Has the organization considered the New York State Department of Labor
shared work program?

The New York State Department of Labor shared work program is designed to
supplement employee wages whose hours are cut and to encourage employers to reduce
hours rather then to conduct across the board layoffs. See

http://www .labor.state.ny.us/ui/dande/sharedwork1.shtm.

4. Is it possible for the organization to decrease healthcare or pension costs?

Organizations can consider HMOs, increasing employee co-payments for doctor services,
raising level of deductibles, instituting or increasing amount of payroll deductions for
individuals, spouses and children, and “consumer directed plans,” which give employees
a fixed amount of money to spend on health care. Explore the possibility of eliminating
“extras” such as dental coverage.

To extent that the organization contributes to employees’ retirement plans, review the
organization’s ability to reduce these contributions with its pension provider. Depending
upon the terms of the plan it may or may not be possible to change contribution levels.

These changes will be unpopular, but may avoid lay-offs. Be sure to document that your
organization has considered any or all of these alternatives. This will be important in the
unfortunate event that lay-offs are necessary.

! Person may be entitled to continuation of benefits under COBRA or state law equivalent for significant
reduction of hours.
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Board Talking Points: Real Estate Tax Exemption for Nonprofit Organizations

Nonprofit organizations in New York State are eligible to receive exemption from New York
State real estate taxes for property the organization owns and uses for exempt purposes.
Nonprofits sometimes do not apply for real property tax exemption because they are unaware
of the exemption or they lack the time and resources to apply. Lawyers Alliance is here to help
you understand, apply for and retain your real estate tax exemption.

kockosk

Below are answers to the most commonly asked questions regarding an organization’s
eligibility to receive the exemption and the procedures to follow to obtain and maintain the
exemption.

What types of organizations are entitled to receive a real estate tax exemption?

What other criteria are considered when obtaining the exemption?

How does a nonprofit obtain a real estate tax exemption?

When is the real estate tax exemption effective?

How does a nonprofit retain its real estate tax exemption?

If a nonprofit leases space from a for-profit landlord does the nonprofit have to pay real estate
taxes?

Answers

1. What types of organizations are entitled to receive a real estate tax exemption?

Nonprofit organizations whose purposes and activities are “exclusively . . . religious, charitable,
hospital, educational, or moral or mental improvement of men, women or children....” are
entitled to real property tax exemption under Section 420-a of the RPTL for real property
owned and operated by the organization and used for its exempt purposes. These organizations
may also be eligible for exemption from water and sewer charges.

Other nonprofit organizations such as housing projects, cemeteries, patriotic organizations or
parsonages are entitled to real estate tax exemption under other provisions of New York State law.



2. What other criteria are considered when obtaining the real estate tax exemption?

There are considerations, other than the organization's purpose, to be taken into account when
determining whether a nonprofit is eligible to receive real estate tax exemption in addition to
the organization’s purpose(s). Those considerations are as follows:

First, the real property must be owned by a nonprofit and the space must be used exclusively
for carrying out its purposes.

Second, an organization’s officer, member or employee cannot receive any profit from the
organization's operations other than reasonable compensation for services rendered to further
the exempt organization’s purposes.

Third, the property must be “used exclusively” to further the organization’s purposes. If any
part of the property is not used exclusively for exempt purposes, then that portion of the
property shall be subject to taxation and only the remaining portion shall be exempt. If a
nonprofit organization leases space to a third party tenant, then that portion of the property will
be tax-exempt only if (i) the tenant’s purposes fall under those set forth in Section 420-a of the
RPTL and (ii) the rent paid by the lessee does not exceed the amount of the carrying charges,
maintenance and depreciation of the property or the portion thereof. If a nonprofit decides to
rent property or a portion of their space to a business entity or individual, it is prudent to either
(1) include a “pass-along” clause regarding the real property taxes owed or (ii) ensure that the
tenant's rent will cover the real estate taxes that may be assessed. Additionally, a nonprofit that
leases space it owns to a third party tenant may be responsible for the payment of unrelated
business income tax.

Fourth, the property must be “devoted to such exempt purposes.” If the nonprofit owner (or its
nonprofit lessee) uses all or part of the property in a manner that does not further the relevant
organization’s exempt purposes, then the property (or a portion thereof) will not qualify for the
exemption. For example, if a charitable organization owns a three-story building and rents out
the first floor for commercial or business use (e.g. a restaurant owned by a business entity),
then that portion of the property used for commercial or business purposes will be ineligible for
tax exemption.

Fifth, the property must be in “actual use.” A nonprofit organization that owns a vacant
building or a vacant lot is only eligible for tax exemption under certain circumstances.
However, a property owner may be entitled to an exemption if it proves that the construction of
such buildings or improvements is in progress or is contemplated by the organization in good
faith. An owner must provide evidence of plans to develop the parcel (e.g. board minutes
approving development of the property, contracts for the development of the property,
blueprints, bank accounts, and fundraising campaigns).

3. How does an organization obtain a real estate tax exemption?

In order to receive the exemption, a nonprofit organization must file an application.
The exemption is not granted automatically The website address for information on the
exemption and links to the application and renewal forms is:
http://www.nyc.gov/html/dof/html/property/property_tax_reduc_non_profit.shtml



To apply for a tax exemption, you must submit an “Exemption from Real Estate Taxation for
Property Owned by Nonprofit Organizations Application” with the New York City Department
of Finance and provide information and supporting documentation relating to the organization’s
(1) ownership of the property, (ii) purposes and organizational documents, (ii1) federal income
tax status and (iv) use of the property. Lawyers Alliance is available to help you prepare and
file the application

4. When is the real estate tax exemption effective?

Provided that an application for exemption is filed and the exemption becomes effective, the
Commissioner of Finance may establish it retroactively to the date the property was purchased.

5. How does an organization maintain the real estate tax exemption?

After a nonprofit organization is granted a real estate tax exemption for its property, it must file
an annual report with the NYC Department of Finance. The form, entitled the “Renewal Form
Not-for-Profit Full Exemption" must be filed with the New York Department of Finance. The
form is intended to update the Department of Finance on the property's use. There are different
forms for properties receiving partial exemption and for properties receiving an exemption
based on contemplated use. In the event there is any change in the use of the property that
impacts the exemption between filings, the taxpayer is obligated to notify the Department of
Finance in writing at the following address:

NYC Department of Finance
Exemptions Unit - NFP (CU)
PO Box 3120

Church Street Station

New York, NY 10008-3120

Lawyers Alliance can help you complete and file the renewal forms or prepare correspondence
to the Department of Finance regarding a change in use.

6. If a nonprofit leases space from a for-profit landlord, does the nonprofit have to
pay real estate taxes?

If a nonprofit rents space in a building (or rents an entire building) from a for-profit entity, then
the property will be subject to real estate taxes. The landlord is not eligible for an exemption
because it leases space to a nonprofit. The rent paid by the nonprofit will either include the
real estate tax payment or the nonprofit will receive a separate bill from the landlord for the real
estate tax payment. Nonprofits should review their leases since it is very likely that landlords
will be entitled to pass along the recently passed increases in real estate taxes to their tenants.
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Board Talking Points: Tapping Cash Reserves

As organizations struggle to fill funding gaps they will be tempted to tap cash reserves to meet
ongoing expenses. As long as those funds are unrestricted, it is within the discretion of the board to
decide how to spend the corporation's cash reserves. When, however, a donor has given a restricted
gift, the organization is bound to honor that restriction. Below are some questions a board should
consider when deciding whether or not to tap cash reserves to fund ongoing expenses:

1. Does the organization have any assets that are restricted?
2. Are the funds part of an endowment fund?

3. Can a portion of the endowment fund, other then principal, be withdrawn to fund ongoing
expenses?

4. Can we borrow money from the endowment fund?

5. What do we have to do if the value of the endowment fund falls below historic dollar
value because of investment losses?

Answers:
1. Does the organization have any assets that are restricted?

A restricted asset is an asset that a donor directs to be used for a specific purpose. The gift
restriction can be contained in the gift instrument, e.g. a letter, or the restriction could be implied
from the organization's fundraising material.

For example, the invitation to Do Right's annual fundraiser states, "all proceeds will benefit Do
Right's scholarship program.” In this instance, the profit from the fundraiser would be
considered an asset restricted to benefit the scholarship program and could not be diverted to
support Do Right's other charitable activities. If the invitation stated, "all proceeds will support
Do Right's activities, including its scholarship program" the proceeds would not be restricted.

A not for profit corporation's board of directors cannot use a restricted donation for a purpose
other then for which the gift was received without the consent of either the donor or court
approval. NPCL §513(b). A court may lift the restriction when it finds the restriction to be
"obsolete, inappropriate or impractical." NPCL §522(b). Restricted assets must be separately
accounted for and the treasurer must make an annual report to the board regarding the use of
restricted assets and any related income. NPCL §513(c). Therefore, any restricted assets should
be identified in the organization's audited financial statements.



2. Are the funds part of an endowment fund?

Assets that are restricted are not necessarily part of an endowment fund. An endowment fund is
a fund that "is not wholly expendable by the corporation on a current basis under the specific
terms of all applicable gift instruments." NPCL §102(a)(13). Unless otherwise specified, donors
intend their gift to the endowment fund will be invested and that any return on this investment
will be available to the organization to spend on current program operations. NPCL §513(c¢).

Funds that the board has set aside in a "board restricted account” are not considered to be an
endowment or restricted from an accounting perspective because the board has the authority to
lift the restriction, as it had the authority to institute the restriction. Bjorlund et. al, New York
Nonprofit Law and Practice, Lexis Nexis 2007 at 5-23.

3. Can a portion of the endowment fund, other then principal, be withdrawn to fund
ongoing expenses?

There are circumstances under which a board can expend a portion of endowment funds to cover
ongoing costs.

The value of contributions to the endowment fund in the aggregate constitutes the fund's
"historic dollar value." NPCL §102(a)(16). The board has discretion to invest the endowment
fund and then to spend any increases in value or "net appreciation” in good faith, and in support
of the organization's programs. NPCL §§513(c) and 717(a). When deciding whether to spend
any net appreciation, the board should consider the "long and short term needs of the corporation
in carrying out its purposes, its present and anticipated financial requirements, expected total
return on its investments, price level trends, and general economic conditions." NPCL §717(a).
To calculate the net appreciation of an endowment fund available for expenditure you must: (i)
determine the fair market value of the assets in the fund; (ii) subtract the historic dollar value of
the fund; and (iii) subtract the unrealized appreciation of those assets that are not readily
marketable. Decisions of the board to withdraw funds must be thoroughly documented in the
minutes of the board's meetings. Office of the Attorney General, Charities Bureau, Advice for
Not-for-Profit Corporations on the Appropriation of Endowment Fund Appreciation at page 2,
(hereinafter "AG Advice") http://www.oag.state.ny.us/bureaus/charities/guides_advice.html.

For example, Do Right raised $500,000 from donors to create an endowment fund. Do Right's
board of directors placed $400,000 in a money market account that according to the last monthly
statement is now worth $450,000, and the board invested $100,000 (with the donors consent) in a
limited liability company which is opening a local restaurant as part of a community revitalization
project. Based on information contained in the limited liability company's tax return Do Right
estimates that its interest in the restaurant is now worth $125,000 but it cannot identify a purchaser
for that interest. $50,000 is currently available to Do Right's board to expend.

Fair Market Value: $575,000
Historic Dollar Value: $500,000
Unrealized Appreciation of

assets not marketable: $ 25,000

Funds available: $50,000



4. Can we borrow money from the endowment fund?

A board could decide that it is prudent to borrow money from its endowment fund that will be
repaid over time when the value of the fund is above its historic dollar value. NPCL §717(a). If,
however, an invasion of the endowment fund would cause its value to fall below its historic
dollar value that could be considered a breach of the directors and officers duty of care. Id.

5. What do we have to do if the value of the endowment fund falls below historic dollar
value because of investment losses?

The New York State Attorney General's office has concluded that a board cannot withdraw net
appreciation from an endowment fund when that fund is at or below historic dollar value. AG
Advice at 2. Should the value of an endowment fund fall below historic dollar value a board
may "prudently" decide not to spend any income from the fund regains its historic dollar value.
Id. at 1. The Attorney General's office also encourages organizations to inflation adjust the
historic dollar value of the endowment fund.
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Board Talking Points: Coping with Economic Downturn

Unfortunately, not-for-profit corporations are not immune to the pressures of the economic
downturn. As government budgets are cut, foundation-giving declines and pressures on
individual donations rise not-for-profit corporation will have fewer resources. These budgetary
constraints will come at a time of increasing demand for vital social services. Charitable
organizations will struggle to stretch their dollars and do more with less. Lawyers Alliance
supports the resilience of New York City's not-for-profit sector and is beginning an ongoing
dialogue on coping with the economic downturn that will coincide with our legal alerts.

Board Asserts Fiscal Oversight Responsibility

1. What are the common signs that a not-for-profit corporation is in financial distress?
2. What documents should board members ask to see?
3. Can the board meet more frequently or appoint a committee to monitor finances

during the economic downturn?
4. Are there special rules that a board must follow during a period of economic distress?

5. What is the potential liability of individual board members for the debts of the not-
for-profit corporation?

Detailed information:

What are the common signs that a not-for-profit corporation is in financial distress?

Not-for-profit boards of directors are always responsible for monitoring the fiscal health of
corporations they run but this role takes on more importance during an economic downturn.
Common signs that a not-for-profit corporation is in economic distress include: (i) use of
cash reserves or endowment funds to meet ordinary course of business expenses; (i1) fully
drawing upon a line credit; (iii) failure to timely pay expenses such as rent, utilities, vendors;
(iv) failure to remit payroll taxes; and (v) failure to meet payroll.

What documents should board members ask to see?

Annual Budget

Year to Date Actual vs. Projected Budget

Quarterly financial statements

Cash flow projections

List of receivables and payables with aging data

Form 941 (withholding tax form) and evidence of remittances
Payroll Register



Can the board meet more frequently or appoint a committee to monitor finances during
the economic downturn?

A board can choose to meet more frequently or appoint a committee of the board to monitor
the organization's financial condition during this uncertain time. The New York Not-for-
Profit Corporation Law (NPCL) provides that there should be an annual meeting of the
members for the election of directors. NPCL section 603(b). The corporation's bylaws may
provide that the board will meet a set number of times or a minimum number of times
annually. To the extent that a board decides to add additional meetings it can notice a special
meeting of the board. NPCL section 711(a). Most bylaws contain provisions detailing
proper notice for a special meeting.

It is also appropriate for a board to decide to delegate fiscal monitoring to new board
committee or an existing executive committee or finance committee. Working through a
committee structure maybe a more practical option for larger boards that find it difficult to
have detailed working sessions at board meetings. If it is necessary to create a new
committee, boards can do so by resolution or as provided for in the certificate of
incorporation or bylaws. A committee of the board must consist of three or more directors
and can have the full authority of the board as provided for in the resolution except that a
board committee cannot:

(1) Submit to the members of any action requiring members' approval under this chapter.

) Fill vacancies in the board of directors or in any committee.

3) Fix the compensation of directors serving on the board or on any committee.

4) Amend or repeal the bylaws or the adoption of new bylaws.

&) Amend or repeal any resolution of the board which by its terms shall not be
amendable or repealable.

NPCL section 712(a).
Are there special rules that a board must follow during a period of economic distress?

The members of a not-for-profit corporation's board of directors have a fiduciary obligation
to ensure that charitable assets are used for the charitable purposes for which they were
raised and to best achieve the organization's mission. See Right from the Start
Responsibilities of Directors and Officers of Not-for-Profit Corporations at page 8. When a
not-for-profit corporation becomes insolvent the board of directors owes a fiduciary duty to
all the constituents of the corporation — both the clients they serve and the organization's
creditors. See Intensive Care American Bankruptcy Institute Journal, Sherri Morissette,
March 2004.
http://findarticles.com/p/articles/mi_qa5370/is_200403/ai_n21346190?tag=content;coll

There are two primary tests to determine when a corporation is insolvent, the balance sheet
test and the cash flow test. Under the balance sheet test, a corporation is considered insolvent
when its liabilities exceed its assets. Under the cash flow test, a corporation is considered
insolvent when it cannot pay its debts when they come due. Id. What this means for board
members is that once the corporation is insolvent you need to exercise good faith to operate
the organization in a manner that preserves corporate assets so that creditors can be paid and
clients served.



What is the potential liability of individual board members for the debts of the not-for-
profit corporation?

As a general matter, the volunteer board members not personally liable for the debts of the
corporation. NPCL section 720-a. There are four major exceptions to this general rule:

(1) Violation of a director's fiduciary duty, NPCL section 719;

2) Failure to pay payroll, New York State Labor Law sections 197 and 198-a;

3) Failure to remit trust fund portion of payroll taxes, See Publication 15, Circular
Employer's Tax Guide at page 24,
http://www.irs.gov/formspubs/lists/0,,id=97819,00.html

4) Undertaking a personal obligation (e.g. in your personal capacity guaranteeing the
corporation's lease).

Lawyers Alliance can help boards as they deal with these difficult issues. For more
information please contact Linda Manley, Legal Director, at (212) 219-1800 ext. 239,
Imanley @lawyersalliance.org.




