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How a National Association and Its Chapters
Can Avoid Legal Pitfalls1
by William I. Althen
Many national associations permit and encourage the formation of chapters and both
benefit as a result. Local chapters are an asset to
the national association They are valuable components of the total strength of the association. At
the same time, they present unique legal concerns.
The purpose of this article is to discuss legal
matters of particular importance in the relationship
of a national association with its chartered
chapters and to offer some suggestions for clarifying the legal responsibilities of a national
association and its chapters.
Each chapter a legal entity
Ordinarily, each chapter is a legal entity,
separate and apart from the national association.
The national association issues a charter for the
chapter, which permits it to operate under the
name of the national association.
The grant of charter rights and the acceptance
of the charter obligation do not, however, create a
principal-agent relationship between the national
and the chapter.
This is not always made clear to the chapters.
Too often, chapters are unaware of their legal
obligations as separate legal entities. Hence, they
fail to take necessary or prudent steps with
respect to incorporation, liability insurance, taxexempt status and other matters which they may
believe are managed by the national association
but which are not.
The national association, therefore, should
clearly inform each chapter at the time it is
chartered that it is a legal unit which must not only
observe all charter obligations but also discharge
the legal obligations incumbent upon any selfgoverning organization. The chapter must observe
charter requirements by conforming with bylaw
guidelines. But if liability results from the chapter's

actions, such as, for example, a breach of contract by the chapter, an injury at a chapter
meeting, or failure to file required reports, the
chapter, and not the national association, is
responsible.
Not an agent of the national
In order to maintain this separation, the national
must not permit the chapter to hold itself out as an
agent of the national. Normal agency rules apply.
If the chapter has real or apparent authority to act
as an agent, the national may be responsible for
the chapter's acts.
If the national asks the chapter to take an action
for it (for example, to execute a contract), the national is likely to be responsible. Also, if the national knowingly permits the chapter to claim
agent status, and a third person reasonably
believes such agency status does exist, the national may be liable for chapter actions.
In most instances, however, the national will
maintain its separate status, and the chapter will
be solely responsible for its own activities. As the
chartering organization, the national should make
certain that the chapter is aware of its responsibilities. These responsibilities include: choosing
a proper form of association; meeting IRS requirements; avoiding antitrust problems; and
obeying state law.
Should chapter be incorporated?
As a result of misunderstanding their status as
separate legal entities, chapters often pay no attention to their legal form — that is, whether they
are, or should be, incorporated or unincorporated
associations. Too often, chapters simply adopt
bylaws suggested or required by the national
association and never consider whether additional
legal documents should be filed.
Deciding whether to incorporate raises virtually
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the same questions for a chapter as for any other
nonprofit organization. The chapter should examine the strictness of the law relating to unincorporated associations in the state where the
chapter is located, the filing requirements for nonprofit corporations, and the nature of activities to
be undertaken by the chapter.
If the chapter intends to be active in sponsoring
functions and entering contracts, legal obligations
are likely to arise. Then it may be important to incorporate, because incorporation limits this liability to the assets of the corporation. This relieves
individual members of any liability for association
obligations. Depending on the state and the type
of action involved, members of an unincorporated
association may be responsible for actions of the
association.
In any event, the national can assist the chapter
in the choice of form by making sure the chapter is
aware of the fact that the adoption of bylaws does
not suffice for incorporation under state law, by informing the chapter of the choice between incorporated and unincorporated status, by describing
the general differences between those forms, and
by providing general guidelines for the chapter to
use if it chooses to incorporate.
As a separate legal entity, the chapter is
obligated, with one exception discussed below, to
separately qualify with the Internal Revenue Service and state tax authorities for tax-exempt
status.
Also, if income exceeds the threshold limits for
filing, the chapter must file its own information
return each year and pay tax on any unrelated
business income.
Each year, there are many instances of
chapters failing to file information returns, and
when the notice of penalty arrives, their defense
is as classic as it is futile — ignorance of the law.
The national can provide assistance to chapters
in regard to federal tax status by providing
chapters with sample exemption applications.
Because chapters of a national generally are
similarly structured with respect to purpose and
conduct similar activities, sample applications (real
application forms completed with typical
responses) are easily prepared. They serve a dual
function — bringing home to the chapter its duty to
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file and making it much easier to file. By informing
the chapters of their duty to file information
returns (if they have income sufficient to require
filing), the national serves its chapters and helps
avert the danger of penalties for late filing.
Group determination letter
There is an alternative to individual federal exemption applications by chapters. The national
may seek a group determination letter from IRS
under which IRS not only determines that a national is exempt but also includes within the exemption chapters that want to be included.
In order to qualify for a group determination letter, the national must file a completed exemption
application form, a sample form of bylaws that is
generally conformed to by chapters, and a consent form executed by each chapter wishing to
participate in the group letter.
The national association must also control the
chapter. This does not, however, require a degree
of control that destroys the status of the chapter
as a separate legal entity. Power to revoke the
charter and to require adoption of bylaws in accordance with national requirements is sufficient.
Once the group determination letter is received,
the national must annually inform IRS of chapters
dropping from the rolls of included chapters and of
new chapters wishing to be included, and send
executed consents in order for the new chapters
to achieve exempt status. The group letter,
therefore, makes it unnecessary for chapters to
file individual exemption applications.
The national does not automatically take over
the duty to file information or unrelated business
tax returns for the chapters by accepting a group
letter. Therefore, chapters must remain particularly careful to file returns.
Laws must be followed
The chapter not only has the duty to choose its
own form of business and to qualify as a taxexempt organization; it also must follow the
prescriptions of all other federal and state laws
relative to associations. Of particular concern with
trade associations is the necessity that they take
every precaution to avoid violating antitrust laws.
Although a review of the antitrust laws affecting
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associations is not within the scope of this article,
national associations should be aware of possible
antitrust implications in connection with chapters.
Most national associations are aware of the risk involved in excluding competitors from membership
in a trade association.
Therefore, if a membership relationship between a national and a chapter is established in
such a way that the chapter may be able to deny a
competitor membership in the national association
— by virtue of having the right to deny membership in the chapter — then an arbitrary decision by
a chapter to deny membership may have repercussions for the national association. In other
words, just as in other areas of association activity, the national must be careful not to turn over
decision-making authority to the chapter when
that authority, if used arbitrarily or capriciously,
may result in antitrust liability to the national
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organization.
Informing chapter of obligations
Chapters are valuable components of a national
association. As such, the national association will
doubtless want to provide any possible assistance
to the initiation and success of the chapters. Part
of this assistance should consist of informing the
chapter of its obligations as a separate legal entity
with respect to the choice of form of business and
tax-exempt status. By providing information and
guidance, the national association can ensure that
the chapter operates on a sound and effective
basis for the good of the entire organization.
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