A fundamental principal of corporate
law is that a corporation is regarded as a
legal entity separate from its shareholders.
Shareholders, therefore, generally enjoy the
protection of limited liability for the acts
and debts of the corporate entity.

This protection plays an important
role in encouraging investment by
limiting the risk involved in corporate
ownership. As the Supreme Court has
noted, it is often on the assumption of
corporate separateness and limited liability
that “large undertakings are rested, vast
enterprises are launched, and huge sums
of capital attracted.”

Under certain circumstances, however,
a court may “pierce the corporate veil”
and treat a corporation’s acts as if done by
those actually controlling the corporation.
Under this exception to the general rule of
limited liability, a court may disregard the
corporate entity and hold a corporation’s
shareholders personally liable for the acts
and debts of the corporation.

The doctrine of piercing the corporate
veil is an equitable remedy governed by
state law. Although there are a number
of formulations of the doctrine, courts
generally pierce the corporate veil only in
narrow circumstances in which the corpo-
ration is so controlled as to be the “alter
ego” or mere “instrumentality” of its own-
ers.” Because the doctrine is an equitable
remedy, it is generally only available where
maintaining the corporate form would
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work an injustice upon an innocent party.?
Many states have developed a two-part
test to determine whether a court should
pierce the corporate veil. The test places
the burden on the claimant to show that,
1) there is such a unity of interest and
ownership that the separate personalities
of the corporation and its corporate share-
holder no longer exist and, 2) if the acts are
treated as those of the corporation alone,
then an inequitable result will follow.*

Unity of Interest
& Ownership

Courts generally refer to a common
set of factors when examining the unity
of interest and ownership element of the
test. These cases often arise in the context
of a parent-subsidiary relationship where a
plaintiff claims that a parent entity should
be liable for the debts and actions of its
subsidiary. Among the factors generally

considered in this analyses are whether:

*The parent and the subsidiary have com-
mon stock ownership

*The parent and the subsidiary have com-
mon directors or officers

*The parent and the subsidiary have com-
mon business departments

*The parent and the subsidiary file con-
solidated financial statements and tax
returns

*The parent finances the subsidiary

*The parent caused the incorporation of
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the subsidiary

*The subsidiary operates with grossly
inadequate capital

*The parent pays the salaries and other
expenses of the subsidiary

*The subsidiary receives no business
except that given to it by the parent

*The parent uses the subsidiary’s property
as its own

*The daily operations of the two corpora-
tions are not kept separate

*The subsidiary does not observe the
basic corporate formalities, such as keep-
ing separate books and records as well as

holding shareholder and board meetings’®

Courts typically reason that no single
factor is outcome determinative. Instead,
they analyze the factors under the total-
ity of the circumstances.® The standards
are not identical in each state, but courts
generally require substantial control by the
parent entity over the finances, policies and
practices of the subsidiary to such a degree
that the parent entity operates the con-
trolled corporation merely as its business
conduit or agent.”

In addition to applying the doctrine
in the parent-subsidiary context, a court
may pierce the veil in other circumstances,
including to hold an individual shareholder
liable for the acts and debts of a corpora-
tion,® or to hold members of a limited
liability company liable for the acts and
debts of the company.’ Certain courts have



“reverse pierced” the corporate veil to hold
a corporation accountable for the debts

and liabilities of its owners in cases where a
corporation was treated as an alter ego of its

owners.?

Because the doctrine is applied to
prevent injustice and achieve an equitable
result, courts have generally required that
a plaintiff show fraud or similar abuse of
the corporate form in order to pierce the
corporate veil.'' Courts have often held
that something akin to fraud, deception or
bad faith, or the presence of a compelling
public interest must be present in order
to disregard the corporate form.'? Courts
have cautioned plaintiffs against relying on
inadequate capitalization alone and have
reasoned that difficulty in enforcing a judg-
ment or collecting a debt generally does
not, by itself, satisfy the second element of
the test."?

Although not an exhaustive list, the fol-
lowing is sound advice for strengthening a
business entity’s veil:

No commingling of funds—Funds
between an owner and the company should
not be treated as interchangeable. Fund
transfers should be documented.

Employee and reporting relation-
ships—Individuals working for a company
should be employees of that company and
report to their superiors at that company as
opposed to a company’s parent entity.

Independent board of directors and
officers—Avoid having several interlock-
ing director and officer positions between a
subsidiary and its parent entity.

Intercompany agreements—Prepare
intercompany agreements to memorialize
the services provided by and transactions
entered into between a company and its
affiliates. To the extent possible, charge
arm’s-length fees for such services and
transactions.

Capitalization—Do not undercapital-
ize the company. Undercapitalization is one

of the most common claims by plaintiffs to
pierce the corporate veil.

Corporate formalities—Maintain sepa-
rate corporate records, accounts, meetings
and other formalities.

External communications—The com-
pany should operate and execute contracts
under its company name and hold itself out
as a separate entity in its communications
and dealings with third parties.

Although the default rule is that a cor-
poration maintains an existence separate
from its owners, courts may pierce the cor-
porate veil under certain circumstances and
hold owners liable for the acts and debts of
the corporation. Owners of corporations
and other limited liability entities should,
at a minimum, maintain separate corporate
formalities for their business entities and
avoid operating companies as “alter egos”
or mere “instrumentalities” of their owners

or affiliated companies.
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