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Helping Business Owners Avoid Personal Liability

By Markus May

A recent case gives detailed guidance about how business owners should run their
companies as separate entities from themselves to avoid personal liability under the
"piercing the corporate veil" doctrine.

Business ownersrisk losing their personal assetsif they do not properly operate

their businesses. An Illinois second district appellate case reminds business owners,
and attor neys advising business owners, on how to oper ate businesses to avoid
personal liability for corporate actions. In Fontana v TLD Builders, Inct the court
performed a detailed analysis of the" piercing the cor porate veil" doctrine and
ultimately held an individual liable for a cor porate debt exceeding $1 million.

This article reviews the Fontana analysis and suggests ways to help business owners
avoid personal liability for business debts and torts. Much of the Fontana logic applies
not only to individual shareholders but also to shareholdersin a parent-subsidiary or
affiliated entity relationship.?

The" piercing the corporate veil" doctrine

A corporation is a separate and distinct legal entity from its shareholders, officers, and
directors and alimited liability company is separate from its members. The genera ruleis
that such individuals are not liable for the entity's debts.?

In fact, one reason many individuals use corporations or other limited liability entitiesto
transact businessis to avoid personal liability for the corporation's actions.* By creating a
limited liability entity to do business, an individual can generally engage in business
without worrying about losing personal assets such as the family home or bank accounts
in the event of a businessloss or liability not covered by insurance.

However, there are exceptions to the genera rule. One deals with piercing the corporate
veil. Courts have held that when a business operates as the ater ego or business conduit
of an individual or other entity, the corporate veil shielding the individual from liability
can be pierced.>Generally, courts are reluctant to pierce the corporate veil. Therefore, the
burden is on the party seeking to do so to make a substantial showing that the corporation
isreally adummy or sham for another entity or individual .2



To pierce a corporate veil, the movant must prove atwo prong test: (1) thereis such unity
of interest and ownership that the separate personalities of the corporation and the
individual no longer exigt, i.e., the corporation is the alter ego for the individual; and (2)
adherence to the fiction of a separate corporate existence alows afraud or promotes
injustice or inequitable consequences.” The piercing doctrine is therefore an equitable
remedy used to impose liability for an underlying cause of action, such asatort or breach
of contract.?

Factual background of Fontana

TLD Builders Inc. was a company owned by Nicola DiCosolas wife Theresa as the sole
shareholder. On September 24, 1999, Joseph and Angela Fontana hired TLD to construct
asingle-family home on some property the Fontanas owned in Clarendon Hills.

When the home was not completed, the Fontanas brought suit against TLD for breach of
contract. The Fontanas also sued Mr. DiCosola as an individual for the contract breach
and asked the court to pierce the corporate veil. He argued that since he was not a
shareholder of TLD he could not be held liable for TLD's breach of contract. He further
argued that the facts were insufficient to support a piercing claim even if anon-
shareholder individual could be held liable.

Piercing the cor porate veil against a nonshar eholder

As amatter of first impression, the Fontana court examined whether the piercing doctrine
could be used to hold a non-shareholder, such as Mr. DiCosola, liable for afor-profit
corporation's acts.? The closest I1linois case on point was Macaluso v Jenkins,”® where the
corporate veil was pierced against a nonprofit corporation that did not have shareholders.
Most of the language in cases and commentaries regarding the piercing doctrine
references shareholders and does not specifically address non-shareholder individuals.
The court also examined out-of -state |aw.

Asaresult of itsanalysis, the second district held that where a nonshare-holder individual
exercises ownership control over a corporation such that their separate personalities do
not exist and the corporation is a business conduit of the individual, the corporate veil can
be pierced.!* Therefore, a non-shareholder individual can be personally liable for a
corporation's debts if the two-prong test for piercing the corporate veil is met.2 Similarly,
the veil between affiliated "sister" companies can also be pierced.

Analysis of the factors used to determine if an alter ego exists

In determining whether a corporation is merely the alter ego of an individual, a court will
look at a number of factors. It isimportant to remember that no single factor will
generally be determinative and the cases that explain this doctrine tend to look at the
totality of the circumstances.



The factors listed by the Fontana court are among the most expansive and include (1)
inadequate capitalization, (2) failure to issue stock, (3) failure to observe corporate
formalities, (4) nonpayment of dividends, (5) insolvency of the debtor corporation, (6)
nonfunctioning of the other officers or directors, (7) absence of corporate records, (8)
commingling of funds, (9) diversion of assets from the corporation by or to a stockholder
or other person or entity to the detriment of creditors, (10) failure to maintain arm's-
length relationships among related entities, and (11) whether, in fact, the corporation isa
mere facade for the operation of the dominant stockholders.*

The Fontana court's analysis of these factors and practice pointers for the business
advisor are set forth below.

I nadequate capitalization. Generally, a corporation should be properly capitalized at its
inception to meet expected expenses.” In determining whether TLD was adequately
capitalized, the Fontana court relied heavily upon Fiumetto v Garrett Enterprises, Inc.2

Asin Fiumetto, the Fontana court noted that shareholders need to put at risk reasonably
adequate unencumbered capital to cover the corporation’s prospective liabilities* It is
inequitable to allow shareholders to set up flimsy organizations just to escape personal
liability.2® To determine whether a corporation is adequately capitalized you must
compare (1) the amount of capital to (2) the amount of business to be conducted and the
obligations to be fulfilled. Note thisis generally the amount of capitalization at the time
the business was formed and not the amount of capitalization as the business has grown.2

With respect to initial capitalization, Theresa DiCosola did not demonstrate she wrote a
$1,000 check for an initial capital contribution to the company. Mr. DiCosola argued that
personal loans to the company by Mr. and Mrs. DiCosola, a $4 million line of credit and
some encumbered homes held by the company as inventory showed TLD was adequately
capitalized. The court disagreed and found the loans and line of credit were evidence the
company was actually undercapitalized.®

There is some uncertainty in the definition of what constitutes capitalization of a
company. Some courts may recognize inventory, equipment, and lines of credit as part of
the capitalization structure® while other courts may not. If debt structure and inventory
are considered as a part of capitalization, thiswill help a closely held company which
started with $1,000 capital and alarge amount of debt.

In actual business practice, many small business owners provide an initial capitalization
of aminimal amount such as one thousand dollars. Subsequently, the owners pay
themselves salaries or dividends equal to the income of the company each year and retain
very little in earnings. Under the Fontana and Fiumetto analysis, a small initial
capitalization would not be enough to prevent this factor from being construed against the
owner.

A lawyer defending such aclaim would be wise to look at other authority suchasinre
Estate of Wallen,?? which states that you must ook closely at the nature of the business to



determine whether it is undercapitalized and whether the company intended to minimize
its assets to the detriment of its creditors. Additionally, Browning-Ferris Industries of
Illinais, Inc v Ter Maat, provides that where a company is able to function on its own for
many years, thisis evidence the company is not undercapitalized.?

As preventive steps, practitioners should advise clients about the danger of
undercapitalization. However, many small business owners will want to take money out
of the business as opposed to alowing it to Sit in a corporate capital account for arainy
day. If that's the case with your client, remember that al the piercing factors need to be
examined and try to ensure that as many of the remaining factors as possible fall in your
client's favor.

Failureto issue stock. The stock was issued to Theresa DiCosola and therefore this
factor was not addressed by the Fontana court. Clearly if the company does not issue
stock that bears some weight in determining whether it is a separate entity from the
individual alleged to be the alter ego; however this factor is usually not heavily relied
upon. Thisis one of the easiest factors to meet. Therefore, you should seeto it that your
client has properly issued stock certificates.

Failureto observe cor porate for malities. The Fontana trial court found that TLD failed
to observe the corporate formalities by (1) failing to attach legal descriptions of
properties sold to the corporate resolutions approving the sale of those properties and (2)
failing to adopt corporate resolutions authorizing payments on |oans the DiCosolas made
to TLD. The appellate court held that because Mr. DiCosola did not challenge the second
basis of the trial court's finding, it aone was sufficient to support the finding that
corporate formalities were not followed.®

Thisisatroublesome finding for lawyers and corporations who maintain very
streamlined corporate minutes. In Fontana, corporate resolutions were adopted each year
appointing the directors and officers of the company. Further there were corporate
resolutions specifically approving the purchase of various properties. The only failure of
corporate formalities was the failure of the corporate resolutions to approve loan
payments to the DiCosolas.

Though other courts may not be as strict as the Fontana court, Fontana is a warning that
companies must be diligent in documenting and approving all material transactions of a
corporation, especialy loans and payments from and to shareholders or other entities.
Attorneys who prepare annual minutes for their clients should take special note and
advise clients to create minutes approving all material actions taken by the corporation.

Further, though ratifying corporate actions after the fact is not per seimproper, Fiumetto
indicates this could at least be a possible indication of neglect of the necessary corporate
formalities.2 Therefore, the best practiceis for corporate boards to approve corporate
actions before they occur or at the time they occur.



Asfor limited liability companies, lllinois statutes provide that the corporate formalities
need not be followed. This provides some protection to the limited liability company
members when it comes to this factor. However, limited liability company managers or
members may wish to approve all company actions in writing as a matter of good
business practice in any event. Thiswould especially be true for anything that could be
construed as self dealing.

Nonpayment of dividends. TLD paid no dividends to Theresa DiCosola.® The
corporation generally operated at aloss and appears to have existed solely because of the
infusion of cash from the loans by the DiCosolas as well as the line of credit from the
bank. However, money flowed from the corporation into the DiCosola's personal
checking account and this weighed heavily in the court's decision.®

Note that in small companies, dividends are often not paid and this factor has been held
not to be determinative where other countervailing facts are present.® In Fontana, if there
were corporate resolutions authorizing the money transfers, whether as salary, dividends,
or loan repayments, this factor probably would not have been construed against Mr.
DiCosola

The practice pointer here is that companies need to ensure that income is properly
distributed in the form of dividends, salaries, |oan repayments, or some other approved
form of compensation.* Documentation about the rationale for the payment should be
maintained in the corporate records.

I nsolvency of the debtor corporation.

The Fontana court did not explicitly address this factor. A corporation will often be
insolvent when a piercing the corporate veil claim is brought.

If acorporation is solvent (assets exceed liabilities), it could presumably pay its debts and
the plaintiff could proceed directly against the corporation's assets without piercing the
corporate veil. Therefore, this factor seems to be stacked against the debtor corporation
whenever apiercing claim is brought. However, when the corporation is insolvent solely
due to the underlying claim which leads to the piercing claim, this factor should not be
construed against the individual 2 There is not much a practitioner can do in advising a
client with respect to this factor.

Nonfunctioning of the other officersor directors. Thetrial court found that Theresa
DiCosolawas not an active director of the corporation. Though she apparently performed
some actions on the corporation's behalf, the trial court found she did not have the real
decision-making rolein TLD. There was not enough evidence to overcome the trial
court's findingsin this regard and therefore the appellate court affirmed the finding.*

The lesson here is that companies should not appoint board members or officers who are
not actively engaged in making decisions for the company. Be especially wary of this



issue when a client desires to obtain a minority or woman owned business designation
and no person fitting that description is active in the management of the company.

Absence of corporaterecords. TLD filed corporate bylaws, prepared resolutions and
shareholder actions and filed all necessary paperwork with the secretary of state, filed all
tax returns, and maintained a separate bank account and financial records. However, the
company failed to document the terms of personal |oans from the DiCosolas; the
corporate tax returns did not document those loans; and there was no evidence of
repayment of any indebtedness. There were no corporate records showing the amounts
borrowed by TLD to purchase the properties.

Additionally, there were no written contracts with subcontractors, no written bids, no
written change orders, no written work schedules, and no written record of any payments
TLD made to subcontractors.® Based on these facts, the appellate court found the trial
court's determination that TLD failed to keep and maintain corporate records was not
against the manifest weight of the evidence.

If the trial court had made a contrary finding on the facts, the appellate court may not
have overturned that ruling. However, the practice pointer hereis that merely maintaining
acorporation is not enough. There must be other written documentation regarding
corporate actions and contracts with third parties.

Further, it is good business practice to document an entity's relationship with third parties
to clarify responsibilities between the parties. Given the importance of this factor in many
courts rulings, clients should be advised to document all corporate actions and contracts
in writing.

Commingling of funds. The Fontana court found that commingling of funds occurred
because Theresa never received any wages, salary, compensation of any kind, or any
dividends. However, funds were transferred from the business account into the
DiCosolas personal checking account. The court held "[t]his money was not salary,
wages, dividends, or distributions and, therefore, demonstrates the commingling of TLD's
funds with DiCosola and Theresa's personal funds."*

Asis mentioned above, companies need to clearly document, preferably in the form of
corporate resolutions, the payment of any funds to shareholders or other controlling
individuals. Clients need to be informed of the necessity of maintaining separate bank
accounts and not paying personal expenses from the business account. If business
expenses are paid from a personal account, there should be documentation supporting the
expense and any subsequent expense reimbursement to the individual .

Diversion of assetsfrom the corporation by or to a stockholder or other person or
entity to the detriment of creditors. Thisfactor was not specifically addressed by the
court initsanalysis, but it did play a part in the second prong analysis discussed below.
Not much needs to be said here - if thisfactor exists, it will obviously have a strong



bearing on a court's decision in piercing the corporate veil. Clients should be advised to
not make preferential payments.

Failure to maintain arm's-length relationships among related entities. This factor
was not directly addressed by the Fontana court. Just as with the diversion of assets, the
failure to maintain arm's-length rel ationships indicates some form of sharp dealing or
preferential treatment and has a strong bearing upon a court's decision to pierce the
corporate veil.

However, merely operating several businesses out of the same location,® using a sweep
banking account between related entities,* or using another company's trademark® is not
necessarily enough to fail thistest. Generally speaking, a corporation should not receive a
benefit that it could not obtain on the market. For example, charging nonmarket rent
under areal property lease may be seen as self dealing and not maintaining an arms-
length relationship.

Using the cor poration as a facade for the operation of dominant stockholders. This
factor was not addressed by the Fontana court, because Mr. DiCosolawas not a
shareholder. The courts will generally look at all the factors as evidence to determine
whether the corporation is a mere facade for the dominant shareholder.®

Thisfactor alows a court to find that a company is the alter ego for another entity when
other factors are not met and a court determines it is appropriate to pierce the corporate
veil. Generally, cases seem to hold this as the catch-all summation of the evidence
showing that the corporate veil may be pierced.

Analysis of fraud, injustice, or inequitable consequences

The second prong of the piercing analysis requires a showing that the separate company
existence allows a fraud, promotes injustice, or promotes inequitable consequences.® The
Fontana court found that though the trial court did not address the second prong of the
piercing test, this prong was satisfied.

After the Fontanas filed suit, TLD sold assets worth $1.8 million and paid off various
creditors. One of those creditors was Theresa DiCosola who was paid $91,783 on an
undocumented shareholder loan.® The DiCosolas a so created a new business which
began building homes after the lawsuit was filed. The DiCosolas did not perform any
additional work with TLD after the lawsuit was filed.** Based primarily on these facts, the
court held that Mr. DiCosola reduced the assets of the company to the detriment of the
Fontanas.

One troubling aspect of the case is the mention of the creation of a second corporation.
Thereis an implication in Fontana that the DiCosola's should have continued working
with TLD indefinitely after the suit was filed.



If, however, a corporation is failing with no chance of success, it makes business sense
from a shareholder perspective to wrap up the old and begin a new corporation. Many
business owners own more than one corporation. Setting up anew corporation, in and of
itself, where no assets are diverted from the preexisting corporation, should not constitute
fraud or an injustice.

Perhapsif TLD had been placed in bankruptcy, the court would not have mentioned the
creation of anew company.*However, where individuals set up flimsy corporations with
limited chances of success, the corporate veil will be pierced.

For the attorney, the lesson isto advise clients to consult their legal advisor if in doubt
about whether an action resultsin an injustice or inequitable result. Generally, clients
should be advised to avoid giving related entities or shareholders preferential treatment in
repaying loans or other monetary transfers after alawsuit has been filed or if the
company is not doing well.

Conclusion

The Fontana case provides afew surprises. Perhapsif TLD werein adifferent industry
or had been in existence for alonger period, the result would have been different. If the
payment to Mrs. DiCosola had been made to an unrelated third party owner, perhaps
there would have been no personal liability for Mr. DiCosola. The overall take-away
from this case is that self-dealing when a company is going under will result in a court
being more likely to construe the facts to pierce the corporate veil.

For the attorney representing an ongoing closely held business, the lessons from Fontana
do not depend on whether the court was right or wrong. The importance of documenting
corporate transactions, especially those between a company and its shareholders or other
individuals exercising some control over corporate actions, cannot be overemphasized.

Attorneys need to communicate to their clients the importance of maintaining the
corporate formalities and documenting material transactions. If a corporate ship is
sinking, the company's sharehol ders need to avoid any form of self dealing or risk having
their personal assets sink along with the business assets. In corporate governance, an
ounce of prevention isworth more than a pound of cure.

Markus May < mmay@eckhart.com> represents businesses and business ownersin
DuPage, Cook, and Kane Counties and serves on the |SBA Corporation, Securities and
Business Law Section Council.
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