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The corporation: a beast
with unlimited potential and
limited liability

hen first introduced to the novel con-
cept of corporations as a means for
financing and operating a business,

Adam Smith concluded that they would prove to
be dysfunctional beasts. Smith, the 18th century
expounder of the virtues of capitalism, thought
such a business venture, with so many owners,
could not possibly succeed.

Adam Smith may have been right about capitalism,
but the great economist was wrong about corpora-
tions. They are the heart of American business.

Corporations first existed in the Middle Ages for
the operation of towns, universities and ecclesias-
tical orders—for the good of the whole, those with
common interests joined together to operate their
enterprises. In municipal, educational and reli-
gious corporations, individual members pooled
resources and reaped the rewards. The publicly-
supported monks tilled the garden, the parish-
ioners ate. The city collected taxes to build the
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roads and the residents benefited from fewer
wheel replacements. The universities operated the
libraries and the citizens had access to books.
With the development of commerce, the corpo-
rate operation migrated to the business world.
Those with ideas produced and sold goods using
investor funds and those investors (shareholders)

split the profits.

Suddenly with this new corporate beast which
allowed easy investment by multiple owners, eco-
nomic growth knew no bounds.

Moreover, the birth of this new commercial crea-
ture brought with it the bonus of limited liability.
It a corporation is created properly and operated
well, the only liability its owners, the share-
holders, face is the loss of their investment in the
firm. In a well-run corporation, none of the per-
sonal assets of any shareholder is subject to the
claims of the corporation’s creditors. Without
such protection, there would be much less invest-
ment. With it, this combination of many investors
furnishing capital collectively without the risk of
losing their own personal shirts has been sufficient
motivation to finance everything from a voyage to
a new world to the Maodel-T.

First seen in the United States with the Pilgrims
and their Mayflower Company, corporations have
continued their dominance of American business.
They have created jobs, wealth, culture and 3
financial market that is now a depository for the
funds of most working and retired adults.
Americans in particular find corporations to be
quite an efficient way to run a business and cer-

tainly a welcome entrée into the world of capital
gains and dividends.

A corporation is a statutory creature. [t requires
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the proper public filing of a document, called arti-
cles of incorporation, that identifies its creators
(called incorporators) and provides information
on its structure and purpose. Articles of incorpo-
ration list the name of the corporation, its classes
and types of shares and includes the name of a
contact person for communication with the com-
pany. Once the articles of incorporation are filed
properly and any additional steps, such as public
notice of incorporation are complete, the newly
formed entity is recognized by the state as a cor-
poration.

Those who have invested in the corporation and
own an interest—the shareholders—enjoy the
limited liability afforded this creature of the state
dating back to 15th century England.

Shareholders’ limited liability, however, is in jeop-
ardy if they fail to treat the property and funds of
the corporation as separate. The operation of a
corporation requires formalities in everything
from approval of transactions to filing annual
reports. It would be impossible for a corporation if
50, let alone 10,000, shareholders were left to
manage operations and fulfill the formality
requirements. The duty of compliance and man-
agement of the corporation is delegated by the
shareholders to the board of directors, who in turn

can delegate responsibility to officers and
employees.

The following keys examine the role of the share-
holders, directors and officers in running a suc-
cessful corporation. Corporations are magnificent
beasts, which, if governed properly, provide max-

Imum return on investment with little personal
risk.

KEyYONE B 11



What is a board of directors
and why do you need one?

dam Smith was not only wrong about cor-
porations, he was wrong about the ability
of corporate boards to watch with anxious
vigilance. His fear may have sprung from the idea
that those minding the store might be tempted to
slack off, or, even worse, dip into the till while on
guard duty. Adam Smith underestimated the cre-
ativity and motivation of armies of business and
legal minds who, over the years, have developed

a variety of ways to curb dipping and slacking
among managers.

When a corporation is created by its shareholder
owners, it becomes what the faw falteringly refers
to as a "fictitious person.” By law, fictitious persons
have nearly all the same rights that a natural, even
shallow, person might have. Corporations can own
property and enter into contracts, but they must
pay taxes, too. Corporations cannot take the Fifth
Amendment as a defense against releasing corpo-

rate documents, but they are entitled to all other
rights and responsibilities under the law.

12 M NYT POCKET MBA SERIES



The truly tricky part of being a fictitious person
with many rights is the inability to speak up.
When a real person is being robbed, he tends to
speak, rather loudly, about the theft of his prop-
erty. A fictitious person is at the mercy of natural
nersons when it comes to being robbed. And reat
people gathered around the funds of a corporation
might be tempted to divert them or use its
resources to their own benefit at the expense of
the shareholders. People in corporations who
have not been adequately supervised can get
away with murder. They have done everything
from the illegal-—Michael Monus, for example,
embezzled funds by keeping two sets of books at
Phar-Mor, Inc.—to the outlandish, like purchasing
a Boeing 737 jetliner for personal use—witness
the creative expense accounts of Bill Agee and
Mary Cunningham at the Knudsen Corporation.

A corporation exists to increase the wealth of its
shareholders, who need designated speakers to
protect them by voicing concerns should the
actual people running the corporation abuse the
rights of their fictitious charge. That’s where direc-
tors come In.

Shareholders elect directors to be their voice and
the voice of the corporation. Directors are
accountable to them, monitor the corporation’s
officers and employees, and speak for the corpo-
ration in everything from annual reports to securi-
ties filings to strategic initiatives. Directors elect
the officers of the corporation to manage it on a
day-to-day basis. Those officers handle everything

from employee compensation to the cafeteria
contracts.

All corporations—profit and non-profit, private
and public—must have a board to act as desig-
nated speaker on the corporation’s legal, financial

KEyTwo B 13



Many of the good things that

happen to companies and

almost all of the bad things

really emanate from the

boardroom.

(D

Henry Wendt

and management issues. All states require a board
of directors. But the number of directors required
in each state varies. Under the Model Business
Corporation Act, adopted in about one-third of
the states, a corporation must have at least one
board member. The structure and composition of
the board are covered in Key 4.

In exchange for its legal existence and rights, a
corporation has full liability for all of its contracts
and actions. All corporate assets are on the line.
But as long as the corporation operates properly
with full regard for its rights as a fictitious person,
its shareholders do not have to worry about pet-

sonal liability for any of the corporation’s unpaid
obligations.
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This limited liability is in jeopardy if the share-
holders fail to treat the property and funds of a
corporation as separate.and subject to formalities
including everything from approval of transac-
tions to the annual filing of reports. The duty of
formality belongs to the board of directors and
those to whom they delegate responsibility. In
effect, the board holds the responsibility to speak
for the corporate person on behalf of the share-
holders who elected its members.

The success and efficiency of corporations comes
from a simple structure: shareholders vote for a
board of directors, which delegates authority for
day-to-day operations to a group of managers
called officers (see Key 17). The board sets the
course for the company and guides the officers as
they carry out the board-charted course. The
owners of a corporation may be widely dispersed
but they retain their power through the ballot box.
At the annual meeting where directors are
elected, shareholders have the ultimate power to
control both their investment and their designated
agents, the directors of the board.

Should the board and its hired officers veer off the
shareholders’ desired course or continue along an
ill-advised route, the shareholders have the power
to replace the directors at the helm. Those new
directors can then take the necessary steps to re-
chart the course and, if necessary, use their power
over officers to replace them. In short, share-
holders—the ones with the money at risk—are
supposed to rule.

How a board works and how well it speaks for its
shareholders is a key component of a company’s
performance and financial success. Good fences

make good neighbors and good boards make
g00d returns on investments.
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The board does a lot more
than just collect a fee
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India Company for the purpose of engaging in

trade in the Far East. The first thing they did was
set up a Court of Committees, 24 merchants who
would serve to direct the affairs and investments
of the world’s first multinational corporation. By
doing so, these merchants established the first
board of directors. Boards are no different today.
A board is the supervisor for the shareholders, a
strategist, a protector and often, a rebel.

I n 1600, 218 English merchants formed the East

As a supervisor, the board is responsible for the
recruiting, hiring, compensating and firing of offi-
cers. Those officers are then assigned the respon-
sibility of managing the company with direction
and input from the board. If the chief executive
officer is not doing his job, or the chief financial
officer is embezzling, it is the board’s job to hand
- out the pink slips. General Motors’ board stepped
in when Robert Stempel was in charge and that
Dustbuster-looking van was just one of many
vehicles that was not selling. With losses
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