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Corporation, Securities & Business Law Forum

Parent corporation liability for
acts of its subsidiary

By Prolessor Charles W, Murdock, Loyola Universily Chicago School of Law

hen we think of the

potential liability of a

parent corporation for
the acts of its subsidiary, we normally
think of the situation in which the cor-
porate veil of a subsidiary is sought to
be pierced in order to hold the parent
liable. In order to pierce the veil of the
subsidiary, it is normally necessary to
show that the subsidiary was under-
capitalized or that corporale rituals
were 1ot followed so as to be able to
distinguish the separate existence of
the parenl and the subsidiary. But what
if the subsidiary is adequately capital-
ized and corporate rituals are followed.
Iy this situation there is another theory
on which a parent corporation can be
Hable in a parent-subsidiary context.
This is the “direct participant” theory
of Hability in which the parent is liable,
nol because the separate exislence of
the subsidiary is disregarded but rather
because of the parent’s own actions.

Such an approach to liability makes
legal sense, Since an individual can
form a corporation and be protected
from personal Hability based upon
the entity’s liabilities, it arguably lol-
lows that a corporation could form a
subsidiary and be shielded from the
liabilities of such entity. On the other
hand, it is well setifed that when a
individual who has formed a corpora-
tion perfornis a wrongful deed, such
individual is not protected by having
formed a corparation. When a share-
holder actively participates in the
wrongful conduct of a corporation, the
shareholder will be personally liable
for such “active participation,”!

It logically foliows that, if an indi-
vidual sharcholder can be personally
fiable when the shareholder actively
participates in the wrongdoing, so also

should a parent corparation be person- |

ally liable when it actively participates
in the wrongdoing of Hs subsidiary. A
corporate parent should have no more
insulation from Hability than should an
inchividual sharcholder. In facy, since
the inlividual shareholders of the par-
ent still relain insulation from Hahility,
a fortiorari, the parent should be liable
when it actively participates in the
wrongdoing. This is the essence of the

“direct participation” theory.

Justice {then professor) William
O. Bouglas, in his seminaf article on
parenVsubsidiary liability, observed
that. “[t]here is a group of cases where
liability is imposed upon the parent for
torts of the subsidiary™ even though
the traditional grounds for ignoring the
separate existence of the subsidiary
were not mel.* Accaording to Justice
Douglas:

{This would oceur inl
instances were the parent is
directly a paticipant in the
wrong complained of. The par-
ent has been held Kable in a tor
action for inducing the subsid-
iary by means of its own stock
ownership 1o breach a contract
with the plaintifl. Stock owner-
ship was nat enough. But the
use of the latent powver incident
to stock ownership to accom-
plish a specific result made
the parent a parlicipator in or
doer of the act. Again, there
was interference in the internal
management of the subsidiary;
an overriding of the discretion of
the managers of the subsidiary.’

The “direct participant” theory
was recently recognized by the ULS,
Supreme Courd, in LS, v, Best Foods,
anc by the Seventh Circuit, in Fsmark

 Inc v NERBS

The direct participation dactrine
was retied upon by the court in
Forsytire v. Clark USA, Inc.,” a case
brought by the estates of two employ-
ees of Clark Refining who wore
burned (o death when other employ-
ees altempted fo replace a valve on
an ksomax unit without insuring that
flammable materials within the pipe
had been depresstrized. The employ-
ees who sought to replace the valve
were not maintenance em;)l()yees and
were nol rained or qualified to do the
work in queslion. Plaintiffs alleged
that defendant Clark USA (the parend

1 breached its duty to plaintiff by:

(1) “requiring [Clark Refining]
o minknize aperating costs
inchuding costs for training,
mainlenance, supervision and
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safety.” (2) “requriring [Clark
Refining] to Hmit capital invest-
ments to those which would gen-
crate cash (or the refinery therchy
preventing [Clark Refining] from
adequately reinforcing the walls of
the funch room or refocating the
lunch room to safe position within
the refinery,” and (3) “laiting to
adequately evaluate the safety and
{raining procedures in place at the
Blue Isfand Refinery.”

Plaintiffs refied on the following evi-
dence:

[Mefendant’s directors drew
up and approved Clark Refining’s
budget; the boards of hoth defen-
dant and Clark Refining often
met simultaneously; according fo
defendant’s 1995 strategic husi-
ness plan, defendant mandated
that Clark Refining “position itsell
as a low cost refiner arud mar
keter”;?

Defendant arpued that “as a mere
holding company where the anly con-
nection to Clark Refining was its status
as sole shareholdur, it owed no duty to
either deceased.” It further argued it
had no control over day o day opera-
tions. However, the primary role of a
shareholder is to elect directors and
then to let the directors manage the
corporation. Adopting a budgel is a
function of the board of direclors of the
subsidliary, nat the parent shareholcder.
ft is also up to the board of directors
of the subsidiary to determine capital
expenditures and staffing levels, not the
parent shareholder. Accordingly, when
the parent shareholder usurps the role
of the board of directors of the subsid-
fary, it then assumes responsibility for
the consequences of its actions, :

While courts have recognized that |
the mere fact that the hoard of the par-
ent and the board of the subsidiary
averlap Js hol a basis for piercing the
corporate veil of the subsidiary, a parent
takes such action at its own risk. When
there s ap identity of directors, it is
difficult to determine in whose interest
the directors are acling; in facl, the pre-
stmiption shoufd be that they are acting
B the best interest of the parent, The
individuals in question are not directors
of the parent because they are directors
of the subsidiary; rather they are direc-
tors of the subsidiary because they are
directors of the parent!

According to the dissent, “plaintiff

have not presented sufficient evidence
to overcome the presurption that the

director wore their “subsidiary hats’ and
not their *parent hats” when making the
decision that alfegedly led to the inju-
ries here”"! Bu, as stated abave, such a
presuamption is irrational. The directors
are direciors of the subsidiary because

they are directors of the parent, not vice |

versa. The purpose of having them serve
as direcior of the subsidiary is to enahle
the parent {o exercise additional control
over the subsidiany. As the United States
Supreme Court stated, in Consoliclatec!
Rock Products Co. v. DuBois:

Itis well setled that where a
holding company directly iter
venes in the management of its
subsicliaries so as o treal them
as mere departments of its own
enterprise, itis responsible for
the obligations of those subsidiar-
ies ncurred or arising during its
managentent ... A holding com-
pany which asstmes to treat the
properties of jts subsidiaries as its
own cannot take the benefils of
direct management without the
burdens

The loyalties of persons who are
directors of both the parent corporation
and its subsidiary is illustrated by the
case of Weinberger v. UOR Inc, 457

LA, 2d 701 (Del. 1383}, where directors

wha sat on both boards wtilized infor-
mation that they received as moembers
of the subsidiary in connection with a
study they did for the parent to deter-
mine how much the parent would offer
10 buy aut the remaining sharehold-
ers of the subsidiary. The study was
disclosed neither to the members of
the hoard of the subsidiary who were
not connected to the parent nor to the
minority shareholders of the subsidiary.
In addlition to overlapping direc-
tors, Paul Melnuk was buth president

. of defendant Clark USA and CFO of

Clark Refining. According to the dis-
sent, “[mlost nolably, plaintiffs have not
alleged any negligent acts conmitted
by persons who senved solely as officers
af defendant and not also as officers or
directars of Clark Refining." In effect,

the dissent has the canl before the house.

There is no requirements that the parent
have: its president also serve as CEQ ol
the subsidiary. Similar to the director
situation, the presumption shoufd not
be that the person in question is acting
for the best finterests of the subsidiary,
rather than this best interest of the par-
ent. Rather, the opposite is generally
the case. i the presicent had a choice,
watlld it he beller for the parent to fail

or for the subsidiary to fail. Obviously,
the executives first foyalty is to the par-
ent. If the parem goes down, the overall
entity is lost. Il the subsidiary fails, only
a piece of the overall entity is lost.

This is tHustrated by the facts in Clack
USA. The defendant strove to “replenish
the strategic cash reserve ol defendant]
to $200 miltion” by “decreasling] capi-
lal spending *** to minimum sustain-
able levels” and instituting a “survival
mode” phifosophy to its 1995 business
plan." The desire to generate cash was
for the benefit of the parent, not the
subsidiary. When Melnucks, the prosi-

i dent of Clark USA and CEO of Clark
Refining, instructed the employees of

¢ Clark Refining to reduce the buidget

| they proposed by 25 percent, he was
acting in the best interests of Clark USA
thy building up its cash reserve), not

in the best inferests of Clark Refining
(which had its capital budget decreased
and sufiered “a series of cuthacks at the
Blue Island refinery that undemined
safely, training, maintenance there and,
in twen, created an unreasonable risk of
harm to others including the employees
of Clark Refining.®

Consequently, when Clark LISA
“directly intervenefd! in the manage-
ment of its subsidiaries so as to treal
them as imere depariments of its own
enterprise,”' it became liable for the
ceniseyuences of its actions,

This article was adapted from 7
Murdock, Hinois Practice - Business organi-
zations 6.19A “Direct Participant” Liabiity
foor & Parent Corporation

1. See infra § 8.22

2. Dauglas and Shanks, Insulation from
Liability through Subsidiary Corporations,”
39Yale L. 193, 206 (1929

3. For example, undercapitalization and
conmingling if funds are frequently found
- when a court pierces the comporate veil;
. controversial, adequale militate against
piercing the corparale veil. See infra §8.19.
On the other hand, adequate capitalization
of the subsidiary would be irrelevant when
the parent corporation is guilty of direct par-
licipation in the wrangdoing,

4. Id. Al 208-209

5.524 U5, 5, 6111998)

6. 887 . 21 739, 755 (7th Cur. 1989)

7. 836 NS, 2 8502005

8. 1d. at 852

9. Ik a1 853

10, Ik, at 852

11,0, at 862

13. 836 N.E. 2d at 863

B4, Id. at 853

15.0ck

; 16. Consolidated Rock Praducts, 312
P LLS at 510,
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