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Legal Responsibilities of a Board of Directors

Outline

I.
Board Authority



a.
Board as supreme decision center



b.
Authority granted by Articles of Incorporation




1.
Articles of Incorporation specify purpose and limits



c.
Authority established by bylaws




1.
Bylaws define powers and duties




2.
Bylaw limitations to Board authority



d.
Judicial trends on co-op responsibility and authority




1.
Tendency to protect individual member




2.
Board authority which has been recognized by courts





A.
With regard to membership selection





B.
Creation and enforcement of house rules

II.
Board Responsibilities



a.
Fundamental responsibility as stated in Model Business Corporation Act



b.
Generally accepted legal responsibilities

III. Duties of Directors



a.
Duty of attention




1.
Active participation



b.
Duty of loyalty




1.
Honesty




2.
Conflict of interest




3.
Corporate opportunity




4.
Confidentiality



c.
Duty of care




1.
Good faith




2.
Guidelines to directors

IV. Reducing Director Liability



a.
Documentation



b.
“Counsel to the Board”



c.
Stockholder-member ratification



d.
Indemnification




1.
In bylaws




2.
D & O insurance

Board Authority

Student co-op directors frequently make the mistake of overlooking their legal responsibilities to the co-op and its members.  While to many, the co-op is a great place to hang out with friends, to a director, the co-op should be recognized as a corporate business directed by the Board of Directors and run by members and/or staff.

When a co-op files for incorporation, it becomes an artificial entity, subject to all of the rules and regulations which govern corporations.  A corporation is required by state or provincial law to designate certain individuals to act on its behalf.  These individuals comprise the Board of Directors. The Model Business Corporation Act (MBCA) states that the affairs of a corporation “...shall be managed under the direction of a board of directors....”  The duty of a director is therefore not to manage the daily affairs of the co-op, but to supervise and to direct the management of the co-op.  The Board is the supreme decision center for the co-op, and it is legally recognized as having the ultimate authority within the co-op hierarchy.

A Board of Directors derives its authority from statutes, from bylaws, and from co-op members.  Board authority is granted by the Articles of Incorporation.  “Co-op corporations can function, own, and act only within limits specified in the articles” (Fisher).  Boards should take care that their co-op’s Articles of Incorporation neither restrict nor render limitless the authority of the Board.  The co-op’s purpose as stated in the articles must be limited for the protection of the members, yet must also be stated broadly enough to give the Board adequate authority to fulfill its basic purposes.  “One of the limits on the authority of a Board and one of its responsibilities is the ensure the cooperative functions within the arena established by its creation” (Fisher).

While the Articles of Incorporation grant Board authority, the bylaws define the powers and duties of the Board.  Directors and officers are limited to what authority is needed to carry out the duties and responsibilities defined in the bylaws.  Directors achieve authority only by virtue of presence and vote during tenure in office during a regular or special meeting of the Board of Directors, called as required, with notice as specified, and with quorum present, all as set out in the bylaws.  There are commonly three bylaw limitations on the Board’s authority which are set aside for membership action:

1)
the election of the Board members;

2)
the removal of Board members; and

3)
amendments to the bylaws, policies, and other organizing documents of the co-op.

According to Herbert H. Fisher in “Legal Responsibilities and Authority of a Cooperative Board of Directors,”  the responsibility and authority of a co-op Board and individual directors are not well defined by the courts.  The judicial trend has been “to uphold the contractual relationships between the co-op and the membership, including the setting of standards for the welfare of the whole community group.”  The courts have also shown a tendency to protect the individual from “arbitrary and discriminatory action by the Board.”  This means that when legal action is taken against a co-op, the Board’s actions are judged “as to whether or not there is the slightest theoretical connection between the rule, regulation, or policy in question and the community’s welfare or the welfare of the cooperative.”

There are certain aspects of the Board’s authority which have been recognized by the courts.  For example, the Board’s authority to accept or to reject applicants for membership, or to delegate that authority, has yet to be successfully challenged in court.  A Board’s authority is “complete and without limit” so long as it is non-discriminatory with respect to race, religion, ethnic or national origin, gender, sexual preference, or ability.  Yet when defining membership qualifications, Boards or Board committees should establish standards “which bear a definable and reasonable relationship to the well-being of the co-op as a whole” (Fisher).

The Board also has the authority to establish and to enforce rules so long as they contribute to the sound operation of the cooperative.  In creating rules, the Board acts on its own, presumably acting in the best interest of the welfare of the community.  The member, in signing a contract or occupancy agreement, agrees to abide by those rules.  

When developing rules, the Board of Directors should try to see that:

1)
the objective of the rule is to serve the community welfare and not the whim of one or two members;

2)
both the objective and the means to achieve it are clearly set out in the rule and are related; and

3)
the rule does not discriminate against a single member or group of members but in fact is equally applicable to all members.

Board Responsibilities

The fundamental responsibility of a director is to act in the best interests of the corporation and its members.  

[A] director shall perform his duties as a director, including his duties as a member of any committee of the Board upon which he may serve, in good faith, in  manner he reasonably believes to be in the best interests of the corporation, and with such care as an ordinarily prudent person in a like position would use under similar circumstances.

(MCBA, Section 35)
This is a basic way in which the law defines the fiduciary, or trustee, duty of directors.  They are expected to act in good faith, for the benefit of the corporation as a whole,and for the protection of the owners’ assets and interests.

The following are some generally accepted legal responsibilities:

1)
Directors cannot abdicate their responsibility to direct.

2)
They must manage the business along lines imposed through the Articles of Incorporation and bylaws.

3)
They are responsible for appointing officers and delegating authority to them for carrying out the functions of the corporation.

4)
Directors must be knowledgeable about corporate affairs to enable them to perform their duties effectively.

5)
Directors must act in good faith and with reasonable care in handling the affairs of the business.

6)
They are considered in law as representing a trusteeship to stockholder or members.

7)
They must regularly attend Board of Directors meetings.  Absence from meetings does not equal freedom from responsibility for Board of Directors decisions.

8)
Directors may be held financially responsible fro losses incurred by the corporation under certain specific circumstances, principally gross negligence.

Duties of Directors

The law has traditionally recognized three categories of duties for corporate directors.

Duty of Attention

The duty of attention can be defined as both the responsibility to actively participate and the responsibility to know what the business is doing and what it should and should not be doing.  Directors can be held liable for personal negligence in handling duties imposed upon her or him as a director, including reasonable supervision of officers and employees, analysis of documentation, and attendance at meetings, and are not shielded from liability if the ignorance is a result of “gross inattention”.  A director cannot claim her or his failure to direct (i.e. absence from a meeting, abstention from voting) or to be properly informed ( i.e. not reading board packets, not asking questions) as a valid defense.  Although it is recognized that directors must rely on information which has been presented or prepared by others, such as staff, the Board must at all times reasonably believe those third parties to be reliable and competent.

Duty of Loyalty

This involves behavior which is considered to be consistent with the corporation’s general interest.  When a director assumes office, s/he is committing her or his allegiance to the corporation over any personal or individual interests.  Directors must act honestly and there must be reasonable grounds upon which the directors feel their actions are in the best interests of the co-op and its members.

Directors must be aware of potential conflicts of interest with the corporation.  A conflict of interest can arise from “any contract between the corporation and an director which provides preferential terms or conditions.”  Such a situation would place a director in a position of liability.  When a conflict exists, a director in fairness and in good faith must subordinate her or his personal interests to those of the company.  Full disclosure of such instances of divided loyalty is required, including the existence of the relationship and its nature (financial or business benefit).  The Board may approve of and thereby condone the conflict, yet it is advised that the director remove her/himself from the discussion and decision-making.

When the opportunity to seize business opportunity (also known as corporate opportunity) comes to the attention of a director as a result of her/his position on the Board, the director must always defer to the corporation first.  It is only after the corporation considers and rejects the opportunity that the director can consider taking advantage of the opportunity.

Finally, a director must deal in confidence with all matters involving the co-op until full public disclosure has been made or it is understood that the information is a matter of public record.  This duty is probably the most difficult to deal with for a co-op, for it is difficult to determine wherein lies the director’s responsibility to keep the membership informed, and wherein lies the director’s responsibility to keep the co-op at a competitive advantage.

Duty of Care

Duty of care is the way by which courts have come to define standards for a director’s behavior.  It demands the standard of care and skill which could be expected of a reasonable person.  Under common law, directors of corporations are required to exercise the degree of care and skill that may reasonably be expected from persons of their knowledge and experience.

The responsibility of good faith fall under this category, and it is often considered by courts in determining if the individual is liable or has merely made an error in judgment.  A court decision often hinges on whether the individual acted on behalf and for the benefit of the co-op.  This does not mean that directors must give continuous attention to the affairs of the co-op.  Duties can be left to those who have been hired to perform them.

The following guidelines to directors, as detailed by Karen Zimbelman, can be drawn out of the court’s interpretations of the duty of care, including:


1)
know the company thoroughly;


2) 
research issues thoroughly, get the facts;


3)
devote the time needed, be prepared for and attend all meetings;


4)
honor the office ​ ​ ​ — have an open mind, subordinate individual ego;


5)
insist on complete and timely information;


6)
allow adequate time for deliberations;


7)
maintain good records of Board actions; and


8)
approach the job with complete honesty and personal integrity.

Reducing Director Liability

Through incorporation, a co-op’s directors avoid direct liability for the actions of the corporation - the co-op in effect becomes a legal “person” which is liable for its actions separately. As those responsible for the management of the co-op, however, Board members can be held liable for the mismanagement of the co-op in cases where illegal, criminal, or other damaging activities result from their decisions. Examples given in the Cooperative Corporations Act include:


1)  Actions approved by the Board which cause environmental damage;


2)  Noncompliance with the legal provisions governing member share capital & dividends;


3)  Engage in unfair financial assistance to certain groups of members/staff which cause financial losses to co-op;


4)  Employment of staff knowing that co-op cannot afford to pay them.

There are a number of preventative measures which a Board of Directors and individual directors can take to protect themselves from liability.  An obvious way to avoid problems is through written documentation.  All major actions of a Board, including documentation contributing to decisions, should be thoroughly and carefully recorded, most commonly through minutes and meeting packets.   Minutes should reflect alternatives considered and Board decisions, for matters discussed and abandoned or tabled may help clarify the logic of decisions.  An individual director, as well as an absent director, can avoid legal liability for a decision by having her or his dissent recorded in the minutes.  In meeting packets, committees with clearly written assignments and a reporting form might make possible more thorough discussion at Board meetings.  Likewise, proposals should be concisely written with as much supporting information as possible.  Greater involvement between directors and management in a corporation’s planning process may benefit the Board’s and management’s plans and increase director understanding of the activities of the corporation.

Large co-ops with complex business activities should also seriously consider retaining a “counsel to the Board”, since in-house counsel is often kept busy with managerial and routine business matters.

For difficult decisions or decisions concerning matters which are not normally illegal, such as a pet policy or a quiet-hours policy, a Board can obtain stockholder-member ratification to avoid potential liability.  If a Board takes precautions with its affairs and actions, it can vastly reduce its liability, for courts have made it clear  that the procedures by which directors make decisions are important and indicative of the care and attention directors take in their role.  A court will not substitute its judgment (in hindsight) for that of a Board, for it recognizes that business judgment involves risks, and directors are generally not involved with business on a daily basis.

Finally, a Board can reduce its liability through indemnification.  Indemnification is a pledge by one group to protect another person or group from possible damage, suit, or injury.  Directors can receive indemnification through language in the co-op’s bylaws which states that the co-op will stand behind its directors for actions they take on behalf of the co-op.  Another possibility is through insurance, commonly called “directors’ and officers’ liability insurance” (D & O insurance).  Indemnification insurance can sometimes be purchased to establish the financial support of an insurance company for an indemnification policy.  However, D & O insurance, with its high premiums and high liability, is often unnecessary for student co-ops, which tend not to be sued for director misfeasance.  A co-op’s best bet is through preventative steps as outlined above.
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