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Introduction

The concept of a separate legal entity is a cornerstone of modern company law, providing a
fundamental distinction between the company and its members. This principle, often encapsulated
by the metaphor of the “corporate veil,” grants a company rights and obligations distinct from

those of the individuals who own or control it.

While this separation offers significant advantages, such as limited liability, it can also be
exploited for improper purposes. Consequently, legal systems have developed mechanisms to
disregard or “lift” the corporate veil in exceptional circumstances to prevent injustice or

circumvent the law.

This post explores the genesis and implications of the separate legal entity principle, the nature of

the corporate veil, and the various grounds upon which it may be lifted.

The Genesis of Separate Legal Personality: Salomon v. Salomon

& Co Ltd

The principle of separate legal personality was definitively established in the landmark English
case of Salomon v A Salomon & Co Ltd. Prior to this decision, there was some uncertainty
regarding the legal status of registered companies, particularly those with a small number of

members.

In Salomon, Mr. Aron Salomon, a leather merchant, incorporated his sole proprietorship business

into a limited company. He, his wife, and five of his children held one share each. Mr. Salomon
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also sold his business to the company for a sum paid partly in cash, partly in shares, and partly in

debentures (secured loans).

When the company subsequently failed, the unsecured creditors argued that the company was
merely a fachada or agent for Mr. Salomon and that he should be personally liable for the

company’s debts.
The House of Lords, however, rejected this argument.
Lord Halsbury L.C. famously stated:

“It seems to me impossible to dispute that once the company is legally incorporated it must be
treated like any other independent person with its rights and liabilities appropriate to itself, and
that the motives of those who took part in the promotion of the company are absolutely irrelevant

in discussing what those rights and liabilities are.”

This decision firmly established that a registered company is a distinct legal person, separate and
apart from its members, capable of owning property, entering into contracts, suing, and being
sued in its own name. The implications of this principle are far-reaching, most notably in the area

of limited liability.

The Concept of the Corporate Veil
The separate legal personality of a company gives rise to the concept of the “corporate veil.”

This is a metaphorical barrier that separates the company from its members. It signifies that the
liabilities and obligations of the company are not, as a general rule, the liabilities and obligations
of the shareholders, directors, or other individuals connected with it. Similarly, the assets of the

company belong to the company itself, not to its members.
The corporate veil provides significant advantages:

e Limited Liability: This is perhaps the most significant benefit. Shareholders are generally liable
only up to the amount of their unpaid share capital. Their personal assets are protected from

the company’s creditors.

e Perpetual Succession: A company’s existence is not dependent on the lives of its members. It

continues to exist until it is formally wound up.

Read & share online: https://new-clatalogue-web.vercel.app/separate-legal-entity-lifting-the-corporate-veil



https://new-clatalogue-web.vercel.app/separate-legal-entity-lifting-the-corporate-veil

.ATalogue

The Home of Law Aspirants

o Transferability of Shares: Ownership in a company can be easily transferred through the sale

of shares, without affecting the company’s operations.

o Ability to Hold Property: A company can own property in its own name, distinct from the

personal property of its members.

e Capacity to Sue and Be Sued: A company can enforce its rights and be held accountable for its

obligations in court.

These advantages have facilitated commerce and investment by reducing the personal risk

associated with business ventures.

Lifting or Piercing the Corporate Veil

While the principle of separate legal personality is the norm, courts and legislatures have
recognized that adhering strictly to this principle can, in certain exceptional circumstances, lead

to injustice, fraud, or the circumvention of legal obligations.

In such situations, the “corporate veil” may be lifted or pierced, allowing courts to look beyond
the company’s separate legal identity and hold the individuals behind it liable or attribute the

company’s actions or property to its members.

It is crucial to understand that lifting the corporate veil is an exceptional remedy. Courts are
generally reluctant to disregard the fundamental principle of separate legal personality and will

only do so when there are compelling reasons.

The grounds for lifting the corporate veil are not exhaustively defined and have evolved through

case law and statutory provisions in various jurisdictions. However, common grounds include:

1. Fraud or Improper Conduct

One of the most well-established grounds for lifting the veil is where the company is used as a
vehicle for fraud or other improper conduct. If individuals use the corporate structure to

perpetrate a fraud, evade existing obligations, or conceal their true intentions, courts

may disregard the corporate entity to prevent them from benefiting from their wrongdoing. This
can involve situations where a company is formed or used solely to shield individuals from liability

for their fraudulent actions.
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2. Evasion of Legal Obligations

Courts may lift the veil when a company is used to evade existing legal obligations or circumvent
the law. This is distinct from merely using the corporate structure to reduce future liability, which
is a legitimate use of the corporate form. This ground applies when a company is interposed
specifically to defeat a contractual or statutory obligation that would otherwise apply to the

individuals controlling the company.

3. Agency or Alter Ego

In some cases, courts may find that the company is not truly operating as an independent entity
but is merely an agent or “alter ego” of its controlling members. This often arises in the context of
closely held companies where there is a lack of distinction between the company’s affairs and the

personal affairs of its controllers.

Factors considered include whether the company is adequately capitalized, whether corporate
formalities are observed, and whether the company’s business is simply a continuation of the

individual’s personal business.

However, merely being a wholly-owned subsidiary or being under the complete control of a single
individual is generally not sufficient on its own to lift the veil on this ground; there must be an

element of impropriety or injustice.

4. Group Enterprises

In the context of corporate groups, where a parent company controls several subsidiaries, courts
have sometimes faced the question of whether to treat the group as a single economic unit rather

than separate legal entities.

While the general rule is that each company in a group is a separate legal person, in certain
circumstances, particularly where there is a high degree of integration and control, and treating
them separately would lead to injustice, courts may be willing to look at the economic reality of

the group.

However, this is a complex area, and courts remain hesitant to disregard the separate legal

personality of subsidiaries merely because they are part of a larger group.
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5. Statutory Provisions

Many jurisdictions have enacted statutory provisions that expressly permit the lifting of the
corporate veil in specific circumstances. These provisions vary widely but often relate to areas
such as:

e Tax Evasion

e Insolvent Trading

e Fraudulent Trading

¢ Employee Dues

These statutory grounds supplement the common law principles for lifting the veil.

The Effect of Lifting the Veil

When the corporate veil is lifted, the court effectively disregards the separate legal personality of
the company for a specific purpose. The consequences vary depending on the grounds for lifting

and the nature of the case.
It can result in:
e Holding individuals (e.g., directors or shareholders) personally liable for the company’s debts
or obligations.
o Attributing the company’s actions or knowledge to its members.
e Treating the company’s property as the property of its members for certain purposes.
e Preventing individuals from relying on the corporate structure to escape liability or evade the

law.

It is important to note that lifting the veil does not dissolve the company; it merely suspends the
application of the separate legal personality principle in the specific context of the case before the

court.

Conclusion

The principle of separate legal personality, as established in Salomon v Salomon & Co Ltd, is a
cornerstone of company law, providing a framework that facilitates business and investment

through limited liability and other advantages.
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The corporate veil is a metaphor for this separation. However, the law recognizes that this
principle can be abused, and in exceptional circumstances, courts and legislatures are willing to

lift the corporate veil to prevent fraud, injustice, or the circumvention of legal obligations.

The grounds for lifting the veil are not exhaustive and continue to evolve, reflecting a balance
between upholding the fundamental principles of company law and ensuring fairness and

preventing abuse of the corporate form.

While the threshold for lifting the veil is high, its existence serves as a crucial safeguard against

those who would seek to exploit the corporate structure for illegitimate purposes.
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