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INTRODUCTION

THE creation of the modern corporation—*‘‘big business,” as it
is familiarly called—has by its very complexity, by the
existence of the wheels within wheels in the body corporate,
demanded and brought forth within & comparatively short time
a large amount of legislation of greater or less importance. The
simple dealings of yesterday between small business firms or
between individuals have expanded through the development of the
corporation into transactions limited only by the circle of the globe,
and consequently there has been created the necessity for effective
restricting and controlling influences. The builder of a house in the
country, by virtue of his isolation, can make his dwelling about as he
chooses, but in the city he is limited by strict building rules and
regulations which are imposed upon him in the interest of the
many individuals and property which are hemmed in so closely
about him. Just so in a large corporation we find the legal situa-
tion complicated by the magnitude and scope of the transactions
as well as by the relations of the individuals to each other and to
the state and nation.
q Of course the corporation as a system of business machinery is
not necessarily always of the first magnitude, as the idea has been
used by business men with large or small capital in cities and towns
everywhere. It has come about, therefore, that Corporation Law
is of keen personal interest to many nonprofessional people as well
as to thelawyer. Each stockholder, director, or officer of a corpora-
tion wants to know his rights and duties in the corporation of which
heisamember. Thestockholder, for his part, wants to know just
when he can legally interfere with the conduct of the directors,
and how his liability differs from the liability of a director. Each
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shipper or railroad man is interested in the reasons for the rule
in the Law of Common Carriers that a railroad company is abso-
lutely liable for the loss of goods except through the act of God, a
public enemy, or the shipper’s own negligence. Furthermore, the
recent prosecutions and dissolutions of the so-called “trusts’” have
focused the attention of lawyer and layman alike on the workings
of that anti-trust weapon, the Sherman Act, which has resulted
in more than idle interest in the question whether the governmental
control would be sufficient to regulate some of the abuses and
injustices created by the tremendous growth of the corporation of
today.

q The present work is a rare combination of ideas by men of
exceptional training in this broad subject. The articles were
written especially for the American School’s correspondence course
in law, and the great care which has been taken to make every
statement clear renders them valuable not only to the lawyers,
but also to those readers who are merely interested in the subject
itself. The “trust” phases of the subject and the workings of the
Sherman Act are discussed in the articles on “Interstate Commerce
Law” and “Anti-Trust Legislation”.



PART I

PRIVATE CORPORATIONS

CHAPTER 1

NATURE, DEFINITION AND CLASSIFICATION
OF CORPORATIONS

§1. Origin and Growth of Corporations. The idea that
an aggregation or group of natural persons might, under
authority from the State, form an artificial or juridical
person possessing many of the powers of the persons com-
posing it, and other rights and privileges apart from these
in addition, has been recognized by the courts and law-
makers from the earliest period. Such an artificial or
juridical person is known as a corporation, the word being
derived from the Latin corpus, meaning a body, as com-
pared with the word animus, meaning the spirit or soul.

Corporations were mentioned in the twelve tables, the
earliest known codification of Roman law. The rights of
these juridical persons were discussed and fixed in the
codes of Justinian, and it is needless to add form an essen-
tial part of modern law. The corporate form was limited
at first to political or governmental organizations, but in
Rome, before Christ, corporations were organized for many
private objects, and encouraged or hindered in their organ-
ization and activities as best suited the purpose and policy
of individual rulers at particular times. Aside from gov-
ernmental organizations, their development and growth
during the earlier part of the Middle Ages was limited,
but in the latter part of this period a great commercial

awakening led to the establishment of some of the greatest
1
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of corporations, which engaged not only in the conduect of
their own business, but also in the control of nations. The
Hanseatic League was essentially a corporation which
sought to gain commercial privileges through political
influence. The East India Company, chartered under Eliza-
beth; the Merchant Adventurers of London, founded in the
iwelfth century; the Hudson Bay Company, founded in
1670; the Bank of England, chartered in 1649; the Bank of
Genoa, as early as 1407, and the Hamburg Company, in
1248, are interesting and historical illustrations of the
advantages gained by natural persons making use of the
legal idea of a juridical person. It is unnecessary to refer
to the tremendous development and increase of corpora-
tions, especially private, during the nineteenth century.
§2. Deflnitions. The best known definition of a cor-
poration is that given by Chief Justice Marshall:?

¢ A corporation is an artificial being, invisible, intangible,
and existing only in the contemplation of law; being the
were creature of the law, it possesses only those proper-
ties which the charter of its creation confers upon it either
expressly or as incidental to its very existence.’’

Another definition prepared by Austin Abbott for the
Century Dictionary is more concise:

¢ An artificial person created by law or under authority
of law from a group or succession of persons and having a
continuous existence irrespective of that of its members,
and powers and liabilities different from those of its
members.’’

An interesting definition by the late Jay Gould, although
not legally accurate, illustrates well the popular public
conception of a corporation. He defined one as:

“A body of men who unite, associate and concentrate
their ability, capital and intelligence in the undertaking of
a work, great or small, which any one of them would indi-
vidually be unwilling to undertake. If there are losses,
they agree to pay each his proportion; if there are profits,
they agree to divide them.”’

1 Trustees of Dartmouth College v. Woodward, 4 Wheaton (U. 8.) §18.
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From these definitions, the nature of a corporation clearly
appears and the purpose of their organization is indicated
in the definition of Jay Gould. Stated briefly, the com-
mercial use of the private corporation is chiefly for the
resulting eonvenience, economy, unity, and continuity in
the transaction of business or management of property.
Certain powers and functions can be exercised better by
an artificial body than by a number of natural persons, and
the State may better exercise over this collective body, this
artificial person, its rights of control and regulation, than
over a number of individuals. Great and advantageous
economies in business can be effected by combinations of
energy and capital. The development of the modern com-
mercial world, as it exists today, would have been impossi-
ble but for the notion of a juridical person, the corporation.

§3. Nature and Power. The Roman idea of a corpora-
tion was an entity personified. A collection of individuals
as opposed to the idea or notion of a singularis persona.
The next development in respect to the nature of a corpora-
tion is to be found in the common law. This system empha-
sized the idea of a corporation as an artificial person; a
legal entity distinct and separate from the members of the
corporation, and this idea prevails at the present time,
except so far as it has been modified by modern decisions
which will be noted later. The early English judges and
legal authors referred to the corporation as an artificial
person, a being without a soul and incapable, therefore, of
committing torts or crimes. Alluding to corporations,
Lord Coke wrote, quoting from Manwood, J.:

‘“No one can create souls but God; but the king creates
corporations, and, therefore, they have no souls.”’

The common-law conception of a corporation as a distinet
legal entity has been modified in modern times by the idea
that in a corporation there exists certain elements which
are purely manifestations of law, and also certain physical
characteristies which are independent of law, namely, a
membership of natural persons. Courts of law regard a
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corporation as a distinct and legal entity apart from its
members for the purpose of the transaction of its business
in every detail. Courts of equity, however, in order to
render substantial justice, regard a corporation not only as
a legal entity, but also in its true light as an artificial
person, composed ordinarily of natural persons.

In order to emphasize some of the essential character-
istics of corporations they can be compared with a
copartnership, another form of individual association or
combination, and with natural persons. These essential
characteristics, as thus compared, are, first, the idea of
immortality; the corporation exists for the time limited in
the charter, irrespective of the individual lives of those who
may compose it; its powers and rights, its duties and obliga-
tions remain the same, though its members may be con-
stantly changing; it is a legal person distinct from its
members. The second characteristic is that in a corpora-
tion, in the absence of statutory or constitutional provisions,
the members are not personally liable for the corporate
debts. Each member of a partnership, on the other hand, is
individually liable for the debts of the firm, and natural
persons, sui juris, are liable to the fullest extent for
obligations contracted by them. In a corporation, the lia-
bility of the individual members who compose it, is limited
and is merged into or lost in the legally responsible person.

§ 4. Classification and Basis. In order to understand
the powers and rights of corporations, and also their lia-
bilities and responsibilities, it is necessary to learn their
classification and its basis. The most important division
of corporations is based upon the functions performed,
that is, the legal characteristics of their powers and rights,
whether exercising governmental powers, performing gov-
ernmental duties, or engaged in the conduct of an enter-
prise having for its objeet the personal and individual gain
of the members of the corporation. Under this classifica-
tion we have public, private, and quasi-public corporations.
Public corporations are those created by the sovereign
power or state as aids to it in performing and exercis-
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ing its governmental functions and powers. They are
regarded as governmental agencies and include coun-
ties, school districts, road districts, towns, villages, cities,
park boards, and other organizations of a similar na-
ture. A private corporation is one created for the con-
duct and carrying on of a private enterprise or business,
designed solely for the personal and usually the pecuniary
gain or emolument of the individual members, and does not,
nor can it, partake of the nature of a public corporation.
There are other corporations which are technically and
essentially private, engaged in some private enterprise but
in which the public interests are indirectly involved to such
an extent as to give the State the right of exercising a
greater degree of control and regulation than is consistent
or usual in the case of an ordinary private corporation.
Familiar illustrations of quasi-public corporations are:
railroad, express, elevator, street railway, telephone, and
telegraph companies, and corporations organized for the
purpose of supplying water and light to municipalities.
The primary and direct objects of private corporations
are to promote private interests in which the public has no
concern except the development of the general resources of
the country. They derive nothing from the State except the
right of corporate existence and to exercise the powers
granted.

Another classification of corporations is based upon the
number of members and the terms used here are aggregate,
indicating a membership of many and sole implying a
membership of but one. There are few corporations sole
in the United States. They are usually religious organiza-
tions represented by a church official to whom corporate
power is given and who constitutes the corporation.
Corporations may be also classified according to the pur-
pose of their organization, whether religious in their char-
acter as ecclesiastical, or purely civil in their nature as lay.
There are also many miscellaneous classifications, generally
statutory or constitutional. The purpose of the division
being the grant of particular powers to one class of corpora-
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tions and not to others; in other instances a difference in
methods of taxation or a variance in State control in still
others. They are also divided into stock and non-stock
corporations, the first having capital stock, so ealled;
domestic, foreign, and alien, a division based upon the view-
point of a particular State; a domestic corporation being
one created and existing under the laws of that State. A
toreign corporation is one created and existing under and
by virtue of the laws of another State, and an alien corpora-
tion is one created by virtue of the laws of an alien or for-
eign sovereign. In some States the term domestic by
statute is made to apply to corporations created under its
laws, and the word foreign refers or applies to all corpora-
tions created under the laws of another State or country.



CHAPTER IT
CREATION OF CORPORATIONS

§ 5. By What Authority. Individuals cannot, as a mat-
ter of right, assume the form and powers of a corporation.
These bodies possess powers which can only be created by
the sovereign State and which, therefore, cannot be assumed
at will by any group of natural persons. Before a corpora-
tion can, therefore, be organized, there must exist affirma-
tive action on the part of the sovereign authorizing this to
be done. The power to create a corporation is lodged, in
this country, in the law-making branch or department of
government of either of the several States or of the United
States. In foreign countries, controlled by one sovereign,
no controversy exists as to where the power to create cor-
porations is to be found; but in the United States, where
there exists a dual sovereignty, viz., the United States of
America and each of the different States, the question early
arose as to the power of these respective sovereignties to
create corporations. It was conceded that as each of the
separate States was independent and sovereign, exercising
all of the powers not specifically or by fair implication
granted to the Constitution of the United States, that they
could freely exercise the right of creating corporations,
except as limited by the Federal Constitution. The doubt
of right existed in connection with the power of the Federal
Government to create a corporation, and this was denied
by those attacking its exercise upon the basis of a strict
interpretation of the Federal Constitution. The Federal
Government is one of delegated powers, and it was claimed
that nowhere in the Constitution, the instrument creating
it, could be found a clause directly or expressly giving the
power to create a corporation. In McCulloch v. Maryland,*

14 Wheaton (U. 8.) 316.
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the question was decided in favor of the existence of the
right. In this case the validity of the organization of the
Bank of the United States was raised. The power to create
this or any other corporation was denied, but Chief Justice
Marshall, in his opinion, held:

“The power of creating a corporation, though pertain-
ing to sovereignty, is not like the power of making war
or levying taxes or of regulating commerce, a great sub-
stantive and independent power which can be implied as
incidental to other powers or used as a means of executing
them. It is never the end for which other powers are exer-
cised, but as a means by which other objects are
accomplished.’’

The court also, in the course of its opinion, held that even
if the general clause of the Federal Constitution giving Con-
gress the power to pass all necessary and proper laws for
carrying its powers into execution did not give the power
to the Federal Government to create a corporation, it would
still possess this power, for the grant of a power always
and necessarily implies the grant of all usual and proper
means for its execution. As a means to this end, therefore,
and for the purpose of carrying out or of executing some
power belonging to the Federal Government, it may, there-
fore, create corporations; dgnd since the McCulloch case
this power has been frequently exercised and has never
been denied.

§ 6. Manner of Creation. Corporations may be created
through the direct and affirmative action of the sovereign
state, or in some cases by indirection. The acts of a law
making body are known as general or special. A general
act or law has been defined as:

‘‘A statute which relates to persons or things as a class,
while a statute which relates to particular persons or things
of a class is special.”’

The mere arbitrary grouping, classifying or arranging
of certain objects will not, of itself, make legislation gen-
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eral. There must be a logical basis for the desired effect,
independent of conditions or circumstances then existing.
In another case the distinction was noted in the following
language:

““A law is general in the constitutional sense which ap-
plies to and operates uniformly upon all members of any
class of persons, places or things requiring legislation pecu-
liar to itself in matters covered by the law; while a special
law is one which relates and applies to particular persons
of a class, either particularized by the express terms of
the act or separated by any method of selection from the
whole class to which the law might, but for such limitation,
be applicable.”’

It was the universal practice at first to authorize the
creation of corporations by either general or special acts
or laws, but the inherent vice of special legislation led
almost universally to the adoption of constitutional pro-
visions in the different States prohibiting the creation of
corporations by laws of that character. Where no such
constitutional provision exists, corporations may be cre-
ated, as already observed, by laws or acts of either class.
Where, however, such constitutional provisions do exist,
the manner of creating a corporation is limited to the gen-
eral laws passed by the legislature relating to and pro-
viding a common method and procedure.

Through Indirection. Corporations may be also created
through indirection, or by the absence of affirmative action
on the part of the sovereign State. There are two ways
recognized by the courts in which this may be done, viz,
through the application of the doctrines of prescription
and implication. A corporation is said to exist by pre-
scription if its origin cannot be shown, and in such a case
the law presumes, through the lapse of time, that the cor-
poration came into existence through or by an act of the
sovereign. This doctrine is applied more frequently to
public corporations, but in some instances private corpora-
tions have been held to be thus created.
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By Implication. As no particular form of words is
necessary to create a corporation, but rather the existence
of an intent on the part of the sovereign to so act, it has
been held that where a body of men, acting as a corpora-
tion, have been recognized as such in some law or by some
direct act of the sovereign, that there is impliedly created
a corporation. This doctrine also has been applied more
frequently to public corporations than private, but instances
of its use in respect to the latter have been found. It
might be said, however, that the doctrines of prescription
and implication are seldom applied at the present time.
The different States have provided either general or special
laws under which corporations may be created, and, as will
be noted later, one of the essentials of a legal corporation
is a substantial compliance with their provisions.

§ 7. Constitutional Limitations. One constitutional lim-
itation upon the power of the law making body to authorize
the creation of corporations was noted in the preceding
section, viz., a constitutional prohibition against the pas-
sage of special laws. In addition, there will be found fur-
ther limitations in all constitutions upon the power of
legislative bodies as to the manner and the form of their
action. These limitations apply equally to legislation in
respect to corporations as to other subjects. The reader
must refer to the Constitution of his own particular State
in order to be correctly informed as to the extent and the
character of such restrictive provisions, but one or two
may be suggested which are commonly found. Laws, as a
rule, must be uniform in their operation throughout the
State; that a bill deals with only one subject and that the
one expressed in its title, is another constitutional require-
ment which may be urged against legislation looking to the
organization or the control of corporations. There are
many others, but only the suggestion of their existence is
permissible at this time.

§8. Organization under General Laws. Justice Story
said, in the Dartmouth College case, that the creation of
corporations unquestionably resulted in an advantage and
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benefit to the community at large, and because of this well
recognized result it is the policy of all States to encourage
their organization, and general laws are to be found under
which exists, as a rule, the greatest freedom of action by
individual persons in this respect. These general laws pro-
vide in detail the acts required to be done by those desirous
of organizing or forming private corporations. They may
include a classification either based upon the powers to be
exercised by the corporation, or some right of the State
in respect to the nature and extent of its control over them.
Definitions are also given of the phrases and words used,
and such preliminary provisions as will enable the incor-
porators to ascertain the steps required.

§9. 8teps Required for and Essentials of Legal Incorpo-
ration. The requirements in the States differ, but it is gen-
erally necessary to include in the articles of incorporation
paragraphs or sections relating to the name of the corpo-
ration; the general nature of its business and the principal
place of transacting the same; the period of its duration, if
limited ; the names and places or residence of the incorpora-
tors; the board of management, with its powers; the date
of its annual meeting, and the names and addresses of those
composing this board until the first election; the amount of
capital stock, if any; how the same is to be paid in; the
number of shares into which it is to be divided; the par
value of each share and the methods of voting thereon; and
the highest amount of indebtedness or liability to which the
corporation shall at any time be subject. There is usually
no limitation upon articles of incorporation containing also
other lawful provisions defining and regulating the powers
or business of the corporation, its officers, directors, mem-
bers, or stockholders. These articles of incorporation,
when executed by the incorporators in the manner pro-
vided by law, are required usually to be filed with the Sec-
retary of State or some other designated officer, the fees
fixed paid and then published in the manner designated by
law in some newspaper and recorded in the office of the
Register or Recorder of Deeds of the county in which its
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principal place of business is located, or some officer per-
forming equivalent duties. It is also necessary, as these
various steps are taken, to have the proper official certify,
in the manner provided, as to his official acts.

Incorporators, Name, and Seal. It will appear later that
the relation which exists as between the corporation and
the State, and the members of the corporation, is a contract
one, and it is necessary, therefore, that the incorporators
should be persons sui juris, or those legally competent to
enter into the contract relation. The number also of incor-
porators or those signing the articles of incorporation can-
not be less than fixed by statute. This number will vary;
for the purpose of organmizing corporations of certain
classes a larger number may be required than in the case
of others.

The incorporators are not permitted to adopt any name
they please, but are limited, as a rule, to that name which
will distinguish it from all other corporations, domestic or
foreign, authorized to do business within the State of its
creation, and the word company, corporation, or incor-
porated, is usually required to be added to indicate the fact
that it is an incorporated association or corporation. In
some States assuming a corporate name or one suggesting
corporate existence, without actual incorporation, is made
unlawful.

The corporate name and its use after adoption is pro-
tected by law, and many decisions will be found holding
that corporations organized under the laws of different
states cannot adopt or use a name similar, where their
business is interstate and general and of a like nature, as
to cause confusion in the use of the name; or where a
later company adopts a name already in use by some well
known corporation and which is adopted for the evident
purpose of availing itself of the reputation and business of
the company already organized.

Corporations are usually reqmred by statute to provide
a seal bearing the name, and, in some instances, the date of
incorporation. Statutory provisions also may require, 1n

~
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many instances, the use of this seal by the proper officer of
the corporation in order that a particular instrument may
be regarded as legally acknowledged or entitled to record
in the offices of recording officials. Formerly the rule
adopted by the courts was that the corporation ‘‘spoke
through its seal.”” This doctrine required its frequent use,
and further involved the idea that unless the seal was
affixed to the written acts of the corporation they were not
legally executed, and, therefore, incapable of enforcement;
or that no legal rights arose or were created because of
or through the execution of the particular instrument in
question. This strict rule has been materially modified in
recent years, and it is only where statutory provisions
require the affixing of the seal that a failure to use it will
lead to the legal results above indicated. It is the safest
procedure, however, for the corporation to have its seal
affixed on all formal instruments or contracts which it
may execute or make.

Essentials of a Legal Corporation. From what has
already been written and from what will appear later, it
is clear that a corporation is a legal entity or artificial per-
son, distinct and separate from its members, having powers
and liabilities also separate and distinct from those of its
members. That the liabilities and obligations of the mem-
bers of the corporation are different from their obligations
and liabilities as natural persons, or as members of a part-
nership, or other association of natural persons. It cannot
be too emphatically stated that this liability is a limited
one. The liability of a member of a firm—unless one is a
special partner—is only limited by the extent of the debts
of the firm. His personal estate may be taken to liquidate
the debts of the partnership. The liability is a personal
one. The liability of a natural person, sui juris (of his own
right) for his debts is also a personal one and only limited
by their extent. It may be, therefore, very important to
determine the exact legal status of an association of per-
sons whether a corporation or some other form of organiza-
tion. To ascertain when a legal or de jure (of right)
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corporation exists, the courts have held that certain essen-
tial facts must be found, and these are commonly known as
the tests of legal incorporation.

Grant from State, and Acceptance. The first of these
essentials is the existence of a grant or offer on the part of
the State under which a corporation may be organized; or,
as some cases have expressed it, a legislative grant is neces-
sary. This is essential because a corporation exercises
powers and capacities different from those of a natural
person or any other form of association or natural persons
other than a corporation. The powers enjoyed by corpora-
tions are very frequently those which cannot, because of
the nature of things, be possessed or exercised by natural
persons, as, for example, the capacity of immortality. Not
only must there exist a legislative grant on the part of
the State, under which corporations may be organized, but
there must also be an acceptance of this grant by those
desirous of organizing a corporation. This aceeptance is
usually evidenced by the execution of the articles of
incorporation, the organization of the corporation and the
transaction of business by it in its corporate capacity. This
essential or test of a legal corporation is necessary because
of the contract relation existing between the members of
the corporation and the State. The State cannot compel
natural persons to organize a corporation or undertake the
business of conducting one. In this respect the principle
is totally unlike that which applies to the public corpora-
tion. In the organization of public corporations, the State
ean arbitrarily force upon the people of a partieular locality
a form of organization or a local government having for its
purpose the assumption and exercise of governmental
powers and functions. No acceptance by the persons to be
affected is necessary. A private corporation, however, is, in
its nature, radically different from that of a public corpora-
tion. It is organized for totally different purposes and
results. The public corporation, from the standpoint of
the persons affected, is an involuntary organization. The
private corporation is the result of a purely voluntary act
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by those desirous of organizing it. If no acceptance, there-
fore, of the grant or offer of the State to organize a private
corporation, by those constituting the alleged corporation,
can be shown, one of the essential tests has failed, and that
particular body of men will not be regarded as a legal
corporation.

Agreement between Members. Because of the contract
relation which exists not only between the State and the
corporation, the State and the members of the corporation,
and also between the members of the corporation, or as
among themselves, it is necessary that there be an agree-
ment or understanding between those organizing a corpora-
tion that this is the nature of their act. If one of the
incorporators understands that the instrument he is signing
is a conveyance of real property instead of articles of
incorporation, the meeting of the minds necessary to the
making of a legal contract is wanting, and another of the
tests of a legal incorporation has failed.

Compliance with Statutory Provisions. There must also
be a substantial compliance with statutory requirements in
order that a legal corporation may exist. ‘‘A substantial
compliance with all the terms of a general incorporation
law is prerequisite to the right of forming a corporation
under it.”” It is necessary that the required number of
incorporators sign the articles of incorporation. The law
authorizing the incorporation of corporations may contain
provisions mandatory or merely directory in their nature.
These terms are self-explanatory. The principle of law in
respect to mandatory provisions is that not only must there
be a substantial but even a strict compliance, and this is
especially true where certain conditions precedent to legal
incorporation, as they are termed, are required by the
statutes. A strict compliance with the provisions of the
law which are merely directory in their character is not
necessary, and there may be a variance or an immaterial
irregularity in following them which will not affect the
legality of the corporation. These irregularities or infor-
malities afford, as a rule, no basis for an attack upon the
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legality of the corporation by third persoms. The State
alone can take advantage of them if it so desires, and even
the State may be barred from such proceedings by lapse
of time. The signing of the initials instead of the full
Christian name to the articles of incorporation; the state-
ment that ‘‘said corporate stock shall consist of five hun-
dred shares at one hundred dollars per share’’ when the
statute required that the certificate of incorporation ¢‘shall
state the amount of capital stock’’; the statement that the
corporation shall exist ‘‘at least forty years’’ when the
statute provided that the certificate should state ‘‘the term
of existence not to exceed forty years,’’ are illustrations of
irregularities which will not affect the legality of the
organization. :

The statutes may, however, contain provisions which are
intended to be conditions precedent to incorporation, for
example, the execution of the articles of incorporation.
These are usually regarded as mandatory and must be
strictly complied with before a legal corporation can exist.
The intent of the law in this respect must be gathered
from its language, and no general rule can be stated which
will enable one to determine what are intended to be con-
ditions precedent and, therefore, mandatory as to compli-
ance with them, and what are regarded as general
provisions of the law or those which are merely directory,
and in respect to which a strict compliance is not necessary.

§10. The Doctrine of Collateral Attack. Since it is the
State which alone creates the corporation, and not third
persons who may have dealings with it, the doctrine of
collateral attack, as it is termed, is universally followed
by the courts. The presumption of law is that the corpora-
tion has been legally and regularly organized and that it is
a legal incorporation. All that is necessary, therefore,
except in direct proceedings by the State in which the main
question or issue is the legality of the corporate existence, is
that the corporation establish its character as a de facto
corporation, or one existing in fact, although possibly not
in law. All that is necessary to be shown is that there is
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a valid law under which such a corporation might have
been organized; an attempt in good faith to incorporate
under the law; a colorable compliance only with the pro-
visions of the law, and an exercise of corporate powers
in a corporate capacity. The subject of de facto corpora-
tions will be,considered later.

§11. Corporations as ‘‘Citizens’’ or ‘‘Persons’’. In an
early case in the United States Supreme Court, Bank of
Augusta v. Earle,! it was decided, and the doctrine has
never been denied, that a corporation, for the purpose of
jurisdiction, was a citizen of the State under the laws of
which it was created. The stockholders are arbitrarily held
to be citizens of that State, and the fact of their diverse
citizenship, therefore, will not affect the citizenship of
the corporation. Even where a corporation doing business
in several States has been organized under the laws of the
different States by the same name, the rule is not changed.
This principle is nearly axiomatic, as the laws of the differ-
ent States can have no extra-territorial effect. When the
term ‘‘citizen of the United States’’ or ‘‘citizen’’ is used
in the Federal Constitution, it has been held that a corpora-
tion is not a citizen; but in the fifth and fourteenth
amendments, where the term ¢‘person’’ is used in connec-
tion with several prohibitions against the States having
for their object the protection of personal and property
rights, the courts have held that corporations are persons
within the meaning of the term as there used, and that
they, therefore, come within the protecting provisions of
these amendments, that no State can pass any law depriv-
ing any person of property without due process of law,
nor deny to any person within its jurisdiction the equal
protection of the law.

Corporations, as a rule, are deemed persons within the
meaning of State statutes when the circumstances in which
they are placed are identical with those of natural persons
who are included within the operation of the statutes.

1Bank of Augusta v. Earle, 13 Peters (U. 8.) 519.



CHAPTER IIT
PROMOTION OF CORPORATIONS

§12. Definition of Promoter. It is difficult to give an
exact definition of the word promoter, as the relation which
is indicated by the word depends upon the character of the
acts done in each particular instance. The law imposes
serious responsibilities upon those who engage in the
organization and promotion of corporations and holds them
substantially to the position of a trustee for the benefit of
all those who may be directly involved in the undertaking.
The term has been defined as ‘‘one of accepted use com-
monly employed to designate persons who take some part
in procuring the promotion of a corporation by inducing
others to join it, and who, in so doing, assume such a posi-
tion that a relation of fiduciary nature between these and
the corporation is created.”” From this definition and from
the nature of the question it will be readily seen, as already
suggested, that the relation is one depending upon the char-
acter of the acts done.

§13. Fiduciary Position of Promoters and Secret
Profits. Since the law has well established the fiduciary
or trust position of a promoter to the corporation and
others directly interested in it or its organization, it neces-
sarily follows that promoters cannot take personal advan-
tage of their transactions or acts done in connection with
the organization of the corporation to its detriment or to
the detriment of its members, and this rule is especially
applicable where those who are entitled to act for the cor-
poration have no knowledge or information in respect to
the profits, commissions, or other advantages which may be
derived by the promoters from their transactions in pro-
moting the corporation. If any agreements or contracts,
by which the promoters receive special advantages or

18
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profits, are disclosed to those entitled to act for the eor-
poration and its members, and their assent obtained, the
rule is not so strictly applied, unless the profits or commis-
sions are exorbitant or unconscionable, promoters, there.
fore, it is universally held, must account to the corporation
for all secret profits, commissions, or bonuses which they
may receive in connection with the purchase for or the sale
of property to the corporation. They may also become liable
to the corporation for their acts of a fraudulent nature, or
for their misrepresentations under the same circumstances
as individuals who are not promoters would be liable. The
corporation may, by means of the proper proceedings in
a court of equity, by or for its benefit, recover secret profits
or commissions, or, at its election, rescind a sale of prop-
erty to it and recover the consideration paid therefor.

§ 14. Personal Liability of Promoters. The acts of pro-
moters are usually done in furtherance of the organization
of a corporation not yet in existence. Their contracts and
transactions are made for and in behalf of an artificial
person not yet in existence. It may, as a matter of fact,
never be fully and completely organized so as to become
even a de facto corporation, that is, one existing in fact but
not a strictly legal entity or de jure corporation. The
question, therefore, frequently arises of the liability of the
corporation when it is legally organized, upon the con-
tracts or agreements of the promoters previously made
for the benefit of the future corporation. In England, the
rule is that in the absence of statutory or charter pro-
visions, a contract made under such circumstances by the
promoters is a nullity and that the corporation cannot
ratify or adopt it thus making it its own after incorpora-
tion, although if it accepts the benefits of such a contract
an action gquasi ex-contractu (as if on a contract) may be
maintained against it. This doctrine is also followed by
the Supreme Court of Massachusetts.! The English doc-
trine, however, has been substantially repudiated in all
the other States. The personal liability of the promoters

1 Abbott v. Hapgood, 150 Mass. 248, 22 N. E. Rep. 907.
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on contracts made before incorporation will depend largely
upon the question of the intent of the parties to the con-
tract. If it is understood or agreed that the other party
shall look to the proposed corporation alone, the promoters
are not, as a rule, personally bound by the terms of the
contract, but, in the absence of such an understanding, or
of such an intent, as shown by the facts and circumstances
surrounding the making of the contract, they will be person-
ally obligated. If, however, the corporation, later, upon
its formation, assumes or adopts the contract, and the
other party to it consents, there is then a novation of the
parties and the promoters will be relieved from any per-
sonal liability. If such consent is lacking, however, the
liability still attaches to the original parties to the contract.
If they are personally bound, it follows, necessarily, that
they can enforce the terms of the contract in an action
thereon in their own name. A

§15. Liability of the Corporation on Promoters’ Con-
tracts. It has already been stated in the preceding section
that the rule in England and in Massachusetts relieves the
corporation from any liability on the contracts of its pro-
moters, although, if its benefits have been received and
accepted by the corporation an action quasi ez-contractu
may be maintained by the corporation upon it. The over-
whelming weight of authority is, however, that a liability
for the obligations of a contract may be and is shifted from
the promoters to the corporation, not only by an acceptance
of the benefits as above stated, but also if there is an express
assumption by the corporation of the contract, in which
case there will arise a novation between the parties; or, if
the corporation, acting through its proper representatives,
formally ratifies the contract. To summarize: it will be
seen that the burden of the promoter’s contract made before
the organization of the corporation, or on behalf of the
corporation, in existence but not yet engaged in the transac-
tion of its business, may be shifted from the promoter as
one of the parties to the corporation when the corporation
accepts the benefits of the contract, formally assumes or



PRIVATE CORPORATIONS 21

adopts it, or legally ratifies the act of the promoter in mak-
ing the contract for its benefit. In the latter case, the cor-
poration formally recognizes the promoter as its agent and
ratifies his acts on its behalf previously done without
authority. It is true that no relation of agency can exist
between a promoter and a principal not yet in existence,
and subsequent action by the corporation is necessary to
make it liable for the private acts of the promoters.

§16. Fraudulent Acts of Promoters. Neither the cor-
poration, when it is subsequently formed, nor subscribers
for its stock, will be bound by the fraudulent acts of pro-
moters. If the subscriptions are obtained through fraudu-
lent representations made either orally or in writing, the
one who is misled may recover the resulting damages from
the promoters. This rule does not depend upon the fact
that the misrepresentations or untrue statements of mate-
rial facts may not be made to the subscribers of the stock
personally. It is sufficient, in this country, if the state-
ments, the natural tendency of which is to deceive and mis-
lead and to induce those who read them to purchase the
stock, are made or contained in circulars, advertisements,
prospectuses, or other published matter issued for the pur-
pose of obtaining subscriptions, and on the faith of the
statements contained in them the subscriptions were so
made.

§17. Expenses and Services of Promoters. Promoters,
in organizing a corporation not yet formed, frequently
incur heavy expenses and render services, payment for
which they subsequently seek to recover from the corpora.
tion. The courts have held that the legitimate expenses of
organization and a reasonable value for their services may
be recovered, but extravagant claims for services, unneces-
sary or illegitimate expenses, are usually disallowed. In
case of a failure to organize a corporation, the promoters,
as a matter of course, are liable, personally, for expenses
which they may have incurred, and they are also liable, in
addition, for moneys which may have been received from
subscribers to the stock of the proposed corporation as a
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deposit or a preliminary payment on account of their sub-
scriptions. As to the latter, if there is no understanding
between the subscribers and the promoters, the moneys so
received must be repaid in full to the original subscribers,
and a proportionate part of the expenses of organization
can not be retained by the promoters. If, however, there is
an understanding or agreement by subscribers that they
shall bear their proper share of the expenses of organiza-
tion, including disbursements and the value of the services
of the promoters, these are a proper charge against the
moneys so paid in and no action will lie for a recovery of
sums so retained.



CHAPTER IV

QUESTION OF LEGAL EXISTENCE
HOW AND BY WHOM RAISED

§18. De Jure and De Facto Corporations. The terms
de jure and de facto have already been used in a preced-
ing section, and a brief discussion of what is understood
by them will be given in this chapter. A corporation, it
will be remembered, is a distinet artificial person, a legal
entity, created by the sovereign or under its authority,
exercising powers and possessing capacities not belonging
to a natural person or group of persons other than a
corporation. The State, speaking of it as a sovereign
power, alone has the authority to create, and by statutory
enactment prescribes the conditions and the manner in
which a corporation may be organized. When these condi-
tions have been substantially complied with there results a
corporation de jure which can successfully defend its right
to exist in a corporate capacity even against the State.
Those organizing a corporation, on the other hand, may
fail to comply with statutory conditions to such an extent
as to defeat the legal existence of the corporation mot
against third persons raising the question, but as against
the State in a proper proceeding brought by it for that .
purpose. Such a corporation is known as one de facto.
What is the attitude of the courts in respect to the regu-
larity of corporate organization when the question is
raised? There are two doctrines or theories in this respect,
the great weight of authority, on the one hand, holding that
where a body of men act as a corporation and in the
ostensible possession of corporate powers, it will be con-
clusively presumed that they are a corporation in all cases,
except in a direct proceeding against them by the State
to vacate their charter. The other doctrine can be stated

23
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as follows: that conditions precedent must be strictly com-
plied with or the corporation does not exist. The failure
can be taken advantage of by anyone in private litigation
with the pretended corporation. The common and almost
universal legal doctrine is, that in respect to the existence
of a legal corporation, the presumption of legality exists.
This principle is merely another phase of the doctrine of
presumption of right acting. A man charged with crime
is presumed innocent until he is proven guilty by the State.
One acting as a public official in the ostensible possession
of an office is presumed to act under rightful authority and
to be legally entitled to perform the duties of the office until
the contrary is shown, and the same presumption of right
acting operates as above stated. Corporations are pre-
sumed to be at least de facto, and the further rule holds
that the question of their right to corporate existence
cannot be raised by third persons engaged in private litiga-
tion with them. The term de facto, as applied to a
corporation, means a body which actually exists for all
practical purposes as a corporate body, but which, because
of a failure to comply with some provisions of the law, has
no legal right to corporate existence as against the State.
A corporation de jure, on the other hand, is a corporation
in law as well as in fact. Not even the State can deprive
it of its corporate existence in violation of the terms of
its charter.

The doctrine of de facto corporations, as it is termed, is
based upon the fundamental doctrine that the State alone
creates a corporation, and that no third person can ques-
tion the right of a group of personms, apparently clothed
with corporate capacity, to act as a corporation. If the
State chooses to ignore a failure to comply with the pro.
visions of laws enacted by it, that is its privilege. In a
Minnesota case! this reason was well stated:

¢“The rule relating to de facto corporations is not founded
upon any principle of estoppel, as is sometimes assumed,
but upon the broader principles of common justice and
1East Norway Lake Church v. Froislie, 37 Minn. 447-451,
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public policy. It would be unjust and intolerable if, under
such circumstances, every interloper and intruder were
allowed thus to take advantage of every informality or
irregularity of organization.’’

The rule is also based upon the universal principle that
a person, to be entitled to maintain a proceeding to ques-
tion the powers, rights, privileges, and immunities of oth-
ers, must have some title or legal or equitable interest in
the subject in regard to which these exist, or one’s rights
must be affected. Clearly, third persons dealing with cor-
porations have no right to question the validity of corpo-
rate organization in actions where this question is not one
which can be regularly raised or is the main issue. The
validity of corporate organization cannot be collaterally
attacked.

§19. Essentials of a De Facto Corporation. To eonsti-
tute a legal or de jure corporation, it is necessary that
there exist an offer on the part of the State or a legislative
grant, an acceptance of this grant by the incorporators, an
agreement between them as to the nature of their act, a
substantial compliance with conditions precedent, and the
enabling statutes. If these essentials exist the result is
a corporation de jure, which is secure in its corporate life
even as against the State, unless it violate some provision
of its charter. To constitute a corporation de facto, it is
only necessary that there should be found, in the first place,
a valid law and one which authorizes such a corporation.
To be a corporation de facto, it must be possible to be a
corporation de jure, and acts done in the former case must
be legally authorized to be done in the latter or they are
not protected or sanctioned by law. The acts of a corpo-
ration de facto must have an apparent right.

The second necessary condition to the existence of a cor-
poration de facto is an attempt on the part of the incorpo-
rators, in good faith, to organize under the law. There
must be the bona fide attempt on the part of those organ-
izing the corporation to take the necessary steps to organ-
ize one and to become a corporation. The courts also hold
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as a third test of a corporation de facto that there must be
a colorable compliance with the conditions of the enabling
statutes. It will be remembered that a substantial com-
pliance with the provisions of the enabling act or a strict
compliance with conditions precedent is necessary to con-
stitute a corporation de jure. What is understood as a
colorable compliance? The best answer, perhaps, is a
quotation from a case.?

‘“When a body of men are acting as a corporation under
color of apparent organization in pursuance of some char.
ter or enabling act, their authority to act as a corporation
cannot be questioned collaterally. . . . Color of apparent,
organization under some charter or enabling act does not
mean that there shall have been a full compliance with
what the law requires to be done when there 1s a substan-
tial compliance. A substantial compliance will make a
corporation de jure; but there must be an apparent attempt
to perfect an organization under the law. There being such
apparent attempt to perfect an organization, the failure
as to some substantial requirement will prevent the body
being a corporation de jure. But if there be user, pursuant
to such attempted organization, it will not prevent it being
a corporation de facto.”’

As the last essential of a corporation de facto, the courts
hold that not only must there exist the conditions previ-
ously noted, but that the persons so attempting to organize
a corporation must proceed farther; they must proceed to
an assumption of corporate powers or corporate user, as the
phrase is found. The acts relied upon to show user, must
be in their nature corporate acts and not the mere acts of
individuals which happen to be not inconsistent with those
of an incorporated society.

§20. The Powers of De Facto Corporations. A corpo-
ration de facto is, to all intents and purposes, for the trans-
action of its corporate business, one de jure. It is recog-
nized by the courts as a corporation and not otherwise; its
right to so act cannot be questioned collaterally by third

2 Finnegan v. Noerenberg, 62 Minn, 243.
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persons, and it necessarily follows that the corporation can
sue and be sued, execute contracts, buy and sell property,
exercise the power of eminent domain; in brief, exercise
all of the powers that a corporation de jure of a similar
character or nature might.

§21. Estoppel to Deny Corporate Existence. Another
legal principle is applied by the courts against third par-
ties questioning the right of a group of persons to exercise
corporate powers. This principle may be briefly stated,
that persons who transact business or assume contractual
relations with what purports to be a corporation are equally
with the corporation itself estopped to deny the validity
of the incorporation in actions brought to enforce liabili-
ties growing out of such transactions. This principle
applies to those holding themselves out as a corporation,
the corporation itself and third persons dealing with the
corporation. The doctrine of estoppel is based on equitable
grounds, and should, therefore, be applied only where
there are equitable reasons for relief. It is rarely that this
principle is applied, however, as the doctrine of de facto
corporations, as stated in the preceding sections, is uni-
versally followed and is held sufficient to prevent an attack
on corporate existence by third persons, the use of the
doctrine of estoppel being, therefore, unnecessary. In a
Michigan case,?® the court said:

‘“Where there is thus a corporation de facto with no
want of legislative power to its due and legal existence,
where it is Hroceeding in the performance of corporate
functions and the public are dealing with it on the sup-
position that it is what it professes to be; and the ques-
tions suggested are only whether there has been exact regu-
larity and strict compliance with the provisions of the law
relating to incorporation, it is plainly a dictate alike of
justice and of public policy that in controversies between
the de facto corporation and those who have entered into
contractual relations with it as incorporators or otherwise,
such question should not be permitted to be raised.”

8 8wartaut v. Michigan Air Line B. R. Ca. 24 Mich. 390Q.
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§22. Organization under an Unconstitutional Law. A
common rule of law is that an unconstitutional law is the
equivalent of no law, and where an attempted organization
has been had under a law which is subsequently declared
unconstitutional the attempted corporation will not be
regarded as even a de facto corporation, and acts done by
it will not be regarded or held to be corporate acts. The
liabilities and the obligations of the pretended corporation
will be considered as the personal liabilities and obligations
of its members.



CHAPTER V

THE STATE AND THE CORPORATION
ITS CHARTER

§23. Visitorial Power. The greater number of private
corporations, until within recent years, were of a charitable
or ecclesiastical nature, and it was customary for the
founder of such a corporation or institution in the organi-
zation of the corporation, accompanied generally by a dona-
tion of funds for its establishment and maintenance, to
provide that a representative, to be selected by him or his
heirs, should have the right of ‘‘visiting’’ the institution in
order to determine whether the purposes and objects for
which it was originally created were being carried out and
in a manner in conformity with the original intentions and
wishes of the founder. This power of visitation, as it was
termed, is, in a historical sense at least, the basis of the
right of the State to control and regulate the conduct and
the business of private corporations. The deeper reason,
as well as the true one, is not derived from the ancient
power of visitation, but depends upon the legal proposition
that the State creates the corporation and that it alone
has this power. All corporations, therefore, assume a cor-
porate existence and engage in the conduct of their busi-
ness subject to the supreme power of the State to regulate
and to control them. This power is only limited by consti-
tutional provisions having for their purpose the protection
of fundamental and vested personal and property rights,
and since, as will be stated later, the relation between the
State and the corporation is a contract one, the power of
control and regulation must be exercised in the manner
provided by charter and in accordance with the same gen-
eral principles of law which govern contracts between indi-
viduals.

2
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§24. Control of Quasi-Public Corporations. In that
section containing the classification of corporations, a divi-
sion was given based upon the nature or character of the
functions performed respectively by different corporations,
corporate organizations falling within this classification
being known as public, quasi-public and private, or, strictly
speaking, public and private, the quasi-public corporation
being, in all its essential characteristics a private one. The
control by the State of public corporations is absolute,
except as limited by constitutional provisions. The extent
of the power of control of private corporations by the State
is indicated in the preceding section.

Quasi-public corporations are private corporations but
the conduct of their business affects the interests of the
public in a large sense, and for this reason they are subject
to a greater degree of control and regulation by the State
than other private corporations not falling within this class.
It is this fact which gives rise to the designation or term
of quasi-public corporations. This principle of greater con-
trol and regulation was first authoritatively announced by
the Supreme -Court of the United States in the so-called
Granger cases. The one most frequently cited is Munn v.
Illinois,! where Chief Justice Waite, in the majority opin-
ion, said:

¢“‘Their business is therefore affected ‘with a public inter-
est’, within the meaning of the doctrine which Lord Hale
has so forcibly stated. But we need not go further. Enough
has already been said to show that when private property
is devoted to a public use, it is subject to public regula-
tion. This brings us to inquire as to the principles upon
which this power of regulation rests in order that we may
determine what is within and what is without its opera-
tive effect. Looking then to the common law, whence comes
the right which the Constitution protects, we "find that when
private property is affected with a public interest it ceases
to be juris privati (of private right) only.”’

The question at issue in the Munn case was in respect
194 U. 8. 70
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to the power of the State to fix maximum rates of storage
to be charged by grain elevators, and because the business
so carried on affected, as the court held, the public interest,
it was subject to a greater extent to the regulative powers
of the State. Familiar illustrations of quasi-public corpo-
rations are: common carriers, gas, telegraph, telephone,
elevator, and express companies.

This power of regulation is generally exercised by the
State through administrative boards or commissions cre-
ated by law and limited strictly in the exercise of their
powers to those granted directly or specifically by statute.
The Federal Government exercises its supervisory powers
over common carriers engaged in the business of conducting
interstate commerce through the Interstate Commerce Com-
mission.

When the doctrine of regulation was definitely and
authoritatively established by the decision in the Munn
case, the popular idea of the effect of the decision was that
the power to regulate could be exercised by the State with-
out restraint. The Supreme Court of the United States, in
the next case? before it involving the same question, has-
tened to hold that the power of regulation was not an
equivalent of the right of confiscation and that the State
could not in the exercise of the power possessed deprive
private corporations of their property without due process
of law, or appropriate their property without the payment
of just compensation. The court, in its opinion by Chief
Justice Waite, said:

““From what has thus been said, it is not to be inferred
that this power of limitation or regulation is itself without
limit. This power to regulate is not a power to destroy,
and limitation is not the equivalent of confiscation. Under
pretense of regulating fares and freights, the State cannot
require a railroad corporation to carry persoms or prop-
erty without reward; neither can it do that which in law
amounts to a taking of private property for public use
without just compensation or without due process of law.”’

2 Stone et al. v. Farmers’ Loan & Trust Co. 116 U. 8. 307.
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The modified doctrine of the Munn case, as thus stated
in the Stone case, has been repeatedly followed by the
Supreme Court of the United States, and is the established
doctrine, therefore, relating to the exercise of the power
of regulation of quasi-public corporations by the State.
The power to regulate is not synonymous with a power to
destroy or to confiscate, but must be exercised within con-
stitutional provisions not contrary to constitutional pro-
hibitions, and must be of a reasonable character.

§26. Power of Regulation Further Considered. The
power of regulation, as stated in the preceding section, and
in respect to quasi-public corporations, is based upon the
distinction between a public employment and a private
business, and depends upon the fundamental duty of the
State to protect the public and to prevent extortion and
discrimination in the supply of the necessaries of life,
whether these are articles consumed or services rendered.
Whether a business is public or private seems to depend
upon whether it is a monopoly or not. The distinction
between a public employment and a private business is an
old one, and in respect to public employments there has
been a persistence of State regulation for many years.
Necessarily, with changed commercial and social conditions
employments considered public many years ago have ceased
to be regarded in this light, and others formerly consid-
ered as private in their nature are now held to be public
employments. The grant of legal privileges is not neces-
sarily 'a ground for regulation. The right of eminent
domain given by the State to certain quasi-public corpora-
tions does not make them such, but this right is granted by
the State because of the nature of their business as a public
employment. The authorities are fairly well agreed that
virtual monopoly is the only basis of regulation, and this
may exist either by or through the grant of exclusive privi-
leges or franchises, so-called; through the character of the
business conducted or carried on by the corporation;
through the existence of an established plant the duplica-
tion of which by other corporations could only be accom-



PRIVATE CORPORATIONS 33

plished by the expenditure of large or prohibitory sums
of money; through the exclusive ownership of natural
products, a limited supply of which exists; or through the
ownership of natural locations especially adapted for the
rendition of the service or the manufacture of a particular
commodity.

§26. The Objects of Regulation. The courts are agreed
that the two chief objects of the regulation of quasi-public
corporations are: first to prevent extortion and to secure
a reasonable charge for the service rendered or the com-
modity supplied; and, second, to prevent discrimination
or the giving of undue preferences either as between per-
sons and localities or in service.

From the standpoint of the quasi-public corporation
which, it will be remembered, is a private one, the process
of regulation cannot go to the extent of fixing a charge for
its services so low that no return or an unreasonably low
return will be had upon the private property invested in
the enterprise. If this is done, it will amount to a taking
of the property without due process of law; or a confis-
cation of property without the payment of just compen-
sation; and these results are prevented through the
application of constitutional provisions. The courts have
held that the rendition of services, transportation by com-
mon carriers, for illustration, is property, and that the
State cannot fix, in the exercise of its regulative powers,
so low a price to be paid by the public as to compel it to
carry on its business at a loss, or otherwise than as indi-
cated in the following paragraph. This, they say, would
be a confiscation of private property or a taking of private
property belonging to a private corporation without due
process of law.

In general, therefore, the courts, without exception, have
sustained the doctrine that the rendition of a service,
whether that of transportation or the supplying of some
commodity, is property within the meaning of constitu-
tional provisions relative to the taking of property without
due process of law, or without the payment of full and
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ample compensation when it is private, as in the case of
all quasi-public corporations, for a public use. The rates
charged by water and gas companies, telegraph, telephone,
common-carriers and others of a similar character, while
they cannot be exorbitant, unreasonable, or discriminatory,
must be such as to afford the private property employed
in such an enterprise a fair return upon the investment,
taking into consideration the character of the service
rendered, the nature and risks of the particular business
and the return afforded upon the investment of private
capital.

§27. The Charter of a Corporation: Its Legal Nature.
The charter of the corporation is the source of its powers,
and it has been held to include not only the popular con-
cept of a charter, viz., the articles of incorporation, but, in
addition, constitutional provisions and general laws affect-
ing the particular corporation under consideration and
decisions of the highest courts construing, interpreting or
applying phrases and words to be found in any of the three
things noted.

It is regarded, in its legal nature, as a contract® whick
may be defined as an agreement upon a sufficient considera-
tion to do or not to do a particular thing, and the essentials
are mutuality or a meeting of the minds in respect to the
object or subject of the contract and a consideration. As
a contract, it has been held that it comes within that pro-
vision of the Federal Constitution prohibiting a State from
passing any law impairing the obligation of a contract.
The parties to this contract are the State and the corpo-
ration; the State and the members of the corporation; the
corporation and its members; and in some instances the
creditors of the corporation have been regarded as parties
to the contract relation.

§28. The Charter as a Contract. The several contrac-
tual relations enumerated in the preceding section can be
somewhat amplified :

First, the charter as a contract between the State and

3 Trustees of Dartmouth College v. Woodward, 4 Wheaton (U. 8.) 516.
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the corporation. It is evident that the grant of corporate
rights may contain valuable privileges of which the cor-
poration cannot be deprived by the State under the contract
theory. The right to conduct a certain business; a pre-
scribed period of time during which this can be done; the
manner or the place in which the corporate business can
be transacted; in fact, nearly all of the powers of the cor-
poration as contained in the charter constitute valuable
privileges and form a part of the contract which exists
between the State and the corporation.

Second. The charter as a contract between the State
and the stockholders. The right to charge a certain rate
of interest upon loans as granted by a corporate charter;
a particular method provided for the election of directors
by the stockholders; their power to elect directors by cumu-
lative voting, and certain prescribed rights of the minority
in respect to the management of the corporation are illus-
trations of charter provisions which may constitute contract
rights.

Third. The charter as a contract between the stock-
holders. The contractual nature of the relation between
the stockholders. is so plain as to require no more than
its mere suggestion. The members are bound by charter
provisions in respect to internal management or control.
Through the operation of this principle, the majority of the
members cannot adopt a by-law which is in contravention of
the terms of the charter of the corporation; and it has also
been held that as an essential part of the contract rights
between the members, it operates to prevent the majority
from so controlling or exercising the corporate powers as
to pervert or destroy the original purposes of the cor-
poration.

§29. The Consideration. The consideration moving
from the State to the incorporators is the privilege or
right of being incorporated and acting in a corporate capac-
ity, exercising corporate powers. The consideration mov-
ing from the incorporators to the State, as said by Justice
Story in the Dartmouth College case, is the benefit and
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advantage derived by the State or the public at large from
the organization of the corporation and the resulting pros-
perity of the community. Chief Justice Marshall also said,
in the same case, that the objects for which a corporation
is created are universally such as a government wishes to
promote. They are deemed beneficial to the country, and
this benefit constitutes the consideration, and in some cases
the sole consideration of the grant. In those States where
substantial fees are charged for the organization of cor-
porations, it has been suggested that the payment of these
fees by the incorporators, in addition to the general bene-
fits and advantages noted above, is to be regarded
as a part of the consideration for the grant by the State
to them.

§30. The Dartmouth College Case. The importance of
the Dartmouth College case and its consequent result upon
the law of private corporations in this country justifies
some further reference to it. The charter of Dartmouth
College, as originally granted by the British Crown prior
to the Revolution, limited the number of trustees to twelve,
conferred upon them the full power of governing the col-
lege, including the right of filling vacancies occurring in
their own body, and of appointing and removing instruct-
ors. After the Revolution, the legislature of New Hamp-
shire passed a law to amend the charter and to improve
and enlarge the corporation. It increased the number of
trustees to twenty-one, gave the appointment of the addi-
tional members to the executive of the State, and created
a board of overseers to consist of twenty-five persons, of
whom twenty-one were also to be appointed by the execu-
tive. These overseers had power to inspect and control
the most important acts of the trustees. An action of
trover was brought by the trustees of the Dartmouth Col-
lege against William H. Woodward in the State courts of
New Hampshire to recover the book of records, corporate
seal and other corporate property to which the plaintiffs
alleged themselves to be entitled. A special verdict was
found for the defendant if certain acts of the legislature
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of New Hampshire, those already referred to, were valid
and binding on the trustees without their assent, and at
the same time were not repugnant to the Constitution of
the United States; otherwise the verdict was to be found
for the plaintiff.

The Superior Court of Judicature of New Hampshire
rendered a judgment upon this verdict for the defendant,
which judgment was brought before the Supreme Court of
the United States on writ of error, and the single ques-
tion considered by that court was whether the acts to which
the verdict referred violated the Constitution of the United
States. The contention of the trustees was that the original
charter or grant constituted a contract as between the sov-
ereign State and the corporation, the obligation of which
could not be impaired by subsequent legislation on the part
of the State, invoking, in support of their contention, that
provision of the Federal Constitution which prohibits a
State from passing any law impairing the obligation of a
contract. Chief Justice Marshall wrote the principal opin-
ion and on the main question said, in the course of his
decision:

“‘This is plainly a contract to which the donors, the trus-
tees, and the Crown (to whose rights and obligations New
Hampshire succeeds) were the original parties. It is a con-
tract made on a valuable consideration. 1t is a contract for
the security and disposition of property. It is a contract on
the faith of which real and personal estate has been con-
veyed to the corporation. It is a contract then within the
letter of the Constitution, and within its spirit also, unless
the fact that the property is invested by the donors in trus-
tees for the promotion of religion and education for the
benefit of persons who are perpetually changing, though
the objects remain the same, shall create a particular excep-
tion taking this case out of the prohibition contained in
the Constitution. . . . The opinion of the court, after
mature deliberation, is that this (referring to the charter)
is a contract, the obligation of which cannot be impaired
without violating the Constitution of the United States.

This opinion appears to us to be equally supported by
reason and by the former decisions of this court.’’
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The decision then proceeded to hold that the acts of the
legislature of New Hampshire constituted an impairment
of the contract obligation of the charter and were, there-
fore, unconstitutional as contravening the constitutional
provision above referred to. Justice Miller referred® to
this decision in the following language:

¢‘It may be well doubted whether any decision ever deliv-
ered by any court has had such a pervading operation and
influence in controlling legislation as this.”’

And, again, in speaking of this case, he said:

‘‘The opinion, to which there was but one dissent, estab-
lishes the doctrine that the act of a government, whether
it be by a charter of the legislature or of the Crown which
creates a corporation, is a contract between the State and
the corporation, and that all the essential franchises, pow-
ers and benefits conferred upon the corporation by the
charter become, when accepted by it, contracts within the
meaning of the clause of the Constitution referred to.”’

The practical effect of this decision is to restrict the
power of the State in the passage of legislation, altering,
amending or repealing existing laws under which corpora-
tions have become incorporated and under authority of
which they are exercising the powers, privileges or capaci-
ties already granted. Or, to state the principle differ-
ently, the charter of the corporation, for example, the
source of its powers, can not be subsequently changed or
repealed by the State without the consent of the corpora-
tion and the other parties to the contract contained in it.

The far-reaching effect of this decision was clearly per-
ceived by the court, for Justice Story, in a concurring opin-
ion, suggested that if the legal effect of their decision should
be deemed against public policy, that it would be a com.
paratively easy matter for subsequent legislative acts
granting corporate rights and charters to reserve expressly
to the State the power to amend, alter, or repeal them. The
doctrine of the Dartmouth College case has been widely

8 Lectures on the Constitution, 392. "
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criticized, but on reflection and on examination of the inher-
ent and reserved powers of the State, it will be seen that
it is correct in principle, and that as to all of the essen-
tials of regulation and control the powers of the State are
not diminished.

§31. Meaning of the Word Law. The word law is
used in the Federal Constitution in the prohibition relating
to the impairment of the obligation of contract rights, and
controversy arose later in respect to its exact significance.
By a series of decisions the accurate meaning of the word
law as thus used is now held to include not only the acts
of any lawmaking body of the State, constitutional pro-
visions or amendments, but also decrees or judgments of a
court of last resort in a State to which it gives the force
and effect of a law. In other words, the term law is held
to include any act of the State to which it gives the force
and effect of a law.

§32. Inherent Power of the State to Regulate through
Its Police Power. Let us consider, first, some of the inher-
ent and inextinguishable rights of a State to control and
regulate the acts of all persons and the use of property
within its jurisdiction even though their exercise may affect
the powers or the capacities of corporations already in
existence and exercising them under previous authority
from the State. The most important of these is termed the
police power. This cannot be relinquished even by the ex-
press provisions of a charter so as to defeat the right of
the legislature to subsequently act in respect to it, much
less to operate as a restraint upon future legislative bodies.
Judge Cooley declared :*

“That all contracts and all rights are subject to this
power. And not only may regulations which affect them
be established by the State, but all such regulations must
be subject to change from time to time as the general well-
being of the community may require or as the circumstances
may change or as experience may demonstrate the
necessity.”’

4 Cooley, Constitutional Limitations (7th ed.) p. 833.
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Definitions, or attempted definitions, have been given in
many cases and by many legal authors. As an example:

““This police power of the State extends to the protec-
tion of the lives, limbs, health, comfort, and quiet of all
persons, and the protection of all property within the
state.’’s

All agree, however, that this power of the State extends
to the protection of its peace, good order, good morals,
welfare, and the health, lives, and limbs of its people, and
in the absence of constitutional provisions limiting the
manner of its exercise, a lawmaking body may prevent all
things hurtful to the safety, the welfare, and the comfort
of society, even though such legislation invades the right
of liberty or affects the property of individuals. This
power is inherent, inextinguishable, continuing and not
subject to surrender or barter.

§33. Restrictions upon an Exercise of the Police Power.
Limitations upon the exercise of the power necessarily
exist and for the purpose of this work two of the more im-
portant only will be suggested. These are, that the subject
of an attempted exercise of the police power by the State
must have some relation to the nature of the power; that is,
some reference to the peace, health, safety, and good order
or the good morals of the community; and also that the
regulations adopted by a State, or any of its subordinates,
in the ostensible exercise of the power must be reasonable
and necessary. As said by one court:

“It is not within the power of the general assembly,
under the pretense of exercising the police powers of the
State to enact laws not necessary to the preservation of
the life and safety of the community that will be oppres-
sive and burdensome upon the citizens. If it should pro-
hibit that which is harmless in itself, or command that to
be done which does not tend to promote the health, safety,
or welfare of society, it would be an unauthorized exercise

& Thorpe v. Rutland, ete., R. R. Co. 27 Vt. 140.
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of the power and it would be the duty of the courts to
declare such legislation void.’’®

In the valid exercise of the police power, therefore, the
conduct of the business of a corporation, or the business
itself, or the exercise of corporate powers theretofore le-
gally granted, may be regulated and controlled by the State,
though its action in this respect tends to lessen the cor-
porate capacity, or, in some cases, to prevent it entirely
from carrying on or conducting its business.

Police Power; Discussion and Illustration of Its Exer- -
cise. The existence of dual sovereignties in the United
States and the fact that to the Federal Government is given
certain exclusive powers, operate as a restriction upon an
exercise by the States of the police power in respect to
corporations. The power of the Federal Congress to pass
laws regulating interstate commerce, for example, is exclu-
sive in that body, and the several States cannot act where
an attempted exercise of the police power is in effect, a
regulation of interstate commerce. The States, however,
possess certain exclusive powers, and there are also others
which may be concurrently exercised by both the Federal
Congress and the States, and the right in each sovereignty,
therefore, remains unrestricted except as controlled by con-
stitutional provisions. Corporations, equally with other
persons, are subject to the proper exercise of the police
power of both the Federal Government and that of the
States, and this has been exercised in many cases in such
a way as to diminish corporate rights previously granted
or to affect the manner in which corporate business has
previously been transacted, acts which, if not done under
the police power, would amount to an impairment of char-
ter privileges and, therefore, contract rights. Legislation
has been passed in many instances establishing limitations
upon the power of making contracts between the corpora-
tion as an employer and its employes; provisions fixing
hours of labor, and especially those for women and chil-

6 Toledo, etc., B. R. Co. v. Jacksonville, 67 IIl. 37.
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dren; requirements in respect to the filing of reports by
corporations; inspection laws affecting, in many cases, the
carrying on of the business of the corporation for which
it was directly authorized by its charter; regulations gov-
crning the importation or transportation of diseased ani-
mals; and provisions regulating the manner in which the
business of common carriers is to be conducted. The lat-
ter acts have for their especial purpose the protection and
safety of travelers and other persons either employed by
the corporation or those whose safety will be enhanced by
reason of the regulations. The adoption of laws or munici-
pal ordinances controlling the speed of trains in cities or
at crossings or providing for the erection of safety gates;
tests for color blindness for engineers, are familiar exam-
ples; and many others of a similar nature will suggest
themselves to the reader. The police power of the State
also extends to the control and regulation of rates for serv-
ices or commodities furnished by quasi-public corporations,
but this subject has been sufficiently discussed in a preced-
ing section. Proper police regulations may even extend to
the abolition of a business or occupation previously carried
on by a corporation under authority of law. This principle
is well illustrated in the cases of Stone v. Mississippi, and
Beer Company v. Massachusetts.” In the former case the
court said:

“No legislature can bargain away the public health or
the public morals. The people themselves cannot do it,
much less their servants. The supervision of both these
subjects of governmental power is continuing in its nature,
and they are to be dealt with as the special exigencies of
the moment require. Government is organized with a view
to their preservation and cannot divest itself of the power
to provide for them. For this purpose the largest legisla-
tive discretion is allowed, and the discretion cannot be
parted with any more than the power itself.”’

In the latter case certain malt liquors belonging to the
Boston Beer company had been seized as it was transport-

1101, U. 8. 814; 97, U. 8. 25.
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ing them to its place of business with the intent there to
sell them in violation of a prohibitory liquor® law passed
subsequent to the organization of the corporation, which
was created for the especial purpose of engaging in the
manufacture and sale of malt liquors. The company
claimed that under its charter it had the right to manu-
facture and sell said liquors and that the prohibitory law
impaired the obligation of the contract contained in that
charter and was void so far as its business and property
was concerned. In passing judgment upon this point, the
court said:

““The plaintiff in error was incorporated ‘for the pur-
pose of manufacturing malt liquors in all their varieties,’
it is true; and the right to manufacture, undoubtedly, as
the plaintiff’s counsel contends, included the incidental right
to dispose of the liquors manufactured. But although this
right or capacity was thus granted in the most unqualified
form, it cannot be construed as conferring any greater or
more sacred right than any citizen had to manufacture
malt liquors; nor, as exempting the corporation from any
control therein to which a citizen would be subject, if the
interests of the community should require it. If the public
safety or the public morals require the discontinuance of
any manufacture or traffic, the hand of the legislature
cannot be stayed from providing for its discontinuance by
any incidental inconvenience which individuals or corpora-
tions may suffer. All rights are held subject to the police
power of the State. We do not mean to say that property
actually in existence, and in which the right of the owner
has become vested, may be taken for the public good with-
out due compensation, but we infer that the liquor in this
case was not in existence when the liquor law of Massa-
chusetts was passed. . . . The plaintiff in error boldly
takes the ground that being a corporation it has a right
by contract to manufacture and sell beer forever, notwith-
standing and in spite of any exigencies which may occur
ip the morals or the health of the community, requiring
such manufacture to cease. We do not so understand the
rights of the plaintiff. The legislature had no power to
confer any such rights.”’

897, U. 8 25.



4 PRIVATE CORPORATIONS

This same idea is also expressed in the Stone case pre-
viously cited, where the court said that in passing upon the
question of whether a law had been passed impairing the
obligation of a contract, the first query of the court would
be to ascertain whether any contract existed and it was
then held that the State could make no contracts surrender-
ing or limiting its right at any time to exercise its police
power.

§34. Eminent Domain. The inherent continuing and
inextinguishable power of eminent domain possessed by all
sovereignties also in its exercise may operate as a regula-
tion or control of corporations despite the contract doctrine
of the Dartmouth College case. This power is one which
gives to the State or its delegated agencies the right to
appropriate or take private property for a public use upon
the payment of just compensation. The courts hold, how-
ever, that the compensation secured by constitutional pro-
visions providing for the exercise of the power must be
full, ample, just and complete. The property of corpora-
tions, equally with that of natural persons, is subject to
the exercise of this power, and it has been suggested in
some cases that even the franchises of the corpora-
tion may be taken for a public use upon the payment of
just compensation.

§35. Taxation. The power of the State to compel the
payment of an equivalent contribution from persons and
property within its jurisdiction for its support is also one
of the continuing, inherent and inextinguishable preroga-
tives or powers of sovereignty, and unless there exists a
valid exemption as to corporations or their property from
taxation, or a limitation upon the amount which can be
collected, the state can exercise freely, subject only to con-
stitutional provisions, this power in respect to the proper-
ties of private corporations. As a theory, this power is
without limitations, but in the United States, the Constitu-
tions both of the United States and of the several States
contain provisions which, in effect, limit and restrict its
exercise. These limitations apply to the property of pri-

[ S
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vate corporations equally with that belonging to other
persons. A few of the more important may be suggested.
In the first place, the power can only be exercised for what
is known as a public purpose. The State cannot use its
power of taxation for the purpose of taking property from
one citizen to be given to another. The use of the moneys
obtained by taxation is limited to governmental purposes
or objects. A State is also restricted in the exercise of its
power of taxation to persons or property within its juris-
diction. This principle is axiomatic. The laws or the
powers of the sovereign can extend no farther than its geo-
graphical limits. The property, therefore, of a corpora-
tion, unless within the jurisdiction of the State, cannot be
taxed. The principles of uniformity and equality must also
be applied by the State in respect to the taxation of the
property of corporations.

It has already been suggested that in this country exist
dual sovereignties, the United States of America and the
several States. The Federal Constitution gives to the
United States certain prohibitive powers over the sovereign
acts of the different States. A few may be mentioned: a
State cannot pass any law impairing the obligation of a
contract. It must give to each citizen the equal protection
of its laws. It cannot deprive any person of life, liberty
or property without due process of law. Private property
cannot be taken for a public use without the payment of
just compensation; a State cannot make or enforce any
law which shall abridge. the privileges or immunities of
citizens of the United States. The power of the States over
corporations created under the Federal laws is limited in
all respects and this is especially true of those corporations
organized by the Federal Government as agencies of its
own in carrying out or executing some of the powers
directly given to it in the Federal Constitution. The banks
organized under the National Banking Laws are good illus-
trations of the latter class of corporations.

§ 36. Reservation of Right to Amend, Alter, or Repeal.
It has already been noted that Justice Story, in the Dart-
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mouth College case, suggested that the States might, in the
passage of laws providing for the creation of corporations,
reserve directly the right to amend, alter, or repeal them.
The States, without exception, have followed this sugges-
tion. The legal effect of such a reservation is to make
the power of the State in respect to amendment, repeal or
change, a part of the charter and its resulting contract.
Subsequent legislatures, therefore, can change, repeal or
alter laws relating to the incorporation and organization
of corporations and the conduct of their business without
the contention being raised that this action is tantamount
to an impairment of the contract obligation and therefore
unconstitutional under the well known provision of the
Federal constitution.

The possession of this power to amend, alter, or repeal
by the State, however, does not give to it, as might be
gathered from the phraseology, the unlimited and unre-
stricted power to deal with corporations and their prop-
erty. Some well established principles construing the right
to amend, alter, or repeal will be ncted in the following
section.

§ 37. Limitations upon the Reserved Right to Alter,
Amend, or Repeal. Where the State has expressly reserved
the right to repeal the charter of a corporation at that time
granted it, no question can be raised if subsequently the
power of repeal is exercised. To expressly reserve the
right to repeal, and then to withhold from the legislature
the legal right of exercising the power directly reserved
would be an absurdity. It can be no breach of a contract to
enforce its terms. Where the power to amend is alone
given, the courts hold that this is not equivalent to the
power of repeal; that a new charter cannot be forced upon
a corporation through the power of amendment, nor can
an existing charter be taken away; and, further, that the
State cannot compel the corporation to do business under
an amendment. The power to amend is limited to action
in consonance with the general powers and capacities of
the corporation as originally created. Where the power to
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alter, amend, or repeal has been reserved, the question pre-
sents greater difficulties. Thompson on Corporations® sum-
marizes the authority and the powers of the State under
these circumstances as follows:

‘“‘However, in such case the corporation is entitled to
some protection. On reason and authority the corporation
is entitled to protection as against any amendment or repeal
under such reserved right: (a) that would amount to a
confiscation of property; (b) that would defeat or sub-
stantially impair the object of the original grant; (c) that
would force the corporation into enterprises not contem-
plated by the original charter; (d) that would deprive in-
corporators of the control of the corporate property; (e)
that would authorize a disturbance of vested rights; (f) that
would take from the corporation its funds or property
without compensation or due process of law; (g) that would
annul or dissolve contracts already executed; (h) that
would amount to punishment for acts lawful when com-
mitted; (i) that would affect or change the rights of the
stockholders as among themselves; (j) that would extend
to giving a power to one part of the corporators as against
the other which they did not have before; (k) that would
abridge the lawful rights of the stockholders. These prin-
ciples are also supported by the leading law-writers.’’

It must be remembered that in connection with the pos-
session of the power on the part of the State to alter,
amend, or repeal, fundamental rights stated in the Consti-
tution of the United States or the constitutions of the dif-
ferent States operate as a limitation. These basic prin-
ciples, the application of which is extended not only to per-
sonal but also to property rights, are designed for the pro-
tection of artificial persons or corporations equally with
individuals. At the present time, when the inclination
exists, even on the part of well meaning executive officials
of high station as well as members of legislative bodies, to
forget or ignore the paramount and organic law, viz, our
constitutions, it might be well to call attention to some
provisions having for their purpose the objects above sug-

9 Thompson on Corporations, 2d ed., § 341.
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gested. No person, including a private corporation, shall
be deprived of life, liberty, or property without due process
of law; nor shall private property be taken for public use
without just compensation. No State shall make or enforce
any law which shall abridge the privileges or immunities
of citizens of the United States, nor shall any State deprive
any person of life, liberty, or property without due process
of law, nor deny to any person within its jurisdiction the
equal protection of the laws. Under these provisions, as
well as others, the courts have decided that even where the
power is reserved to alter, amend, or repeal the charters
of private corporations a State cannot so legislate as to
destroy or impair contract rights, either of the corporation
or of its members, previously acquired in the lawful exer-
cise of its corporate powers. That they cannot so legislate
as to effect an injustice to the members of a corporation;
that the contractual rights of members, as among them-
selves, cannot be destroyed or impaired, and that under
all circumstances and on all occasions no action can be
taken by the State which will destroy or lose to the cor-
poration and its members the property of the corporation.
Amendments to the charter cannot be forced upon a cor-
poration. Thijs principle obtains because the organization
of a private corporation is the result of purely voluntary
action on the part of its members. The State cannot com-
pel a group of persons to organize and conduct a private
business enterprise under a corporate form. It is within
the privileges of a corporation, where a radical amendment
has been passed, to wind up its affairs. Rights acquired
by the corporation and which are not included within the
contract terms of the grant cannot be made the subject
of amendatory legislation. ‘‘Personal and real property
acquired by the corporation during its lawful existence,
rights of contract or choses in action so acquired and
which do not in their nature depend upon the general
powers conferred by the charter, are not destroyed by such
a repeal.’’ 10
10 Greenwood v. Freight Company, 105 U. 8. 13.
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The Supreme Court of the United States, in another
case,!! held:

“¢All agree that it cannot be used (referring to the power
to alter, amend, or repeal) to take away property already
acquired under the operation of the charter or to deprive
the corporation of the fruits actually reduced to possession
of contracts lawfully made.”’

And again this court said, in another case:

*‘The power reserved to the legislature to alter, amend,
or repeal a charter authorizes it to make any alteration or
amendment of a charter granted subject to it which will
not defeat or substantially impair the object of the grant
or any rights vested under it and which the legislature may
deellln necessary to secure either that object or any public
right.”’

The term law as used in the contract obligation clause
of the Federal Constitution has already been defined as
including the act of any law-making body of a State.
Municipal corporations are frequently created by State
authority and a portion of its legislative power delegated
to subordinate legislative bodies known as municipal coun-
cils, or some equivalent term. The protection of the Federal
Constitution applies to the legislative acts of these subordi-
nate law-making bodies equally with the action of a State
legislature, and the principles in respéct to the protection
of property and vested rights, briefly stated in this and
the preceding paragraph, also refer to the legislative acts
of municipalities.

§38. The Charter of a Corporation: Its Construction.
The charter of a corporation is the source of its powers;
the fountain of its legal authority to act in its corporate
capacity. The charter, as will be remembered, includes
not only the articles of incorporation, as executed by the
incorporators, but also general laws and constitutional pro-
visions referring to the particular class or kind of corpora-
tion. Owing to the diverse character and qualifications of

11 Union Pacific R. B. Co. v. United States, 99 TU. 8. 700,
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the members of the legislative bodies, it is natural that at
times, language ambiguous and indefinite in its character
may be found in grants to corporations, or laws under
which they may be created and corporate powers exercised.
The occasion, therefore, frequently arises for a construction
and interpretation of the charter of the corporation. Rights
and privileges may be claimed and their existence denied.
It is then the duty of the courts to pass upon conflicting
claims. What rules of interpretation are adopted by them
in the determination of these issues? It might be said that
generally the courts, where the question is raised of the
meaning of a word or phrase, the existence of alleged con-
ditions or the application of particular laws, follow either
the rule of strict or of liberal interpretation or construc-
tion. Where the former is adopted, the existence of the
right or the application of the law is decided in favor of
the doubt. If the rule of strict interpretation is adhered
to, the doubt is resolved against the existence of the right
or condition or the application of the law.

The organization of corporations and the conduct of their
business is not only made legal by the State but is encour-
aged as a matter of public policy because of the resulting
benefit and advantage to the community. The grant of
corporate power may be either the authorization to trans-
act a business or to carry on an occupation under corporate
form which natural persons as a matter of common right
could engage in or carry on. On the other hand, powers
or capacities may be granted to a private corporation which
are exclusive in their character,!? or exemptions and special
privileges may be granted to them to possess and to enjoy
which the citizens of the country, as a matter of common
right, are not entitled to possess or enjoy. Stating the
proposition more concisely, corporations may enjoy and
possess either rights of an ordinary and natural character,
or special privileges and exemptions not existing as a mat-
ter of common right, nor without a special grant of the
State. Because of the favorable attitude of the State to-

12 Close v. Glenwood Cemetery, 107 U. 8. 486,
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wards corporations, the courts generally adopt, in the inter-
pretation of a charter, the liberal rule in respect to the exer-
cise of all the ordinary and usual powers of the corporation.
That rule of construction is also followed which tends to
facilitate the carrying on of the corporate business and the
success of the enterprise, if there is not involved a doubt
as to the existence of a special privilege or exemption. The
rule of strict construction, on the other hand, is universally
applied in connection with the exercise of exclusive privi-
leges, franchises, and exemptions. Where a grant to a cor-
poration is made in derogation of the common right, as the
phrase is sometimes stated, if any doubt exists as to its
existence, or the extent of its application, or the manner
in which it can be exercised, that doubt is resolved most
strongly against the corporation and in favor of the State.

Since the charter of a corporation consists largely of the
acts of law-making bodies, the rules or canons of construc-
tion usually applying to legislative acts will also be applied
to that legislation referring to and affecting private cor-
porations. One canon or rule of construction is that the
intent of the legislature is to be ascertained if possible in
cases of doubt as to the meaning of words or phrases or the
existence of a right. (eneral words, followed by specific
enumeration, are limited in their meaning to the rights or
powers conveyed or included in the words of narrower or
restricted meaning. The doctrine of exclusion, so-called,
is also frequently applied and followed by the courts in
determining the extent of corporate powers.

§39. Construction of Charters: Strict and Liberal
Rules. From an examination of the authorities it will
be easily ascertained that corporations exercise, under their
charters, two -classes or kinds of corporate power, viz,
those which might be termed as the usual and ordinary
acts essential to the transaction of their business as corpo-
rations and others involving the exercise of the rights
granted by the State of an extraordinary or exclusive
nature. The liberal rule is undoubtedly adopted by the
courts in construing and applying the former, while, with-
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out exception, the strict rule is followed in determining
corporate rights of the latter class. Phrases and decisions
are constantly found to the effect that the charter of a
corporation is to be strictly construed as against it and in
favor of the public; that nothing can pass by implication
and that no corporate capacities can be exercised unless
they are clearly and unequivocally expressed. Upon exam-
ination of the cases, it will be found that these principles,
in their severity, apply to special privileges, powers, or
exemptions claimed by the corporation. There will be
fcund also decisions holding that the strict rule of con-
struction applies to all the powers or capacities claimed
by the corporation, but the weight of authority as gathered
from the more recent decisions without doubt holds along
the lines suggested. This modern rule is, clearly, the cor-
rect one, and is well stated in Thompson on Corporations:!?

¢‘Ordinarily the interpretation is not to be opposed to the
general purposes of the grant, except where the restrictive
language of the charter itself is such that it cannot be
overlooked or disregarded. On this theory of interpreta-
tion, statutes, and charters are permitted to include devices,
instrumentalities and methods of conducting business
unknown and not in use at the time of the adoption of such
charter. This rule of progressive construction permits cor-
porations to keep pace with the progress made in inventions
and appliances, and extends jurisdiction to protect plans
and methods of transacting business which were not known
and could not have been stated in the charter at the time
it was granted.”’

In a Pennsylvania case it was stated :4

‘It is doubtless true that such charters are to be con-
strued most beneficially for the public and most strictly
against the company, but the construction must be a reason-
able one. The charters of most private corporations are
for purposes of private gain, and many of them grant
exclusive privileges in abridgement of individual rights,

13 Thompson on Corporations, 2d ed., § 369.
14 Brown v. Susquehanna Boom Co. 109 Pa. 8St. 57.
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but as they are intended to subserve public interests they
should be so construed as not to defeat the purpose of their
creation. . . . Whilst, therefore, the words of the
charter should be construed with some degree of strictness
for public protection, it should not be construed to require
the performance of what, in the nature of the case, cannot
be performed.”’

The liberal rule of construction, it will be found also,
upon an examination of the cases, to be applied with less
frequency in the case of quasi-public corporations. This
principle further illustrates the distinction attempted to
be made above in the nature or character of the powers
exercised by the corporation. The liberal rule is also used
where the corporation is seeking to avoid a liability through
a strict or technical construction of its charter. The sub-
ject of the comstruction of the charter is so intimately
connected with the exercise of its powers that a further
discussion will be had of the principles followed in the
chapter on corporate powers. Thompson on Corporations?®
states as a few fundamental rules, which apply to the inter-
pretation of charters, the following:

¢‘(a) Charters are to be construed as contracts between
the government and the corporation and not as mere laws;
(b) Charters are to receive a reasonable construction, and
if the intent can be satisfactorily made out from the express
words, and from the just and plain inference from the terms
used, it is to prevail and to be carried into effect; (c) If the
language of the charter be ambiguous, or the intent cannot
be satisfactorily made out from the terms used, then it is
to be taken most strongly against the corporation and most
beneficially to the public; (d) A right not given in express
words by the charter may be deduced by interpretation, if
it is clearly inferable from some of its provisions.’’

And another rule was given by Lord Coke:®

““The best exposition of the king’s charter is, upon the
consideration of whole charter, to expound the charter by

15 Thompson on Corporations, 2d ed., § 297.
16 Sutton Hospital Case, 10 Coke 1.
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the charter itself, every material part thereof being
explained according to the true and genuine sense, which
is the best method.”

§40. Franchises and Privileges. In a more extended
work this subject would receive extended and separate
treatment. In this elementary treatise, a discussion natu-
rally falls under the chapter on the State and the corpora-
tion, and must necessarily be limited to a few sections. It
will be somewhat difficult to state in the space assigned
in a concise and strictly accurate manner the essential
questions involved. This difficulty arises both from the
nature of the subject and also from the different concep-
tions of it by judges and lawmakers. The definition most
frequently given of a franchise is that of Chief Justice
Taney in a case in 1839,'" where he defines franchises as

‘¢Special privileges conferred by government upon indi-
viduals and which do not belong to the citizens of the
country generally of common right. It is essential to the
character of the franchise that it should be a grant from
the sovereign authority, and in this country no franchise
ean be held which is not derived from the law of the state.”’

The authorities are generally agreed that the term can be
used in a primary and secondary sense. The right of an
incorporated company ‘‘to be a corporation, or the right
conferred upon it by the State to be an artificial body, has
been called its primary franchise, and this has been distin-
guished from what is termed its secondary franchises which
include the right to carry on or transact a particular kind
of business as in the case of the privileges granted to a
water company with the right to take tolls, ete., or the right
of a railroad to collect fares or of a toll road company to
exact toll for services performed.’’ 18

This distinction is an essential one to bear in mind in
connection with the right of the State to regulate or
control the corporation, to amend, alter, or repeal its char-

17 Bank of Augusta v. Earle, 13 Peters (U. 8.) 519.
18 Joyce on Franchises § 8.
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ter, or to determine the extent of the capacities enjoyed
by a particular corporation. A clear distinction exists
between the grants of franchises which are essential to the
creation and the continued existence of the corporation,
to its right as a distinct legal entity, and other privileges
or powers given to it that are not essential or prerequisite
to its corporate existence. The purposes of corporate exist-
ence are quite distinct from the franchises of the corpora-
tion. A franchise to be a corporation is distinet from a
franchise as a corporation to maintain andoperatearailway.

In the Chicago City Railways'? case, the Supreme Court
of the United States held that the franchise of existing as
a corporation was given by the State and was distinet and
separate from the privilege or license given by the city
of Chicago to the corporation to operate and maintain a
system of street railways upon its highways. In another
case,?° this distinction is also emphasized:

“This corporate franchise, viz, the franchise to be and
exist as a corporation for the purposes specified in the arti-
cles of incorporation, appertains to every corporation, for
whatever purpose it may be formed, and there is no distinc-
tion in this regard between the banking or grocery corpora-
tion, and the railroad, water, or gas corporation. The right
to engage in every such business is open to all citizens, inde-
pendent of any grant from the sovereign, but it is available
to no one to conduct any such business through the agency
of a corporation without such grant. Certain occupations
are, however, of such a nature that various privileges con-
ferable only by the sovereign power are convenient, and
in most cases absolutely essential, to the successful main-
tenance of the business to be carried on, whether it he car-
ried on by a corporation or by an individual, such, for
instance, as the right to use public highways. Such rights
and privileges are also known as franchises, but they con-
stitute a class entirely distinct from and independent of
the corporate franchise.’’

The distinction is practically applied where the exist-
ence of the power to exercise certain rights is at issue.

19 Blair v. Chicago, 201 U. 8. 400-460, 50 Law ed. 801.
20 Bank of California v. San Francisco, 142 Calif, 276,
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Where franchises, as the word is used in its secondary
sense, are claimed, the rule of strict construction undoubt-
edly exists; while the liberal rule would be followed in
respect to the exercise of franchises which belong to the
first class, or where the word is used in its primary Sense.

§41. Exclusive Franchises. All franchises granted may
be of an exclusive character or otherwise. The word exclu-
sive as used in this connection is self-definitive. The right
or privilege to exist as a corporation for a specified pur-
pose, or of exercising certain corporate capacities or powers
is given by the State to a group of persons to be exclu-
sively exercised or possessed by them in a corporate capac-
ity. An exclusive grant of this character is regarded as a
contract, and if the State attempts to give to other persons
the same or equivalent rights this act will be regarded as
an impairment of the contract obligation. On the other
hand, if certain corporate rights and capacities are granted
with no words expressly stating their character as exclu-
sive, the State, undoubtedly, is not limited in its power to
grant to other corporations like privilege and capacities.

§ 42. Nature of Franchise. A franchise, whether the
word is used in its primary or secondary sense, is usually
regarded as a contract right, controlled by the principles
already stated. The permission of the State or of a sub-
ordinate agency, viz, a municipal corporation, to exercise
a corporate power or to conduct a business, the legal author-
ity to do which has been already granted by the State, is
considered by the courts usually as a mere license or the
grant of a privilege which may or may not be legally re-
garded as a contract. Its nature in this respect will be
determined by the language of the grant. The license may
be merely a revocable privilege. There are many illustra-
tions of franchises, privileges, or licenses granted to cor-
porations in modern times. The right to exercise the power
of eminent domain by railroad corporations; to establish
ferries or bridges; to construct and maintain systems of
street railways within the limits of municipalities; to estab-.
lish and maintain plants for the manufacture or supply
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of water, light, or power. The right of the State or of the
municipality as a subordinate agency of the State to repeal
or to alter the terms of the franchise, privilege, or license
given, as already suggested, will depend entirely upon the
language of the original grant, and whether, under the
rule of strict comstruction, it will be held a contract or
merely a revocable license.

§ 43. Assignability. Whether a franchise or license
granted by State or other lawful authority to a corpora-
tion can be assigned and transferred by it to some other
group of persons depends largely upon the existence of two
conditions. First, can this be done under the language
of the grant? In cases of doubt, the rule of strict construc-
tion applies. Second, what is the nature of the business
to be carried on under the franchise or privilege granted.
If it is that usually conducted or carried on by what are
known as quasi-public corporations, unless the right to sell,
transfer, or assign clearly appears in express terms, it will
be denied. This principle of law is based upon the reason
that in the grant of these powers to particular corporations
a certain degree of confidence is reposed in them in respect
to the performance of not only their powers and corporate
capacities, but also their duties to the public or community
at large. Quasi-public corporations, it will be remembered,
are private corporations, but engaged in a business which
affects the welfare of the public at large. The State, in
the grant of a franchise or privilege to a quasi-public cor-
poration, may consider it inadvisable or against public
policy that the rights conferred should be sold or assigned
to others lest the full and proper performance of their du-
ties and obligations to the public be impaired or destroyed.
A familiar illustration of this principle is to be found in
many statutory provisions that prohibit the sale, transfer,
or mortgaging of the franchises (using the word in its
secondary sense) of a common carrier.

The sale or transfer of the property of a railroad com-
pany, which also may be effected through the mortgaging
of its franchises, might result in the destruction of bene-
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ficial competition existing between several common car-
riers. The properties and franchises, if a sale or transfer
were permitted, might be acquired by one railroad cor-
poration and others, the charters of which had been granted
for the purpose of protecting the public against extortion
or discrimination, absorbed. The power to sell, transfer,
or assign franchises or privileges must be expressly given.

§ 44. Constitutional Protection of Franchises or Privi-
leges. Franchises or privileges, when granted by the State
or under its authority constituting a contract as between
the grantor and the corporation, will be protected by that
clause of the Federal Constitution in respect to the impair-
ment of contract obligations. Constitutional protection will
depend entirely upon the language of the grant or fran-
chise. If the privileges are construed as being merely
revocable, clearly no contract relation will exist.



CHAPTER VI
TAXATION OF CORPORATIONS

§ 45. Definition and Nature of the Power. It was stated
in a preceding section that in the absence of an express
exemption, the property of a corporation was subject to
the taxing power of the State as one of its inherent and
sovereign attributes. The exercise of the power, unless
as above stated specifically withheld, does not constitute
an impairment of any charter or contract obligation by the
State. The power to tax can be exercised both as a regula-
tive measure and also as a source of revenue to the State.
The power has been defined as that inherent and continu-
ing power of a State to compel the payment from persons
and upon property within its jurisdiction of an involun-
tary contribution for the maintenance of its organized
government. Another definition given by the Supreme
Court of the United States! is to the effect ‘‘that taxes
are burdens or charges imposed by the legislative power
upon persons or property to raise money for public pur-
poses. The power to tax rests upon necessity as inherent
in every sovereignty. The legislature of every free State
will possess it under the general grant of legislative power,
whether particularly specified in the Constitution among
the powers to be exercised by it or not.”’

And Judge Cooley, in his work on Constitutional Limita-
tions, states both a definition and some inherent limita-
tions upon an exercise of the power in the following

language:

‘“While taxation is in general necessary for the support
of government, it is not part of the government itself. Gov-
ernment was not organized for the purpose of taxation, but
taxation may be necessary for the purposes of government.

1 Ashley v. Ryan, 153 U. 8. 436.
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As such, taxation becomes an incident to the exercise of
the legitimate functions of government but nothing more.
No government dependent upon taxation for support can
bargain away its whole power of taxation, for that would
be, substantially, abdication. All that has been determined
thus far is that for a consideration it may, in the exercise
of a reasonable discretion and for the public good, sur-
render a part of its powers in this particular.’’

§ 46. Corporate Property Subject to Taxation. In the
case of Tennessee v. Whiteworth,? it was held by the Su-
preme Court of the United States, Chief Justice Waite
writing the opinion, that

“In corporations four elements of taxable value are
sometimes found: (1) franchises; (2) capital stock in the
hands of the corporation; (3) corporate property; (4)
shares of the capital stock in the hands of the individual
stockholders. Each of these is recognized as an element of
a taxable value in a corporation that, subject to constitu-
tional restrictions, can be taxed by the State.’’

The franchises of the corporation, it has been held in
many States, are subject to a separate tax in addition to
one on its property of a tangible value or the capital stock
of the corporation in the hands of the stockholders or con-
sidered as the capital stock of the corporation. The fran-
chises subject to taxation may be the rights and privileges
included within the meaning of that word, used either in its
primary or secondary sense, the primary meaning being,
as previously stated, the right of being a corporation and
the exercise of certain ordinary privileges in connection
with its existence in a corporate capacity ; and, in a second-
ary sense, the grant of special privileges and exemptions
or extraordinary powers not possessed by the people as a
matter of common right, or, in some cases, in derogation
of common right.

The right of the State to tax the tangible property of
a corporation obtains as a matter of course, the only limita-

2117, U. 8. 120,
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tions being those contained in its own Constitution or that
of the United States and which will be noted in a succeed-
ing section. Some States have held that the capital stock
of a corporation considered as capital stock is subject to
taxation independently of the right to levy a tax upon the
other elements of taxable value found in a corporation, or
upon its stock considered as the personal property of the
corporate stockholders.

Shares of stock in the hands of their owners are con-
sidered personal property, and as such subject to taxation
by the State. A tax upon shares of stock of the corpora-
tion may be effected either through an assessment of the
property in the hands of the shareholders, or the corpora-
tion itself may be compelled to pay the tax and collect it
from the stockholders by deducting it from its net profits
or dividends. In some States are to be found constitutional
prohibitions against double taxation, and it is a serious
question whether the taxation of the capital stock in the
hands of the stockholders, and also as an arbitrary item
of taxable value belonging to the corporation does not con-
stitute double taxation. The weight of authority so regards
it. Where no constitutional provision prevents double tax-
ation this is possible, although the courts always construe
laws, if possible, so as to prevent it.

§ 47. Methods of Taxation. The four elements of tax-
able value in a corporation were stated in a preceding sec-
tion. The methods employed in taxing either one or all of
these vary in the different States. Where, by statute, the
franchises of the corporation are taxed, some procedure is
also provided for the establishment of their value. It might
be suggested that where the franchises of a corporation,
whether the term is used in its primary or secondary sense,
are by statute made elements of taxable value and taxed,
in proceedings to ascertain the value of the property in-
vested in a plant for the determination of the question of
a reasonable charge made by that corporation for services,
a value of the franchises at least equivalent to the taxable
value should be included as a part of the capital or the
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property invested. A distinction is made by the courts
between the taxation of franchises and the levy of a tax
on the capital stock of a corporation. The taxation. of
both has been held not to constitute double taxation.

Various methods are employed to determine the value
of the capital stock of a corporation for the purposes of
taxation. The reader is referred, for illustration, to the
statutes of his own State. In some instances, a tax is levied
upon the par value of the stock; in other cases, upon the
market value at the time its assessed value is ascertained.
In still others, the tax is levied upon the amount of the
capital stock named in the articles of incorporation. In
some States the capital stock of different corporations is
classified and assessed according to the dividends paid, a
greater taxable value being placed upon the stock of cor-
porations paying the larger dividends.

The tangible value of the property of a corporation is
ascertained according to the methods provided by statute
and varies, nafurally, in the different States. The total
amount subject to taxation is fixed at the value of the prop-
erty less, in some cases, the property exempt from taxa-
tion, property otherwise taxed, and, in many cases, the
tangible value of the property less the debts of the corpo-
ration. Instead of taxing the actual tangible property of
a corporation, this result is often accomplished through
the taxation of the dividends, the gross receipts, or the
net earnings or profits of the corporation. The reader
is referred to the statutes of a particular State for the
details establishing the methods and procedure followed
by that State in the taxation of corporate property.

The shares of capital stock in the hands of the stock-
holders is distinguished from the capital stock of the cor-
poration and is subject to taxation as their personal prop-
erty, even where the tangible property of the corporation
has already paid a corporate tax, and, perhaps in addition
a tax has been levied and collected upon the capital stock
of the corporation in its own hands. Some States, how-
ever, provide an exemption from taxation of the shares



PRIVATE CORPORATIONS 63

of capital stock owned by a private individual residing
within the State where these shares of stock constitute a
part of the capital stock of a domestic corporation.

§ 48. Limitations Upon the Power of Taxation. While,
as a matter of theory, the State can exercise its powers of
taxation without limit in this country, as said by Judge
Cooley: ‘‘Government was not organized for the purpose
of taxation.”” Limitations upon an exercise of the power
are to be found in both the Federal and State Constitutions.
The agencies of the Federal Government are exempt from
taxation by the State. Chief Justice Marshall, in McCul-
loch v. Maryland,® held that the power to tax was the power
to destroy, and that if the right of a State to tax agencies
of the Federal Government was conceded, it would be pos-
sible for the States to impair the efficiency and even to
destroy the sovereignty of the Federal Government. The
converse of the rule also is true, and the courts have held
that it is without the power of the Federal Government to
tax the agencies of the separate States employed by them
in the exercise of their governmental functions or duties.
This rule is stated here for the reason that in some instances
the agencies of both the Federal and the State governments
have been corporations. National banks organized under
the present national banking law are, in respect to the issue
of currency, regarded as agencies of the Federal Govern-
ment, for to the United States is given by the Constitution
the sole power of coining money and the States are pro-
hibited from emitting bills of credit. Bonds or other securi-
ties issued by the Federal Government are clearly beyond
reach of the taxing power of the States.

The provisions of the Federal Constitution with reference
to the taking of property without due process of law; the
appropriation of private property for a public use without
the payment of just compensation; the equal protection of
the laws; and the impairment of a contract obligation have
all been held by the United States Supreme Court as lim-
itations upon the taxing power of the State where an

14 Wheaton 316
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attempted exercise of that power results in a violation of
these constitutional provisions. The Federal Constitution
also provides that ‘‘no State, without the consent of Con-
gress, shall lay any impost or duties on imports or exports,
except what shall be absolutely necessary for executing its
inspection laws’’. Private corporations and their property
have been repeatedly held to be persons and within the
meaning of these constitutional prohibitions and protective
limitations. The courts have held, however, that the States
may discriminate in the exercise of their taxing powers
between domestic and foreign corporations without acting
in contravention of the provisions named above.

Further Limitations Upon the Power to Tax. Several
limitations operating both as against the Federal Govern-
ment and the different States have been stated in the pre-
ceding section. There are others of sufficient importance
to justify a reference to them in even an elementary work
on the subject of private corporations. The taxing power
of the United States is derived from direct grants in the
Federal Constitution. The taxing power of each of the
different States is limited by the prohibitions contained in
the Federal Constitution and also such restrictions as may
be found in their own constitutions. By the Federal Con-
stitution, the exclusive power is given to the Federal Gov-
ernment of regulating interstate commerce, and it has been
repeatedly held that the State may, in an attempted exer-
cise of its taxing power, effect a regulation of interstate
commerce, and this action on the part of the State will be,
therefore, held unconstitutional.

The usual corporate agencies engaged in interstate com-
merce are common carriers, telegraph, telephone, and
express companies. In respect to the business of an inter-
state character transacted by these corporations, as well
as others, they are all regarded as instrumentalities of
commerce and subject to the exclusive control and regu-
lation of Congress. Taxes of a general nature, license or
franchise fees, cannot be imposed, where the result amounts
to a regulation of their interstate business. The principle
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is sufficiently illustrated by a recent case in the Supreme
Court of the United States.* A statute of Kansas provided,
among other things, that before a corporation of another
State, even one engaged in interstate business, should have
authority to do local business in Kansas, it should pay for
the benefit of the permanent school fund a charter fee upon
its entire capital stock at a prescribed rate. The Western
Union Telegraph Company, a New York corporation,
engaged in commerce among the States and in foreign
countries, had a capital stock of $100,000,000. It refused
to pay the required fee and thereupon the State brought a
suit in one of its own courts against the telegraph company
and sought a decree ousting and restraining the company
from doing any local business in Kansas. The State court
gave the relief asked for.® The Supreme Court of the
United States, however, reversed the judgment of the State
court, and held upon the question above involved that the
rule, that a State court may exclude foreign corporations
from its limits, or impose such terms and conditions upon
their doing business therein as it deems consistent with
public policy, does not apply to foreign corporations en-
gaged in interstate commerce, and the requirement that
the telegraph company pay a given per cent of all its capi-
tal, representing all its business, interests, and property
everywhere within and outside of the State, operated as
a burden and tax on the interstate business of the com-
pany, as well as a tax on its property beyond the limits of
the State which it could not tax consistently with the due
process of law enjoined by the fourteenth amendment. The
court also held that the right to carry on interstate com-
"~ merce was not a privilege granted by the States, but a
constitutional right of every citizen of the United States,
and that Congress alone could limit the right of corpora-
tions to engage therein. And that the disavowal by a State
enacting a regulation, of intent to burden or regulate inter-

4 Western Union Telegraph Company v. State of Kansas ez rel, 216 U. 8.,

1, decided Jan. 17, 1910,
875 Kansas, 609.
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state commerce, could not conclude the question of fact of
whether a burden was actually imposed thereby; and that
whatever the purpose of a statute, it is unconstitutional if,
when reasonably interpreted, it does directly or by neces-
sary operation burden interstate commerce. And, further,
that in determining whether a statute does or does not
burden interstate commerce, the court would look beyond
mere form and consider the substance of things.

§49. State Taxation of National Banks. National banks
are created solely under and by virtue of the laws of the
Federal Government and have, as one of the express objects
of their creation, the emitting of bills of credit; the States,
by the Federal Constitution, are prohibited from exercising
this power. They are to be regarded, therefore, as agencies
of the Federal Government in respect to which the States
cannot exercise their taxing powers. Congress, however,
conferred upon the States, by Act of Congress of June 3,
1864, the power to tax National Banks subject to the limita-
tions contained in that act. The phraseology of the pro-
hibition is:

‘““But the legislature of each State may determine and
direct the manner and place of taxing all the shares of the
National Banking Associations located within the State,
subject only to the two restrictions that the taxation shall
not be at a greater rate than is assessed upon their moneyed
capital in the hands of individual citizens of such State, and
that the shares of any National Banking Association owned
by non-residents of any State shall be taxed in the city or
town where the bank is located and not elsewhere. Nothin
herein shall be construed to exempt the real property o
associations from either State, county or municipal taxes to
the same extent, according to its value, as other real prop-
erty is taxed.”’ :

The phrase employed in this act, ‘‘moneyed capital in
the hands of individual citizens,’’ has been subject of ju-
dicial construction, notably and necessarily so by the Su-
preme Court of the United States.® The test of the validity

¢ Davenport Bank v. Board, etc., 123 U. 8. 83.
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of the tax levied by a State upon the property of a National
Bank, is whether it materially and injuriously discriminates
against the shareholders of National Banks. If this is the
effect of an exercise of the taxing power of the State, that
act is clearly unconstitutional.

§50. Property Subject to Taxation Must Be Within
Jurisdiction of Taxing Power. It is an elementary and
axiomatic principle that a tax, to be valid, can only be
levied upon the property of an individual or of a corpora-
tion, within the jurisdiction of the taxing power. The laws
of no sovereign have any extra-territorial effect. Personal
property, in respect to the exercise of the power of taxa-
tion, is subject to the law of the owner’s domicil, although,
in recent years, as to the personal property of a corpora-
tion or its shares of stock, this rule has partly yielded to
what some courts term the lex situs rule; that is, the law
of the place where the property is kept and used. The
shares of stock of the corporation may, therefore, be taxed
at the place of the domicil of the corporation without ref-
erence to the residence of the owner. The personal prop-
erty of corporations engaged in interstate commerce and
used in a State other than that of its creation may be taxed
by the State where it is so used. In a case in the Supreme
Court of the United States,” it was held that the method
of taxation adopted by the State of Pennsylvania was an
equitable one which took as the basis of assessment such
proportion of the capital stock of the company as the num-
ber of miles over which it ran cars in the State bore to the
whole number of miles in that and other States over which
it ran. The court said:

““This was a just and equitable method of assessment
and if it were adopted by all the States through which these
cars run, the company would be assessed upon the whole
value of its capital stock and no more.”’

§61. Exemptions from Taxation. The State or its sub-
ordinate agencies, when acting under lawful authority, may

7 Pullman Palace Car Company v. Penn., 141 U. 8. 18.
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grant a corporation, either at or subsequent to the time of
its incorporation, an exemption of its property from taxa-
tion either for a limited time or as to specific portions of it.
A grant of this character, if made for a consideration, is
usually regarded by the courts as a contract and its obli-
gation is protected by that provision of the Federal Consti-
tution relative to the impairment of contract obligations.
Privileges or exemptions of this nature are subject, how-
ever, to the rule of strict construction against the grantee,
and unless the exemption claimed clearly appears its exist-
ence will be denied. A relinquishment or abdication of the
taxing power of the State is never to be presumed. The
power of taxation is exercised by the State, not only in the
levy of general taxes, so termed, and the imposition of
license fees as a source of revenue, but also in the collec-
tion of a certain form of tax known as a special or local
assessment. This is a specific tax levied upon property
for the construction of a local improvement, the paving of
a street, for example, and the basis of its legality is the
reception by the property taxed of a special benefit or
advantage equal to the tax imposed. A good illustration
of the application of the rule of strict construction will be
found in the principle followed by the courts, that a general
exemption from taxation of the property of the corporation
does not include a release from the payment of special
taxes. The property of the corporation, unless exempt for
other reasons, will still be subject to the payment of local
assessments, or improvement taxes as they are sometimes
termed,



CHAPTER VII
CORPORATE POWERS

The term power, as used in connection with corpora-
tions, has a somewhat technical significance. In the legal
sense the word power, as applied to private corporations,
does not mean their ability to act through their various
agents, but rather their legal right and authority to so
act. It is possible for a corporation to do an act which
is in excess of or beyond its powers as the term is prop-
erly used. For instance, a bank corporation may con-
tract to buy real estate for investment, although its char-
ter gives it no such power. Such an act is said to be ulira

vires (beyond its powers) and this subject will be treated
in the following chapter.

A corporation is an artificial and juridical person pos-
sessing powers and capacities different from those of its
members. In order that an artificial person exist, some
affirmative act, or its equivalent, of the State is neces-
sary. It is a creature of granted powers unlike a natural
person who can exercise powers given fo all. A natural
person can do all the acts, for he has the capacity, except
those prohibited by law. A corporation, on the other
hand, can only exercise such powers or capacities as may
be given in its charter and which are the result of the grant
by the State. It can only exercise such powers, using the
word in its proper sense, as are conferred upon it by the
sovereign, either by express grant or through necessary
implication, and in general it can be said that its implied
powers are those which are incidental to its very existence,
or those which are necessary and proper for carrying out

6
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the purposes of its creation. In determining whether a
corporation has overstepped its legal powers, two theories
or principles are followed by the courts in England and
in this country. They are known sometimes as the theory
or principle of general capacity and that of special capaci-
ties. The rule generally adopted in England is that of gen-
eral capacity. In Pollock on Contracts, page 119, this doc-
trine is stated in the following language:

‘A corporation once constituted has all such powers and
eapacities of a natural person as in the nature of things
can be exercised by an artificial person. Transactions
entered into with apparent authority in the name of the
corporation are presumably valid and binding, and are
invalid only if it can be shown that the legislature has
expressly, or by necessary implication, deprived the cor-
poration of the power it naturally would have of entering
into them. The question is, therefore, was the corporation
forbidden to bind itself by this transaction.’’

In Ashbury Railroad Company v. Riche, L. R. 7, H. L
653, the following modification of this rule was made:

‘“Where there is an Act of Parliament creating a corpora-
tion for a particular purpose and giving it powers for that
particular purpose, what it does not expressly or impliedly
authorize is to be taken as prohibited.”’

The rule of general capacity, stated by Pollock, with the
subsequent modification, is generally adopted in England.

In this country, in the Federal courts, the rule or doctrine
of special capacities is generally followed, and that is well
stated by the Supreme Court of the United States in Thomas
v. Railway Company, 101 U. S., 82:

““We take the general doctrine to be in this country,
although there may be exceptional cases and some authori-
ties to the contrary, that the powers of corporations organ-
ized under legislative statutes are such and such only as
those statutes confer. Conceding the rule applicable to
all statutes, that what is fairly implied is as much granted
as what is expressed, it remains that the charter of a cor-
poration is the measure of its powers and that the
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enumeration of these powers implies the exclusion of all
others.”’

In a later case the doctrine was again stated in much the
same language,’ where Justice Gray said:

““The powers of a corporation, like its corporate exist-
ence, are derived from the legislature and are not, as in
the case of a copartnership, coextensive with the powers of
the individuals who compose it. Its charter, therefore, is
the measure of its powers and it can lawfully exercise such
only as are expressly or impliedly conferred by that
instrument. . . .

“The clear result of all these decisions may be summed
up thus: The charter of a corporation, ordinarily, in the
light of any general laws which may be applicable, is the
measure of its powers, and the enumeration of those powers
implies the exclusion of others.”’

It might be said, however, that in many of the State
courts the English rule is followed, especially in respect
to the transaction of all business relative to the exercise of
the ordinary powers of the corporation or which are neces-
sary to carry into effect powers expressly granted.

§ 562. Presumption of a Legal Exercise of Corporate
Powers. The presumption of law exists that a corpora-
tion is acting within its powers, another phase of the gen-
eral presumption of law of right doing. Those dealing with
a corporation have a right to assume that it is acting within
its legal authority, unless the act is clearly in excess of or
beyond its charter rights.

Place and Manner of Exercise. It has already been
stated that a private corporation is a creature of the
State under the laws of which it has been created and that
it can have no legal existence outside the jurisdiction of
that State. However, the principle or law of comity, as it
is termed, is followed almost universally, and corporations
are permitted, through its recognition to engage in the
transaction of business elsewhere. They are there subject,
however, to all the laws and regulations that may be passed

1 Central Transportation Company v. Pullman Palace Car Co., 139 U. 8., 4
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or adopted by that State relative to the doing of business
by foreign corporations, and the courts have repeatedly
held that restrictions or limitations upon the right of for-
eign corporations to so engage in business are not to be
regarded as discriminations or a denial of the equal privi-
leges, when compared with domestic corporations, which
are prohibited by the Constitution of the United States and
its amendments.

It is scarcely necessary to suggest that since a corpora-
tion is an artificial person authorized only to transact its
business by the State, statutory, and constitutional provi-
sions relative to the manner in which its corporate capaci-
ties are to be exercised, control. Furthermore, a corpora-
tion is not limited by the statutory term of its existence, but
may enter into contracts extending beyond its natural life.

§ 63. Classification and Definition of Powers. The term
power has already been defined, and the classification sug-
gested by Chief Justice Marshall in his definition of a cor-
poration in the Dartmouth College case is that generally
followed. Their powers are commonly divided into express
and implied ; those directly and clearly given in the charter
and others not expressly granted but which the courts hold
may be impliedly exercised. Where a legal authority to
do an act, to exercise a power is expressly granted, there
can be no controversy as to its legal powers or capacities
in this respect.

Implied powers are usually divided into those which the
corporation impliedly can exercise because essential or nec-
essary to corporate existence, and those which the corpora-
tion can exercise because they are necessary or proper to
the exercise of the powers expressly conferred. There is,
as a rule, little controversy in respect to the rights of a cor-
poration to exercise the implied powers of the first class,
viz, those which are absolutely necessary or essential to
the existence of the corporation or the transaction of busi-
ness, the right to transact which has been expressly given.
The disagreement in the authorities chiefly arises in respect
to the exercise of the implied powers of a corporation of
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the latter class, viz, those which it is claimed the corpora-
tion can exercise because they are necessary or proper to
the exercise of powers expressly conferred. The contest
is over the meaning of the words ‘‘necessary and proper’’.
'The case of McCulloch v. Maryland, 4 Wheat., 316, will be
found of great assistance in determining this question.
There one of the questions arising was the significance of
the words ‘‘necessary and proper’’ as used in the Federal
Constitution in connection with the powers exercised by the
Federal Government. The argument and the reasons given
by the court can be applied equally to the powers of the
corporation. Chief Justice Marshall said, in the course of
his opinion:

‘‘Congress is not empowered by it (the Constitution) to
make all laws which may have relation to the powers con-
ferred upon the Government, but such only as may be
‘necessary and proper’ for carrying them into execution.
The word ‘necessary’ is considered as controlling the whole
sentence and as limiting the right to pass laws for the exe-
cution of the granted powers to such as are indispensable
and without which the power would be nugatory; that it
excludes the choice of means and leaves to Congress in
each case, that only which is most direct and simple. Is
it true that this is the sense in which the word ‘necessary’ is
always used? Does it always import an absolute physical
necessity so strong that one thing to which another may be
termed necessary can not exist without that other? We
think it does not. If reference be had to its use in the
common affairs of the world, or in approved authors, we
find that it frequently imports no more than that one thing
is convenient or useful or essential to another. To employ
the means necessary to an end is generally understood as
employing any means calculated to produce the end, and
not as being confined to those single means, without which
the end would be entirely unattainable. Such is the charac-
ter of human language, that no word conveys to the mind,
in all situations, one single definite idea; and nothing is
more common than to use words in a figurative sense.
Almost all compositions contain words which, taken in their
rigorous sense, would convey a meaning different from that
which is obviously intended. It is essential to just con-
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struction, that many words which import something exces-
sive should be understood in a more mitigated sense, in
that sense which common usage justifies. The word ‘neces-
sary’ is of this description. It has not a fixed character
peculiar to itself. It admits of all degrees of comparison,
and is often connected with other words which increase or
diminish the impression the mind receives of the urgency it
imports. A thing may be necessary, very necessary, abso-
lutely or indispensably necessary. To no mind would the
same idea be conveyed by these several phrases.”’

In many cases the answer to the query whether a certain
act of a corporation is included in the second class of the
implied powers, will depend upon the attitude of a particu-
lar court upon the question, whether it thinks the proposed
act, power or capacity of the corporation desirable, and,
further, whether it believes in extending or narrowing the
powers of the corporation. The same act or power may be
regarded as desirable by some courts and undesirable by
others; and the latter may also believe in the general doc-
trine of narrowing or restricting the powers of the corpo-
ration. The answer to the query then will be in the nega-
tive. The right to exercise the power will be denied. How-
ever, under the doctrine of implied powers, some principles
have been adopted which are universally followed. The
act, in order that the power to do it may be implied, so it
bas been held, must tend directly and immediately, not
slightly or remotely, to accomplish the objects for which
the corporation was created. The word necessary, when
the claim is made that the act is necessary to the existence
of the corporation, does not always mean an absolute neces-
sity, but merely proper, convenient and reasonably neces-
sary. An incidental or implied power has been defined as
‘‘one that is directly and immediately appropriate to the
execution of the specific powers expressly granted, and is
bounded by the purpose of the corporate enterprise and
by the terms and intentions of the charter.’’? Under these
principles, it has been held that a corporation cannot engage
in a business different from that authorized by its charter.

2 Beach on Corporations, § 385.



PRIVATE CORPORATIONS 75

A corporation organized for the purpose of booming logs
cannot drive them; one chartered to manufacture lumber
cannot construct houses with its surplus product; a rail-
road organized to conduct the business of a common car-
rier cannot speculate in townsites. A bank cannot act in
the capacity of broker in buying and selling bonds for its
customers; and an accident insurance company, it was held,
could not insure generally against other casualties than
accidents. '

In an Illinois Railway Co. case v. Marseilles 84 Ill. 145,
it was said:

““The rule is familiar and is not contested that such
bodies (private corporations) can only exercise such powers
as may be conferred by the legislative body creating them
either by express terms or by necessary implication; and
the implied powers are presumed to exist to enable such
bodies to carry out the express powers granted and to
accomplish the purposes of their creation.”’

In a New Jersey case, New Jersey Railroad Company,
ete., v. Hancock, 35 N. J. Law, 545, the same principle was
expressed when the court said:

‘‘Power necessary to a corporation does not mean simply
power which is indispensable. Such phraseology has never
been interpreted in so narrow a sense. There are few
powers which are, in the strict sense, absolutely necessary
to those artificial persons, and to concede to them powers
only of such a character, while it might not entirely para-
lyze, would very greatly embarrass their operations. Such,
in similar cases, has never been the legal acceptation of
this term. A power which is obviously appropriate and
convenient to carry into effect the franchise granted has
always been deemed a necessary one. . . . The term
comprises a grant of the right to use all the means suitable
and proper to accomplish the end which the legislature had
in view at the time of the enactment of the charter.”

And in a Connecticut case the court said:?

‘“While a corporation has no powers except those which
are conferred by its charter, it is not requisite that those

8 Hope Mutual Life Insurance Company v. Weed, 28 Conn., 51.
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powers should be expressly granted, but it possesses
impliedly and incidentally all such powers as are necessary
for the purpose of carrying into effect those which are
expressly granted. The creation of a corporation for a
specified purpose implies a power to use the means
necessary to effect that purpose.’’

§564. Common-Law Powers, 80-Called. The old text
books and cases refer frequently to the existence of cer-
tain incidental or implied powers in a corporation which
it could exercise even when not expressly granted. These
are known as the common law capacities or powers and are:
(1) To have perpetual succession; (2) To sue or be sued;
to implead or be impleaded, grant or receive by its char-
{ered name and do all other acts that natural persons may;
(3) To purchase lands and hold them for the benefit of
themselves and their successors; (4) To have a common
seal; (5) To make by-laws or private statutes for the bet-
ter government of the corporation.* In an early case in New
York considering the powers and nature of private corpora-
tions, an opinion was rendered by Justice Nelson, who sub-
sequently became a member of the Supreme Court of the
United States. He there reduced these common law capaci-
ties, from the standpoint of that day, from five to three,
viz, (1) To have perpetual succession; (2) To take and
grant property, contract obligations, and to sue and be
sued by its corporate name as an individual; (3) To receive
and enjoy in common grants of privileges and immunities.®

§ 66. Principles of Construction. The charter of a cor-
poration, using the term in its broadest significance, is the
source of its powers. The cardinal principles of construc-
tion have already been given in preceding sections dis-
cussing the charter of the corporation and its interpreta-
tion. The general doctrine in respect to the powers of cor-
porations has been stated by the Supreme Court of the
United States, Thomas v. Railroad Company, 101 U. 8., 82,
in the following language:

¢ Bl Comm., 416. 3 Thomas v. Dakin, 22 Wend,, N. Y., §.
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‘“We take the general doctrine to be in this country,
although there may be exceptional cases and some authori-
ties to the contrary, that the powers of corporations organ-
ized under legislative statutes are such and such only as
those statutes confer. Conceding the rule applicable to
all statutes that what is fairly implied is as much granted
as what is expressed, it remains that the charter of a cor-
poration is the measure of its powers and that the
en}lllmera}tion of these powers implies the exclusion of all
others.’

A clear distinction can be made between the exercise of
the ordinary and usual business powers of a corporation
and those which involve the right of possessing and enjoy-
ing extraordinary or special privileges and exemptions.
The common rule applied in respect to the former class of
powers is the liberal one, or of reasonable and progressive
construction, as the phrase was used in Thompson on Cor-
porations. It is true that a corporation can exercise no
powers not fairly expressed or implied in the charter, but,
on the other hand, it is not the duty of the courts, nor do
they attempt to avail themselves of every opportunity or of
finding means on every occasion to defeat or impair the
effect of the apparent language of the charter. Corporate
powers are to be construed fairly and reasonably. On the
other hand, where the question of the right to exercise an
exclusive power, privilege or exemption is claimed, the lan-
guage upon which such a power is based is to be construed
strictly, and nothing, the courts hold, will pass by implica-
tion. In a Massachusetts case® it was said:

‘““We know of no rule or principle by which an act creat-
ing a corporation for certain specific objects, or to carry
on a particular trade or business, is to be strictly construed
as prohibitory of all other dealings or transactions not com-
ing within the exact scope of those designated. Undoubt-
edly, the main business of the corporation is to be confined
to that class of operations which properly appertain to the
general purposes for which its charter was granted; but
it may also enter into contracts and engage in transactions
which are incidental or auxiliary to its main business, or

¢ Brown v, Winnisimmet Co., 11 Allen, Mass., 326.
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which maj' become necessary, expedient, or profitable in the
care and management of the property which it is authorized
to hold under the act by which it was created.”’

And in Downing v. Road Company, 40 New Hamp. 230,
the court stated as a rule of construction:

“In giving a construction to the powers of a corporation,
the language of the charter should in general be construed
neither strictly nor liberally, but according to the fair and
natural import of it, with reference to the purposes and
objects of the corporation. If the powers conferred are
against common right; and trench in any way upon the
privileges of other citizens, they are, in cases of doubt, to
be construed strictly, but not so as to impair or defeat the
objects of the incorporation.”’

The rule of strict construction, in all its severity, was
stated by the Supreme Court of the United States’ in the
following language:

““The rule of construction in this class of cases is that it
shall be most strongly against the corporation. Every rea-
sonable doubt is to be resolved adversely. Nothing is to
be taken as conceded, but what is given in unmistakable
terms or by implication equally clear. The affirmative must
be shown. Silence is negation and doubt is fatal to the
claim. This doctrine is vital to the public welfare. It is
axiomatic in the jurisprudence of this court.”’

Concrete Illustrations of Implied Powers. The common
incidental or implied powers have been stated in a previous
section, but a brief discussion of them may assist the reader
to a better understanding of their nature and extent.

§ 56. Perpetual Succession. The right of perpetual suc-
cession is an essential characteristic and power of a pri-
vate corporation. Its possession enables the corporation to
maintain its legal identity as an artificial person during
the term of its continuance. By the term perpetual is under-
stood not necessarily enduring forever in the common
acceptation of the term, but simply for that length of time

7 Northwestern Fertilizing Company v. Village of Hyde Park, 96 U. 8., 659.
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which the corporation is permitted to exist under the laws
of the State creating it. Some charters originally were
granted giving to the corporation a perpetual life in the
exact sense of the word. It is a common and universal
practice now for the creating power to limit the duration
of the existence of the corporation, and the term perpetual
succession, therefore, means simply, as already stated, the
right of a corporation to exist during the period limited
by law. This characteristic of perpetual succession, using
the term as above limited, is one of the principal distin-
guishing features of a private corporation as compared
with a natural person or a group of natural persons acting
under any form other than that of a corporation. The cor-
poration maintains its identity during its life, irrespect-
ive of the death of its members. These may be constantly
changing, by death or transfer of interest, and yet the
artificial person exists as a legal person. Blackstone com-
pared the corporation in this respect to the River Thames,
which he said remained the same at any given point,
although the particles of water which composed it were
constantly changing.

§57. A Common Seal. The implied right of a corpora-
tion to use a common seal undoubtedly had its origin in
the universal use by natural persons, under the common
law, of a seal, the custom based upon the inability of many
to write. The use of the seal was a requisite to the legal
act of a natural person and this principle was naturally
applied to artificial persons as they were created. This
rule has been so modified that a corporation may legally
act without a seal in all cases where an individual may do
g0, unless especially required by some statutory provision.

§58. Power to Make By-Laws. Another implied or
common law capacity, so-called, is the power to make by-
laws. A by-law has been defined as ‘‘a rule of permanent
character adopted by a corporation for the regulation of
its internal affairs.”” Its purpose is to regulate the con-
duct of the business of the corporation and to define the
duties of its various officers and agents. The right to
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adopt by-laws is usually vested in the members or the
stockholders of the corporation, unless by the articles of
incorporation this power is given to the board of directors.
1t is axiomatic that the existence of the right, whether in
the members of the corporation or its board of directors or
managing officers, creates the coextensive power, in the
proper and legal manner, of amending or repealing them.
The provisions of the charter, or of the general laws of
the State, if they exist, must be strictly observed in the
adoption, the amendment, or the repeal of by-laws.

Upon Whom Binding. 1t may be important to know at
times the legal effect of a by-law upon the corporation
itself or those dealing with it, and this condition is sug-
gested by the title of this paragraph. The corporation
clearly is bound and the members of the corporation;
also those dealing with the corporation and having actual
notice of the existence of a by-law which may affect the
legal results of a business transaction. The members of a
corporation are bound by the by-laws at all times and under
all conditions, even though they have no actual notice or
knowledge of their existence. If actual notice or knowl-
edge is lacking, the courts hold that because of the fact
of membership the principle of constructive notice or
knowledge is applied. Constructive notice or knowledge
is that which is imputed to the person himself, or which
he necessarily ought to know, or which, by the exercise of
ordinary diligence, he might know. The legal effect of
by-laws, their interpretation and construction, is a judicial
function, and one exercised, therefore, by conrts of compe-
tent jurisdiction.

Requirements of a Legal By-Law. A by-law, it has al-
ready been stated, is a rule of permanent conduct control-
ling the action of the corporation and of its members and
officers in the management of its affairs. It is, therefore, a
law, though limited in its scope and application. The by-
law, to operate legally as a rule of conduct, must possess
all the characteristics of a law. The charter of the corpo-
ration is its superior and paramount law, and it follows
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that a by-law cannot be inconsistent with or contravene
any of its provisions or terms. The Constitution of a State
or of the United States is the superior and paramount
law, and the act of any subordinate body cannot be con-
trary to its provisions. A by-law cannot impair a vested
right. It must not conflict with the general principles of
the common law where they control, or be repugnant to
laws of the State. A by-law of a corporation fixing a pen-
alty for the doing of an act by its members greater than
the penalty provided by the general laws of the State for
the commission of the same act, was held invalid. A by-law
cannot have a retroactive effect, a principle which applies
universally to all legislation. By-laws must be reasonable
and not oppressive; neither can they operate in restraint
of trade or be against the public policy. The latter phrase
has been defined as follows: ‘‘By public policy is intended
that principle of the law which holds that no subject can
lawfully do that which has a tendency to be injurious to
the public or against the public good.’’® It is a term which
is indefinite both in its meaning and application, and should
be adopted as a reason for a legal holding only when all
other reasons fail, for, as was said by an eminent English
judge many years ago, the adoption of this as a legal reason
for a decision is like ‘‘mounting an unruly horse; one never
knows where it will land him.’’ They must be general and
not for the benefit of or detrimental to any particular mem-
ber or class of members; they must be uniform in their
application, principles also applying to all legislation.

As illustrative of the principles above referred to, some
cases may be noted. A by-law requiring, in the absence
of a charter provision to that effect, the consent of the
president of the corporation to a transfer of stock was held
void as in restraint of trade, but by-laws requiring the sur-
render of a certificate of stock to certain designated offi-
cers of the corporation, and its cancellation by them, in
case of sale and transfer of stock, have been usually sus-
tained as valid and not unreasonable nor in restraint of

8 Greenwood on Public Policy.
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trade. A by-law of a corporation requiring as a qualifica-
tion for membership a prohibition against membership in
the militia was held invalid, as in contravention of the law
of the land. By-laws of social clubs, chambers of com-
merce, boards of trade, and similar bodies providing for
the expulsion of members for dishonorable conduct and pro-
hibiting the transfer of membership, so long as the member
may be indebted to the corporation or to any other mem-
ber, have been held valid.

§59. By-Laws Restricting Powers of Corporate Officers
and Agents. A corporation being an artificial person nec-
essarily must act through natural persons, its agents. The
adoption of by-laws defining and establishing the powers
of corporate officers and agents is a common custom. In
many cases they restrict or limit the power of the agent
when acting for the principal, viz, the corporation. The
authorities are conflicting upon the question of the effect
of a restrictive by-law as between third persons dealing
with the corporation and the corporate agents acting in
its behalf. This is especially true where the third person
has the legal right to presume from the indices of authority
or the title of a corporate officer or agent, with whom he
is dealing, that the transaction in question comes within
the general or apparent scope of the authority of that cor-
porate agent, and that his act, therefore, is binding upon
the principal. As stated in a preceding section, the by-laws
of a corporation are not binding upon third persons dealing
with the corporation unless they have actual notice or
knowledge of the by-law and act upon that knowledge.
The weight of authority inclines to the view that a by-law
which limits the authority of a corporate agent will not
affect the legality of the transaction, where he acts within
the apparent scope of his power and authority, though in
excess of his actual authority as fixed by the by-law. There
are authorities, however, which hold to the contrary. The
sounder reasons support the weight of authority, for, as
was said in a recent New York case:®

9 Rathbun v. Snow, 123 N. Y., 343.
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‘“‘The defense based upon a limitation in the by-laws of
the company, of which the plaintiff had no knowledge, can-
not be sustained. By-laws of business corporations are,
as to third persons, private regulations, binding as between
the corporation and its members, or third persons having
knowledge of them, but of no force as limitations per se as
to third persons of an authority which, except for the
by-law, would be construed as within the apparent scope
of the agency. Third persons may act upon the apparent
authority conferred by the principal upon the agent and
are bound by secret limitations or instructions qualifying
the terms of the written or the verbal appointment.’’

§60. Power to Acquire and Hold Real Estate. At
common law, one of the implied or incidental powers of the
eorporation was ‘‘to purchase lands and hold them for the
benefit of themselves and their successors.’’ This implied
power exists almost universally at the present time where
the power to purchase and transfer real property is neces-
sary to the existence of a corporation, or convenient and
proper to the purposes for which the corporation was organ-
ized. The Minnesota statutes eontain a provision which is
quite common to the States: ‘‘Every corporation formed
under the provisions of this chapter shall have power . . .
to acquire by purchase or otherwise, and to hold, enjoy,
improve, lease, encumber, and convey all real and personal
property necessary to the purposes of its organization, sub-
ject to the limitations hereafter declared.”’ Independent
of a statutory provision of this character, a corporation
will have the implied power, under the circumstances first
noted in this section, to acquire, hold, and transfer real
property.

An Indiana case,’® in considering the question of the
power of private corporations to acquire and alienate real
estate, divided them into four classes, as follows: ‘‘First,
those whose charter or law of creation forbids that they
should acquire and hold real estate. In which case a
corporation cannot take or hold real estate; and a deed or
devise to it passed no title. (Note, however, the discussion on

10 Hayward v. Davidson, 41 Ind. 212.
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the point which follows.) Second, those whose charter or
law of creation is silent on the subject. In such case, as a
general rule, there is no power to acquire and hold such
property. But if the objects for which the corporation was
formed cannot be accomplished without acquiring and hold-
ing the title to real estate, the power to do so is implied.
Third, those corporations whose charter, etc., authorizes
them in some cases, or for some purposes, to take and hold
the title to real estate. In these cases, as the corporation
may for some purposes acquire and hold title, it cannot be
questioned by any party, except the State, whether the real
estate has been acquired for the authorized purposes or not.
Fourth, those whose charter, etc., confer a general power
to acquire and hold real estate, such corporations may take
and hold real estate as freely and as fully as natural
persons.’’

Limitations upon Power to Acquire. To prevent the
acquisition of large tracts of land by corporations, through
the English statutes of mortmain, ending with 9 George II.,
they were forbidden to take and hold real property without
a license from the crown. Statutes of this character have
not been passed generally in the United States, although
recognized in Canada, Great Britain and in Pennsylvania.
Statutory or constitutional provisions have been quite com.
monly adopted throughout the United States by the differ-
ent States limiting the power of alien corporations to
acquire and hold real property. The Minnesota statute is
illustrative of this class of laws:!! ‘‘Except as hereinafter
provided no person, unless he be a citizen of the United
States or has declared his intention to become a citizen,
and no corporation, unless created by or under the laws of
the United States or of some State thereof, shall hereafter
acquire lands or any interest therein except such as may
be acquired by devise or inheritance and such as may be
held as security for indebtedness. . . . Except as herein-
after provided, no corporation or association, more than
twenty per cent of whose stock is owned by persons not

11 Revised Laws of Minnesots, 1905, §§ 32, 85, et segq.



PRIVATE CORPORATIONS 85

citizens of the United States, or by corporations or associa-
tions not created under the laws of the .United States or
of some State thereof, shall acquire lands in this State.”’

In the absence of special statutory provisions, there is no
limitation in either England or the United States to take
real property by devise, though this power, it must be
understood, can only be exercised in the acquirement of
property for use by the corporation in the conduct of its
business as authorized by the general objects of the cor-
poration. The acquisition of real property through any
method, for purposes entirely foreign to the business for
which the corporation was organized, may be directly and
in any case is impliedly forbidden.

Express or implied prohibitions against the acquisition
of real property by private corporations does not prevent
them, however, from taking lands as a security for a debt
due the corporation, or in the satisfaction and payment of
a debt, nor do they apply to the acquisition of real prop-
erty at a foreclosure sale. In determining the power of
a corporation to acquire real property under its charter,
the rules for the interpretation of charters and the con-
struction of corporate powers, as already stated in preced-
ing sections, must be applied and followed. The courts
have held, as illustrating these principles, that a manufac-
turing corporation may purchase land in an adjoining city
upon which to construct and maintain an office building of
a size at that time largely in excess of its actual needs.!?

A manufacturing corporation, it has also been held, may
purchase land not only for the purpose of erecting its fac-
tories, but also, if it is reasonably necessary, for erecting
houses for its employes.’* A corporation created for char-
itable purposes and for the promotion of inventions and
improvements in the mechanic arts, it was held, had author-
ity to purchase land for the erection of a building for the
purpose of holding exhibitions and meetings.*

12 People v. Pullman Palace Car Company, 175 IIl. 125.

13 Steinway v. Steinway & Sons, 17 Misc. Rep. (N. Y.), 43.
14 Richardson v, Mass, Charitable and Mechanic Ass’n, 131 Mass, 174.
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If the purposes for which a corporation acquires real
property are to procure a monopoly, the transaction will
be regarded as not only ulira vires, but as contrary to
public policy and illegal; though, if this power of the cor-
poration is expressly conferred by its charter, the contrary
rule will hold.

The power to convey is, of course, coextensive with the
power to take and hold subject to the one limitation that a
corporation must not grant away or pledge its property
and franchises to an extent which will prevent it from
carrying out the purpose of its creation. This limitation,
however, is almost exclusively applied to those corpora-
tions of a quasi-public character.

Title Acquired. In the absence of statutory provisions,
and where the corporation is authorized expressly or im-
pliedly to acquire and hold real property, it may exercise
its right in the same manner and acquire the same estate
which it would be possible for a natural person to acquire
under similar circumstances. Where the lawful authority
exists, the title acquired may therefore be a fee simple,
leasehold interest or an easement merely.

Right to Acquire; How and by Whom Questioned. A
corporation may acquire and attempt to hold real prop-
erty contrary to its charter or to the general principles
named in the preceding sections, and the question then
arises of its legal title to the property thus acquired and
by whom its rights can be questioned. This subject will
be more fully discussed under the chapter relating to the
ultra vires acts of a corporation. It can be stated here,
however, that although there are some cases to the con-
trary, the great weight of modern authority holds that
where a corporation has acquired property contrary to an
express prohibition or to its charter powers, the title to
the real estate so acquired passes to the corporation, and
its legal rights in respect thereto can only be questioned by
the State.

This principle is obviously based upon the fundamental
one that all the powers and capacities of a corporation pro-
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ceed from the State. In respect to the acquirement of
property, real and personal, no rights are derived from
third persons dealing with the corporation. If the corpora-
tion has violated a law of the State or of its charter pro-
visions, it is for the State and the State alone to question
the legality and the legal effect of such transactions. This
rule of law has also been applied on the grounds of public
policy, for the adoption of another different one would lead
to endless confusion and inconvenience, not only in the
transaction of the corporate business, but in respect to
real estate titles throughout the land. It follows, there-
fore, that even where a real estate corporation has acquired
and is holding lands contrary to law it may convey a good
title for them to a grantee or maintain an action against
trespassers. The rights of a corporation to acquire and
hold real property cannot be inquired into collaterally or
taken advantage of by third persons dealing with the
corporation.

§61. General Powers as to Property. Within the lim-
itations of the purpose of its creation, and subject to the
restrictions already mentioned, a corporation has the same
right to acquire and control property, other than real, that
a natural person has. At common law there was no restric-
tion placed upon the quantity or the value of the personal
property which a corporation might hold, except such lim-
itations as might grow out of the nature of the corporation
itself and the purposes of its creation. The statutes of
mortmain were never held to apply to personal property.
The true rule, at the present time, is that a corporation
may purchase and hold or sell personal property without
restraint other than that which is generally imposed by
law, its charter, and the objects of its creation.

§62. Power to Contract. The rules of law relative to
the construction of the corporate charter and the extent
of its powers apply to the subject of this section. The
exercise of corporate powers, in a large measure, involve
acts of a contractual nature. The general rule in respect
to the validity of a corporate contract is that it is valid.
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The presumption of law being in favor of right doing, the
contracts of a corporation are presumed to be within the
lawful scope and objects of the corporation, until, by a
preponderance of proof, the contrary appears. The bur-
den of establishing a corporate contract as wlira vires is
upon the party making this contention. The courts follow,
also, the general principle that, within the limitation of
its powers, either express or implied, and in furtherance
of the general purposes for which it was created, a cor-
poration may as freely contract as an individual might
under like circumstances and conditions.

Formalities to Be Observed in the Exzecution of Cor-
porate Contracts. At common law the rule was rigidly
adhered to that a corporation could legally enter into a
contract only by the use of its seal. The corporation
‘‘spoke through its seal’’; but this rule has been relaxed
to such an extent that for many years a corporation has
only been required to use its seal when, under the same
conditions, its use was obligatory upon natural persons.
Justice Story, in an early case in the Supreme Court of
the United States,'s said, after discussing the common law
rule:

“‘The technical doctrine that a corporation could not con-
tract, except under its seal; or, in other words, could not
make a promise, if it ever had been fully settled must
have been productive of great mischiefs. Indeed, since the
doctrine was established that its regularly appointed agent
could appoint in their name without seal, it was impossible
to support it, for otherwise the party who trusted such
contract would be without remedy against the corporation.
Accordingly, it would seem to be a sound rule of law that
wherever a corporation is acting within the scope of the
legitimate purposes of its institution, parol contracts made
by its authorized agents are express promises of the cor-
poration; and all duties imposed upon them by law and all
benefits conferred at their request raise implied promises
for the enforcement of which an action will lie.”’

The by-laws of the corporation may prescribe certain
16 Bank of Columbia v, Patterson, 7 Cranch. 298.
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formalities to be observed by it in the execution of its con-
tracts. A by-law of this character, it has been held, is not
binding upon one who, with no knowledge of its existence,
enters into contractual relations with the corporation, and
where the officer or agent with whom he is dealing is appar-
ently clothed with full power to bind the corporation. If
the third person has knowledge of by-laws limiting the
authority of the corporate officers or agents to act, he is
clearly bound by this actual knowledge. The courts also
hold that third persons dealing with the corporation are
bound by the limitations upon its powers contained in the
charter of the corporation, though sometimes this rule has
been doubted where the charter is a special act of which
even a court will not take judicial notice, but which must
be specially pleaded. One dealing with a corporation
through its agents may rightfully assume that it is
acting within its powers and with due observance of the
formalities and steps required by its by-laws and its char-
ter, unless the contract itself or the manner of making
it is clearly and unmistakably in excess of its corporate
powers. Statutory provisions establishing formalities to
be observed by corporations in the making of contracts
must be observed either strictly or substantially, as the
provisions of the law are held to be either mandatory or
directory in their character. The authority of corporate
officers and agents will be considered in a subsequent
chapter.

Ratification and Estoppel. A contract entered into by
a corporation in an irregular or informal manner, or one
made by a corporate agent in excess of his apparent author-
ity, may subsequently become binding upon the corporation
through the doctrine of ratification. This principle will
be applied where the corporation subsequently is informed
of the existence of the contract and takes no steps to dis-
affirm it; where, without its recognition, it takes no steps
to disaffirm the contract, or where it formally adopts
the contract, makés it its own or accepts its benefits.
¢‘ Authority in the agent of a corporation may be inferred
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from the conduct of its officers or from their knowledge or
neglect to make objections as well as in the case of
individuals.’’!¢

In the case of irregular, informal, and even unauthorized
contracts, the parties may be bound through the doctrine
of estoppel. This principle is applied sometimes in those
cases where it was represented and assumed by the con-
tracting parties that the capacity to make the contract
existed and that its execution was regular and formal, and
that all of the provisions of the charter or of the by-laws
had been complied with as required. A definition of estop-
pel was given in a leading case,'” and may be useful at
this time. Lord Denman, in that case, said:

‘“Where one by his words or his conduct wilfully causes
another to believe in the existence of a certain state of
things and induces him to act on that belief so as to alter
his own previous position, the former is concluded from
averring against the latter a different state of things as
existing at the same time.’’

Contracts Void as Against Public Policy. All persons,
artificial equally with natural, are forbidden to enter into
contracts which the sound policy of the law considers det-
rimental or injurious to the public interests. This prin-
ciple applies particularly to corporations of a quasi-public
character, and arises from the nature of the privileges or
franchises given them by the State. The established prin-
ciples of the common law may stamp certain contracts with
this character, and absolute prohibitions may, in other
cases, render them illegal as well as ultra vires. Corpo-
rate contracts may not only be ultra vires, or in excess of
their corporate powers, but also illegal for the reasons
stated above. A lobbying contract would clearly be illegal
as well as wltra vires, because involving the use of improper
means to influence or prevent legislation. Contracts which
effect an unreasonable restraint of trade or tend to create

16 Sherman v. Fitch, 98 Mass. 59.
17 Pickard v. Sears, 6 Ad. and EL 469.
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a monopoly and prevent competition, whether in violation
of well recognized principles of common law, or contrary
to the express provisions of some statute, are also illegal
and not merely ulira vires. Traffic contracts between com-
mon carriers, pooling arrangements, contracts securing to
a firm exclusive and lower rates, may be illegal because
contrary to law. The Interstate Commerce Act and the
Sherman Anti-Trust Act, with their various amendments
as passed by the Federal Congress, prohibit corporations as
well as individuals from making contracts of the character
suggested, and are illustrative of this class of statutory
regulations. .
§63. Power to Raise Money. The raising of money
is generally recognized as one of the chief objects for
which private corporations are formed. The use of capital
is indispensable in most cases to the conduct of their busi-
ness and the exercise of their powers. Two methods are
ordinarily employed by a corporation to accomplish this
purpose; first, by the issue of its capital stock; and, second,
by loan either secured or unsecured. In the case of stock
corporations, the charter provides the maximum limit of
its capital stock, and if the entire amount has not already
been subscribed and paid in, or if the corporation has been
duly authorized to increase its capital stock, it may issue
new shares and dispose of them for this purpose. It is
through the issue of its original capital stock that its first
funds are secured for the transaction of its corporate
business and the payment of its creditors. The shares of
stock are generally sold to shareholders at their par value.
The other method employed by corporations to secure
funds for carrying on their corporate business, is through
the making of loans, either secured or unsecured. In the
absence of express restrictions in its charter, a private
corporation may borrow money, the same as a natural
person, whenever the nature of its business demands or
authorizes it; but it is clear that it cannot do so if the act
is unauthorized or if the purpose for which it is organized
does not require it. It is common for the State to require
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that in articles of incorporation the maximum amount of
corporate indebtedness shall be stated. If a provision to
this effect exists, the corporation is limited clearly in the
maximum indebtedness which it can incur through the
borrowing of moneys and whether the loan is secured or
unsecured. The necessity for security depends, necessarily,
upon the credit of the corporation, the amount of capital
invested or employed in the transaction of and the volume
of its business. In many instances, a corporation is re-
quired to give security for moneys borrowed, which usu-
ally consists of a mortgage or pledge upon specific prop-
erty, or generally upon its entire corporate property and
franchises. A private corporation, not of a quasi-public
character, ordinarily is not restricted in the extent to
which it can mortgage its property and franchises for the
purpose of securing a loan. The courts hold, however,
that in respect to quasi-public corporations, and especially
railway companies, that the corporate power to mortgage
the property and the franchises is not an implied one, but
must be expressly granted. This principle is based upon
the reason that corporations of this character are engaged
not only in the carrying on of their business upon private
capital and in the capacity of a private corporation, but
are also required to perform, because of the nature of their
enterprise, certain duties to the public at large. The busi-
ness of a railroad corporation or common carrier is the
transportation of freight and passengers. Because of the
nature of this business, they are subject to a greater degree
of control and regulation by the State, and it is also re-
garded as against public policy that they should, by any
act of theirs, impair or destroy their ability to perform
their public duties. Through the mortgaging of their fran-
chises and property, the courts have held that this result
may be attained. The power to mortgage the corporate
franchises and property of a quasi-public corporation must
be expressly granted.

§64. Power as to Own Stock. By Purchase. The
authorities are conflicting upon the question of the power
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of a private corporation to acquire and hold its own stock.
There are two well-established lines of decisions, one hold-
ing that in the absence of statutory limitations the corpo-
ration can acquire, by purchase or otherwise, shares of its
own stock, and hold them as a corporate asset. But these
decisions further hold that this cannot be done where the
effect of such a transaction is to perpetrate a fraud upon
or affect the rights of corporate creditors. The other line
of cases hold that, independent of statutory provisions, a
private corporation cannot so acquire and hold its own
stock, the reason being that a transaction of this kind
works a fraud upon and substantially affects the rights of
the corporate creditors.!8

By Increase and Decrease. The amount of capital stock
of a stock corporation is fixed by the articles of incor-
poration, and it is well settled that this can neither be
increased nor diminished without legislative authority.
The power to increase or decrease its stock must be ex-
pressly given, and it must be exercised by the stockhold-
ers of the corporation, for it is considered one of the
extraordinary or fundamental powers of a corporation.
Where the capital stock of a corporation is increased, the
rule of law generally obtains that the stockholders are
entitled to their pro rata or proportionate part of the
increase at the price fixed for which the stock is to be
sold.

Many of the States provide a liability of shareholders,
in addition to or in excess of their common law obligations,
namely, the par value of their stock. After the reduction
of the capital stock of a corporation where an additional
stockholders’ liability is attached by constitutional or stat-
utory provision, this is not diminished through the reduc-
tion. Creditors whose claims have accrued prior to the
reduction of the capital stock can look for a payment if
the corporate property is insufficient to the original lia-
bility of the stockholders. Those whose claims have been
created subsequent to the reduction can only enforce a

18 Clapp v. Peterson, 124 Ill 26; Coppin v. Greenless Co., 38 O. 8t. 275.
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stockholders’ liability as based upon the reduced capital
stock.

§ 65. Power as to Negotiable Instruments. The general
rule in this country is that a corporation organized for
pecuniary profit has the implied power to make, draw, ac-
cept, or endorse negotiable instruments in furtherance of
and when within the scope of its corporate business. If
these acts are foreign to the purposes for which the corpo-
ration was created, or contrary to the terms of its charter,
they cannot be sustained. A corporation has, however, no
implied power to lend its credit by becoming a party to a
note or bill for the mere accommodation of another, though
that act may be, indirectly, beneficial to the corporation
itself. An accommodation note or bill may be enforced,
if it passes into the hands of a bona fide holder, without
notice of its character, and when within the apparent scope
of the powers and authority of the corporation. The
courts have also held that an accommodation endorsement
may be enforced if all of the stockholders consent.

§66. Power to Guarantee Bonds. It is customary for
railroad corporations to guarantee, in many cases, the
bonds of subsidiary and auxiliary companies. This power
must be expressly conferred and cannot, as a rule, be im-
plied. The principle is based primarily upon the reason
that it is inexpedient to permit a corporation to subject
itself and its stockholders to the risks involved, which nec-
essarily follow a transaction of this character, and the
further reason that, especially in the case of quasi-public
corporations, results might be accomplished contrary to
public policy or some express statutory provision. In
some cases, where the organization of a subsidiary line is
convenient and proper, and in furtherance of the objects
for which the corporation was created, it has been held
that in the absence of statutory prohibitions the implied
power may exist. It is necessary, however, to the validity
of the transaction, that the company so guaranteeing the
bonds or securities of another receive a consideration which
may be a deposit of stock as collateral. Qwnership of
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the stock or the general benefit and advantages derived
from the control of the subsidiary line would also be a
consideration.

§67. Power to Execute and Issue Bonds. As a means
of raising money, and in the absence of express restric-
tions, a corporation has the implied power to execute and
issue bonds for its legitimate corporate purposes. These
may be issued in any form or contain any provisions not
prohibited by its charter, using the term in its broad sense,
which includes, it will be remembered, general statutes
applicable to that class of corporations. Bonds issued by
a corporation are regarded as negotiable instruments,
whenever the intent to make them so is to be gathered
from their form and the manner in which they are put in
circulation. Statutory provisions, if such exist, in respect
to the form, time of payment, or amount, must be complied
with; and the rule also obtains, as already suggested, that
no corporation can lawfully issue its negotiable securities,
including bonds, for a purpose which is foreign to the ob-
jects for which it is created. Unless prohibited by law,
it may issue and sell them at a discount. In some States,
in order to prevent a fictitious issue of indebtedness, stat-
utes have been passed prohibiting the issue of securities,
except for money paid, labor done or property actually
received by the corporation, and further providing that
corporate obligations issued contrary to such provisions
shall be void and indebtedness thus created unenforcible.
These statutes, however, are liberally construed in favor
of the corporation, and the fraudulent character of such
indebtedness must be clearly established. It is a well rec-
ognized principle that many corporations, especially at the
time of their organization, and those whose credit has be-
come involved, cannot sell their securities for the highest
price obtainable. They are not prohibited, under such cir-
cumstances, from issuing their securities and disposing of
them at the best possible price, which may be less than
par.’®* Where securities are issued representing property

10 Handley v. Statz, 139 U. 8. 417.
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received or services rendered, it is sufficient if a fair and
reasonable value is placed upon the latter for the obliga-
tions issued in exchange. The fair and reasonable value
of the service rendered or the property received at the
time of the exchange establishes the good faith of the trans-
action, and it will not be regarded as fraudulent in its
character if subsequently the property so received mate-
rially depreciates in value.

§68. Power of Eminent Domain. The power of emi-
nent domain is a sovereign right inherent, inextinguishable
and continuing in its nature. It is that power of the State
to appropriate or take private property for a public use
upon the payment of just compensation to the owner which,
it has been held, must be full, ample, just, and complete.
Constitutional provisions protect the private owner in the
possession and use of his property against the exercise of
the power without the payment of this just compensation.
The State can exercise the power of eminent domain or, it
has been held, it may lawfully delegate the right to such
agencies as it may select. The limitation, however, exists
in all cases of delegation that private property can be taken
for only a public use. The right to exercise this power
by a private corporation, it will be noted from the preced-
ing, is limited to those of a quasi-public character. Public
corporations, common carriers, and other corporate organ-
izations of a like character are the agencies to which the
right of an exercise of the power is usually delegated by
the State, and it must be conferred in express terms. It
can never be implied. Its exercise by a corporation to
whom the power is delegated must be in conformity with
statutory and constitutional provisions; and a few of the
essential principles controlling will be noted in the follow-
ing sections.

Essentials of a Legal Exercise of the Power. Upon an
examination of constitutional phrases granting and limit-
ing an exercise of the power of eminent domain, it will be
noted that three words or phrases are used which have
been the occasion for judicial construction by many courts.
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These are, taking them in their orders: ¢‘‘property”’,
‘“‘taken’’ or ‘‘taking’’, and ‘‘public use’’.

Property, Definition Of. ‘‘The word commonly used in
connection with the exercise of the power of eminent domain
is ‘property’ and this suggests the question, what is prop-
erty? A correct determination of the meaning of the word
is important, for if the thing taken be not legally consid-
ered property, clearly the owner is not entitled to compen-
sation and an exercise of the power is not necessary. The
most satisfactory definition of property is that given by
Jeremy Bentham in which he says: ¢‘The integral or entire
right of property includes four particulars: (1) right of
occupation; (2) right of excluding others; (3) right of dis-
position or the right of transferring the integral right to
other persons; (4) right of transmission in virtue of which
the integral right is often transmitted after the death of
the proprietor without any disposition on his part to those
in whose possession he would have wished to place it.” Or,
summarized, the rights of occupation, exclusion, disposi-
tion, and transmission. Property, therefore, consists not
in the thing or the subject of a right itself, but of rights
in things created, sanctioned and protected by law. For-
merly, a narrow and restricted meaning was attached to
the word ‘property’ and the property owner was, therefore,
restricted in the amount of compensation which he might
recover. The modern tendency is towards a liberal con-
struction of the word and the right of compensation is
correspondingly enlarged.’’20

Taking or Taken, Definition Of. ‘‘The word ‘taking’
or ‘taken’ was the one originally and most commonly used
in statutory or constitutional provisions relative to the ex-
ercise of the power of eminent domain. The extent of com-
pensation to which one is entitled and the proper exercise
of the power depend upon what is taken and whether there
is a taking. The early meaning given to the word under
discussion embodied the idea that before compensation
could be recovered by the individual or in order to consti-

20 Abbott, Public Corporations, § 431.



98 PRIVATE CORPORATIONS

tute a taking, there must be an actual physical disposses-
sion of the thing taken from its original owner. This mean-
ing was probably based upon a narrow construction of the
word ‘property’, but with the adoption of a broader inter-
pretation of that word, the meaning of the word ‘taking’
has been correspondingly enlarged; and the modern view
is that to constitute a taking an actual physical divesting
or dispossession of property is not necessary, but a damage
to or deprivation of any of the essential rights of property
will be sufficient to constitute a taking and entitle the owner
to compensation under the constitutional provision. These
essential rights have already been stated as being those of
occupation, exclusion, disposition, and transmission.’’?!

Various phrases in addition to or in connection with
the words ‘‘taking’’ or ‘‘taken’’ will be found used in the
Constitutions of different States. These phrases, as thus
variously used, and including such words as ‘‘damages’’,
“‘injured’’, or ‘‘injuriously affected’’ are intended to en-
large the right to compensation, and they include physical
injuries not held to be ‘‘a taking’’ within the strict meaning
of those words.

Public Use, Definition Of. What is a public use is a
question for the judiciary and no problem has ever been
submitted to the courts upon which there is a greater
variety and conflict of reasoning and results than that pre-
sented as to the meaning of the words ‘‘public use’’ as
found in the different State constitutions regulating the
right of eminent domain.2?

“‘The power of eminent domain is authorized only when
property is to be taken for a public use; it cannot be
exercised for a mere private purpose. The State has no
power even when compensation is paid in full, in any
case, to divest an individual of his property and grant
it to another without some reference to a use to which
it is to be appropriated for the public benefit. What is
a public use is a judicial question and one upon which

21 Abbott, Public Corporations, § 437.
22 Dayton Mining Co. v. Seawell, 11 Nev. 394.



PRIVATE CORPORATIONS 99

there is a great variety and conflict of reasoniné and results.
The question of public use is not affected by the character
of the agency employed. The query is what are the objects
or results to be accomplished, not who are the instruments
or agencies selected by the sovereign for attaining this.
Neither is the question of public use affected or determined
by the fact that the use or the benefit is local or limited,
nor is it determined by the necessity or the lack of neces-
sity for the condemnation; neither is it established by the
frequency or the infrequency of the use.

““There are two theories in respect to the proper and
legal meaning of the words ‘public use’ as used in constitu-
tions or legislative enactments. The first might be termed
the theory of strict construction, and it maintains the prin-
ciple that for a public use to exist there must be a literal
use or right of usegqon the part of the public generally, or
limited portion of it, without the payment of compensation
for the exercise of this use or right of use.

“‘The second theory is based upon a liberal interpretation
of the words ‘public use’ and holds that the words are
equivalent to public benefit, utility or advantage, and are
not limited by the actual use by the public of the property
taken or some limited portion of it. The modern construc-
tion of the words seems to be in favor of the second or lib-
eral interpretation and of an equivalent meaning of use
by the public.’’ 23

Construction of Right to Exercise. Through the exer-
cise of the power of eminent domain by the State or any of
its delegated agencies, the private property of an individual
is arbitrarily and forcibly taken to supply the demands of
some great and urgent public need. It is axiomatic to state
that under these circumstances the authority to exercise
the power must be strictly followed. The condition prece-
dent to the valid exercise of the power as prescribed by the
action of the legislative body must be strictly construed,
the authority must be expressly given and the manner of its
exercise, as provided by law, strictly followed. All statn-

28 Abbott, Public Corporations, § 435.
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tory requirements are considered essential. The fact that
they are prescribed by law in connection with an exercise
of the power stamps them with this character and not their
relative importance. It is not for the courts to say that
because a statutory provision is apparently unimportant
or relates to a matter of detail that it is not essential.
Notice to Property Owner. So far as the owner of prop-
erty to be condemned is affected, his only concern is the
just compensation to which he is entitled, and it is funda-
mental in connection with property interests that a person
cannot be legally or justly deprived of them without notice
to him of the action leading to this result. It is, therefore,
a jurisdictional condition that the owner whose property is
sought to be taken must be apprised in some way of the
pendency of the proceedings through which this end is
sought to be attained. It is a prerogative for a law-making
body to determine the character and extent of the notice
necessary, but the legality of its action will be measured
in this respect by that constitutional provision which pro-
hibits the taking of property without due process of law.
A New York case decided that ‘‘due process of law
requires that a person shall have reasonable notice and a
reasonable opportunity to be heard before an impartial
tribunal before any binding decree can be passed affecting
his right to liberty or property.”’ Notice is universally
regarded as one of the essentials of due process of law.
It need not be, however, in all cases actual, and in fact in
many instances where the power is exercised by public cor-
porations for the purpose of establishing highways, and
streets, constructive notice alone is given and is regarded
by the courts as sufficient. Statutory requirements as to
the manner in which notice must be served upon the prop-
erty owner must be strictly followed, and it has been held
that the absence of a requirement calling for the service.
of notice does not relieve one exercising the power of emi-
.nent domain from giving notice. Many cases hold that

..-'independent of statutory provisions, the fundamental pro-
" Vision obtains that private property can not be taken with-
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out due process of law, and this included, as stated above,
as one of its prime essentials, the giving of notice.

§ 69. Miscellaneous Powers. A corporation has no im-
plied power to become a surety or guarantor for the debts,
defaults, or acts of another. These powers must be
expressly conferred by the charter. Corporations have no
implied power to enter into a partnership with individuals
or other corporations, or into agreements which substan-
tially create the relation of a partnership. This rule is
especially applicable where the business, or a part of it,
to be carried on by the partnership is ultra vires in respect
to the corporation entering into such a relation.

Corporations have the full power, when acting in further-
ance of their proper corporate objects, to the same extent
as natural persons to act as an agent or attorney, #nd to
employ others in the management and conduct of their
business. They also have the full power to bring all neces.
sary actions and proceedings for the enforcement of their
rights or the protection of their property, and the posses-
sion of this power to sue necessarily implies the lesser one
of compromising and adjusting differences which may arise
in connection with the conduct of their corporate business.

§70. Power to Acquire Stock in Other Corporations.
This power, necessarily, must be expressly conferred. Cor-
porations have no legal right to purchase and hold the stock
of other corporations, for otherwise it would be possible
for them to substantially engage in a business not author-
ized by their charter. This condition might subject the
stockholders to risks not intended to be assumed by them,
and the State, further, might be deprived of its right to
control and to regulate the integral business of the corpo-
ration. In many cases, the right is directly conferred in
the charter, but even where the power is expressly con-
ferred it is limited to the acquisition of capital stock in
corporations organized for the same general purposes and
objects as the holding company.

§71. Power in Respect to Consolidation. This power
is also one which must be expressly conferred by the charter
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of a corporation used in its broad sense. No implied power
exists in a corporation to consolidate with others, even
with those organized for the same general purposes. Pub-
lic policy is the basis of this principle. If consolidations
were permitted without restraint, especially by corpora-
tions of a quasi-public nature, the healthful competition
necessary to the best welfare of the community might be
seriously impaired or entirely destroyed. In many States,
statutes have been passed prohibiting the acquirement or
the consolidation, under any circumstances, of parallel and
competing lines of railway.

Methods and Meaning of Consolidation. By consolida-
tion is understood a merging or amalgamation of two or
more corporations into one corporate body whereby their
powers, properties, and privileges, together with their lia-
bilities and obligations, pass to and devolve upon a new
juridical person. The resulting extent of the powers to be
exercised and the liabilities to be assumed by the new
corporation will depend, necessarily, upon the terms of the
legislative consent authorizing the consolidation.

Several methods of consolidation are adopted, one of
which may result in the merging of two or more corpora-
tions, one remaining in existence and taking to itself all
of the rights, properties, franchises, and duties of the oth-
ers, which are dissolved; the merging of two or more cor-
porations into a new one, the consolidation resulting in
the dissolution of the old corporations and the new one
acquiring the right to possess, enjoy, and assume all of the
rights, duties, properties, and liabilities of the companies
dissolved; or the combination of several companies, all of
which remain in existence, but which are controlled by one
set of managing officers or directors. A private corpora-
tion is a purely voluntary corporation, and it is without
the power of the State to force a group of persons to organ-
ize and exercise or possess corporate capacities. Equally
so a consolidation in any of its forms cannot be forced
upon independent and separate corporations. The act is a
purely voluntary one on their part under the grant of legis-
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lative authority to each of the constituent companies. At
common-law, corporations have no implied power to con-
solidate or to form partnerships, and the rule obtains in
this country that the corporation can only exercise those
powers authorized by its charter. The consent of the State
must be expressly conferred, and the absence of prohibition
will not be construed as an implied consent on its part.

Consent of the Stockholder. The charter of the corpora-
tion is a contract, not only between the State and the cor-
poration, but also between its members, and this original
contract cannot be altered without their consent. The rule,
therefore, necessarily follows that unless consolidation
statutes provide for the consent of a stated majority to the
consolidation, the consent of every stockholder is necessary.
Where a corporation is organized under the general laws
which permit its consolidation, the implied consent of the
stockholders is presumed, as the power to consolidate con-
stitutes a part of the contract between the stockholders;
and a stockholder may be also estopped to contest a con-
solidation by his own acts, or his rights in this respect may
be lest by his laches.

The property rights of stockholders, however, are not
affected by the legality of the consolidation, as they cannot
be forced into a consolidated company against their con-
sent. If a majority, or a required statutory proportion,
determine upon consolidation, the rule generally obtains
that a dissenting stockholder cannot prevent action of this
character by the corpcoration. He cannot be, however,
deprived of his property or rights in the corporation, and
provision is usually made securing these to the stockhold-
ers who refuse to come in.

Rights of Creditors on Consolidation. The liabilities of
the constituent companies usually are assumed by the con-
solidated company; or, in some cases, where the constit-
uent companies are not dissolved, their liabilities can be
enforced only against them or against their property taken
over by the new and consolidated corporation. Generally,
when corporations are consolidated, the new company takes
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the properties, rights, and franchises of the old corpora-
tions subject to the same liabilities and burdens which
attach to the charter and business of the constituent com-
panies.

‘“‘For the purpose of answering for the liabilities of the
constituent corporations, the consolidated company should
be deemed to be merely the same as each of its constituents,
their existence continued in it under the new form and
name, their liabilities still existing as before and capable
of enforcement against the new company in the same way
as if no change had occurred in its organization or name.’’ 24
Where the old companies are dissolved upon consolidation,
the rights of creditors continue in force against the con-
solidated company in equity against the assets of the con-
stituent companies in the hands of the consolidated com-
pany. Creditors have no right to prevent a consolidation
or combination of corporations, but they cannot, by this
action, be deprived of any of their rights or remedies
against the constituent companies.

24 Indianapolis, ete., Ry. Co, v. Jones, 29 Ind. 465.



CHAPTER VIII
ULTRA VIRES ACTS

§ 72. Definition and Discussion of Doctrine. The term
ultra vires is used to express the action of a corporation in
excess of or beyond the powers conferred, either expressly
or impliedly, upon it by its charter. The existence of a
legal right or cause of action as resulting from the ulira
vires act is the essential question involved. There are two
doctrines followed by the courts, one, known as the strict
rule or doctrine of ultra vires, viz, that all acts of the cor-
poration not within the powers conferred upon it or rea-
sonably implied from its charter are absolutely null and
void. The other rule or doctrine is known as the liberal
one, and this holds that ultra vires acts, so far as their
legal effect is concerned, are not absolutely null and void,
but merely voidable. When an ultra vires act is spoken of
as beyond the powers of the corporation, it must be remem-
bered that the word power is used in the sense of legal
authority or right and not of mere capacity. In this sense
a corporation has no power to perform any act which is
outside or in excess of the authority conferred upon it or
reasonably implied from its charter, but, like a natural per-
son, it has the capacity or the ability to perform many acts
which are unauthorized, some of which may be actually
wrongful or positively criminal. A natural person may be
prohibited by law from committing the crime of murder.
The act is in excess of or beyond his lawful powers, but the
prohibition does not prevent the commission of many crimes
of this nature.

As illustrative of this idea, a New York case can be read
with interest and profit, where Chief Justice Comstock said :

¢But such, I apprehend, is not the nature of these bodies;
like natural persons, they can overleap the legal and moral
restraints imposed upon them: In other words, they are
105
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capable of doing wrong. To say that a corporation has no
right to do unauthorized acts, is only to put forth a very
plain truism; but to say that such bodies have no power or
capacity to err, is to impute to them an excellence which
does not belong to any created existences with which we are
acquainted. The distinction between power and right is
no more to be lost sight of in respect to artificial than in
.respect to natural persons. . . . One of the sources
of error, in reasoning upon legal as well as other questions,
is exactness in the use of language, or perhaps in the imper-
fectness of language to express the varieties of thought. It
is a self-evident truth, that a natural person cannot exceed
the powers which belong to his nature. In this proposition,
we use words in their literal and exact sense. In the same
sense, it is a truth, equally evident, that a corporation can-
not exceed its powers; but this is only asserting that it
cannot exercise attributes which it does not possess. As
an impersonal being, it cannot experience religious emotion,
nor feel the moral sentiments. Corporations are said to be
clothed with certain powers enumerated in their charters
or incidental to those which are enumerated, and it is also
said, they cannot exceed those powers; therefore it has
been urged, that all attempts to do so are simply nugatory.
The premises are correct, when properly understood; but
the conclusion is false, because the premises are misinter-
preted. When we speak of the powers of a corporation,
the term only expresses the privileges and franchises which
are bestowed in the charter; and when we say it cannot
exercise other powers, the just meaning of the language is,
that as the attempt to do so is without authority of law,
the performance of unauthorized acts is a usurpation, which
may be a wrong to the State, or, perhaps, to the share-
holders. But the usurpation is possible. In the same sense
natural persons are under the restraints of law, but they
may transgress the law, and when they do so, they
are responsible for their acts. From this consequence,
corporations are not, in my judgment, wholly exempt.’”

An ultra vires act is not necessarily regarded as not
being in all cases the act of the corporation. Where real
property has been acquired contrary to law by it, the gen-
eral rule obtains that the title passes none the less. A

1 Bissell v. Michigan Southern R. R. Co., etc., 22 N, Y. 259,
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corporation may commit an offense contrary to express
statutory provision for which it may be punished. A con-
tract in excess of the powers of a corporation may be made
by it, but this may still be enforced under the liberal rule
relating to ultra vires acts.

§ 73. Misapplication of Term (Ultra Vires). In this
connection the doctrine of special and general capacities of
a corporation, as discussed in section 52, should be referred
to. It is not necessary to repeat it here. The decisions
upon the subject of ultra vires are many, confusing, and
conflicting. No general rule can be stated which will be
of assistance in positively and definitely determining the
answer to the essential question, viz, the legal rights fol-
lowing or resulting from the doing of an ultra vires act by
a corporation. It will be found upon investigation that in
many cases the decision turns upon the parties complain-
ing, whether the State, taking cognizance of a violation of
its prohibitions or grants, or private persons engaged in
litigation over a business transaction in which no other
parties may be interested except themselves. The decision,
again, may depend upon the person against whom the relief
is sought in the proceeding which involves the legal effect
of the ultra vires act; and, again, the decision may turn
upon the relief sought, whether a forfeiture of the charter
of the corporation, the enforcement of a contract, or the
enforcement of their rights claimed to exist by reason of
the act done in excess of the corporate powers.

The confusion in the authorities upon this whole general
topic is manifest from an examination of them, and much
of it has arisen from a misapprehension of the true limits
and application of the doctrine of ultra vires. Cases are
to be found where acts which require the consent of the
stockholders to make them binding have been done without
such consent, and these are spoken of as wltra vires acts,
when in truth they are mere violations of the general law
of agency. Such acts might be beyond the powers of the
managing officers of the corporation, but would not be
beyond or in excess of the powers of the corporation itself.
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Again, cases are to be found in which directory provisions
of the charter have prescribed that certain acts shall be
done in a certain manner and these acts have been per-
formed without observing the required formalities. These
have been referred to as ultra vires acts, when it is appar-
ent that in the absence of any intention on the part of the
legislature to make such provisions mandatory or to impose
penalties for their non-observance, they are mere irregu-
larities and do not seriously affect the transaction. There
are also acts which are forbidden by statute or common
law, or against good morals or public policy which are
classed as ultra vires acts. The better authorities treat
these cases as governed by the same principles of law
controlling an individual and hold the act or contract
unenforcible, not because it is wltra vires merely, but
because it is positively unlawful.

§74. Classes of Ultra Vires Acts. To clarify the sub-
ject as much as possible, acts stated to be ultra vires by the
authorities may be classified into acts in excess of the cor-
porate powers, as conferred by the charter of the corpo-
ration expressly, or by reasonable implication. To this
class alone, in the proper sense of the term ultra vires, can
this character be properly ascribed. Another class of acts
termed ultra vires by some authorities, but which are not
in the strict sense of the word, are those where the corpora-
tion is authorized to exercise powers by and through the
consent of the stockholders, but which the corporation has
done without this consent. Corporations may be also
authorized to exercise certain powers for designated pur-
poses. The power is, however, exercised for a different
purpose or in excess of the designated power. There is
clearly here a distinction between a want of power and a
misuse of power. And, finally, there are also corporate
acts which are valid if done in a certain manner by the cor-
poration, but otherwise not. Here there is a clear distine-
tion between a want of power and a lack of necessary for-
mality in the execution of that power. Using the term ultra
vires in its proper sense, acts of the last three classes
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named cannot be regarded as coming within the term,
although many authorities regard some or all of them of
this character.

These distinctions have been made, however, in many
cases, where the true concept of the term ultra vires is un-
derstood by the court. In a New Jersey case, Camden etc.
Ry. v. May’s Landing, 48 N. J. L. 530, in a dissenting
opinion, but none the less valuable on this point, it was
said:

““The indiscriminate use of this expression with respect
to cases different in their nature and principles, has led
to considerable confusion if not misapprehension. Where
an act done by directors or officers is simply beyond the
powers of the executive department of the corporation,
the agency by which the corporation organizes its functions,
and not of tne corporation itself, it may be made valid and
binding by the action of the board of directors or by the
approval of the stockholders. Where the act done by the
directors is not in excess of the powers of the corporation
itself, but is simply an infringement upon the rights of other
stockholders, it may be made binding upon the latter by
ratification, or by consent implied by acquiescence. Where
the infirmity of the act does not consist in a want of corpor-
ate power to do it, but in the disregard of formalities pre-
scribed, it may or may not be valid as to third persons
dealing bona fide with the corporation, according to the
nature of the formalities not observed or the consequences
the legislature has imposed upon non-observance. These
are all cases depending upon legal principles not peculiarly
applicable to corporations, and the use of the phrase ulira
vires tends to confusion and misapprehension. In its legiti-
mate use, the expression ultra vires should be applied only
:c;) 81‘;0’1} acts as are beyond the powers of the corporation
itself.

8§75. The Strict Rule and Its Reasons. The strict rule
of ultra vires has already been briefly stated. The rights
of different parties may be involved in the act. The act
may be one in violation of the terms of its charter and
where the State elects to take cognizance of it and punish
the corporation for the use of powers not granted. The
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right of the State to proceed against the corporation in
these cases is plain. The rights of innocent third parties
may be and are frequently also involved in the same trans-
action, and an effort to render substantial justice to the
individual, and at the same time follow with logical con-
sistency the rule that a corporation can exercise only those
powers conferred upon it by its charter directly or by rea-
sonable implication, leads to hopeless confusion in the
cases. The strict rule of wlira vires, viz, that no legal
results follow from the doing of the act of the corpora-
tion in excess of its powers, is followed with more strict-
ness by the English cases and the Federal courts in this
country than in many other jurisdictions. Thompson on
Corporations, applying the rule to contracts, states it as
follows:

‘A contract of a corporation which is either unauthorized
by or in violation of its charter or governing statutes, or
which is entirely outside the scope of the powers of its crea-
tion, is void in the sense of being no contract at all, because
of the want of power in the corporation to enter into it.
That such a contract will not be enforced by any species
of action in a court of justice, that being void ab initio
(from the beginning), it cannot be made good by ratification
or by any succession of renewals, and that no performance
on either side can give validity to it so as to give a party
to the contract any right of action upon it.”’?

The reasons upon which the strict rule of wltra vires
rests were concisely and clearly stated by Justice Gray in
a case in the Supreme Court of the United States :?

““The reason why a corporation is not liable upon a
contract ultra vires, that is to say, beyond the powers con-
ferred upon it by the legislature, and varying from the
objects of its creation, as declared in the law of its organi-
zation, are: (1) The interest of the public that the corpora-
tion shall not transcend the powers granted; (2) The inter-
est of the stockholders that the capital shall not be sub-
jected to the risk of enterprises not contemplated by the

2 Thompson on Private Corporations, § 5355.

8 Pittsburgh, etc., B. R. Co. v. Keokuk, etc., Bridga Co., 131 U, 8. 371,

™
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charter, and therefore not authorized by the stockholders
in subscribing for stock; (3) The obligation of everyone
entering into a contract with a corporation to take notice
of the legal limits of its powers.”’

And in an Jowa case, Lucas v. White Line, ete. Co., 70
Iowa, 541, the court said, referring to the strict rule and
some modifications: '

““Corporations and officers do not always keep within
their powers, and the application of the doctrine of ultra
vires is often attended with very perplexing questions. By
the application of a few plain rules, however, we may
readily reach the proper answer to the questions involved
in the case: (1) Every person dealing with a corporation
is charged with knowledge of its powers as set out in its
recorded articles of incorporation; (2) Where a corpora-
tion exercises power not given by its charter it violates the
law of its organization, and may be proceeded against by
the State through its attorney-general, as provided by
the statute, and the unanimous consent of all the stock-
holders can not make illegal acts valid. The State has the
right to interfere in such cases; (3) Where a third party
makes with the officers of a corporation an illegal contract
beyond the powers of a corporation, as shown by its char-
ter, such third party can not recover; because he acts with
knowledge that the officers have exceeded their powers, and
between him and the corporation or its stockholders no
amount of ratification by those unauthorized to make the
contract will make it valid; (4) Where the officers of a
corporation make a contract with third parties in regard
to matters apparently within their corporate powers, but
which, upon the proof of extrinsic facts of which the parties
had no notice, lie beyond their powers, the corporation must
be held, unless it may avoid liability by taking timely steps
to prevent loss or damage to such third parties; for in such
cases the third party is innocent, and the corporation or
stockholders less innocent for having selected officers not
worthy of the trust reposed in them.”’

§76. The Liberal Rule. Under the operation of the
strict rule commonly followed by the English and Federal
courts, an wltra vires act is treated as a nullity. On the
other hand, a great many authorities in the States, while
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acquiescing in the general doctrine that the corporation
cannot act as a matter of theory in excess of its powers,
and conceding that an ultra vires contract as such cannot
be enforced, adhere to the view that it is not a nullity, but
merely voidable and may be the basis of an estoppel by
direct act or acquiescence; or they proceed upon the gen-
eral doctrine that while they will not lend their aid to fur-
ther promote or enforce an ultra vires transaction, they
will not permit a party who has obtained a benefit thereby
to interpose ultra vires as a defense. In other words, they
attempt to do substantial justice, even though in so doing
they may indirectly enforce an ultra vires act. Stated
concisely, this doctrine may be summed up in a definition
of the liberal rule, that an wlira vires act is not void but
merely voidable when the application of the strict rule
would not advance justice, but, on the contrary, would ac-
complish a legal wrong. It might be said, in connection with
a discussion of the two rules, that the strict rule is applied
to public corporations in all its severity, and its original
use in respect to private corporations by the English
decisions followed from its existence and its application
against corporations of the character noted. For equitable
reasons, it would appear that the liberal rule is the one to
be applied in all cases involving private corporations. In
the transaction of business by a public corporation, the
interests of the public from the corporate standpoint alone
are involved. Private corporations, on the other hand,
are private enterprises employing personal and private
capital, and only in exceptional cases involving, in the con-
duct of their business, the interests of the public.

§ 71. Effect of Ultra Vires Contracts. It is impossible
to lay down any general rules regarding the enforcibility
of ultra vires contracts which would apply in all cases or
be recognized in all courts. Where the liberal ultra vires
rule is followed, the facts of a particular case determine
the rights and equities of the parties, and even in those
courts where the strict rule controls, decisions are rendered
which modify materially its application. The general

N
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results of all of the authorities may be summed up substan-
tially in the following general propositions classified, as
will be noted, upon the extent to which the ulira vires act
has proceeded. ,

Ezxecuted on Both Sides. Where an ultra vires contract
has been entered into and fully performed on both sides,
the courts, without exception, hold that neither party can
maintain an action to set aside the transaction or to recover
the consideration that has been paid. The parties will be
left in statu quo, and this rule is followed in those juris-
dictions in which the strict doctrine of ultra vires is fol-
lowed as well as in those jurisdictions where the contrary
holding prevails. ‘‘The executed dealings of corporations
must be allowed to stand for and against both parties when
the plainest rules of good faith so require.’”*

Executory on Both Sides. An wultra wvires contract
executory on both sides is void and cannot be enforced in
any jurisdiction, for courts will not lend their assistance
to enforce a void contract. This rule applies, however,
only to those contracts which are clearly ultra vires. Where
it is within the apparent scope of the corporate powers
and wultra vires because of outside facts peculiarly within
the knowledge of the corporation and without the knowl-
edge of the other party to the transaction, the courts have
frequently held the corporation estopped to deny its power
to enter into a particular contract.

Partially Executed. If the ultra vires contract has been .
executed wholly or partially by both or one of the parties,
the weight of authority in the State courts is to the effect
that the party receiving benefits is estopped to assert the
claim that the corporation had no authority to make the
contract; and while the contract itself may not be directly
enforced, the one who has, in good faith, parted with value
or suffered damage in reliance upon it, will not be estopped
to obtain relief by recovering what he has parted with or
its value. In the jurisdictions where the strict rule of
ultra vires obtains, it is held that under the circumstances

4 Parish v. Wheeler, 22 N. Y. 494,
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noted above, while the contract itself will not be enforced
because the corporation was incapable of making it, yet
the one parting with an advantage or property will be
permitted to recover in an action quasi ex-contractu the
money paid or loaned or the value of the property deliv-
ered or services rendered under and pursuant to the con-
tract. In a leading case in the Supreme Court of the
United States,® the court reiterated its uniform holding of
the strict rule of ultra vires, and held that the contract
between the two corporations, in order to bind either of
them, must be within the corporate powers of both. That
a contract beyond the powers conferred upon a corpora-
tion by the legislature is not voidable only, but wholly
void. It cannot be ratified by either party. No perform-
ance on either side can give the unlawful contract any
validity nor be the foundation of any right of action upon
it. And, further, that neither the corporation nor the
other parties to the contract can be estopped by assent to
it or by acting upon it to show that it was prohibited. But
the court, in the course of its decision, after reviewing
many authorities, said:

“A contract ultra vires being unlawful and void, not
because it is in itself immoral, but because the corporation
by the law of its creation is incapable of making it, the
courts, while refusing to maintain any action upon the
unlawful contract have always striven to do justice between
the parties so far as it could be done consistently with
. adherence to law by permitting property or money parted
with on the faith of the unlawful contract, to be recovered
back, or compensation to be made for it. In such case,
however, the action is not maintained upon the unlawful
contract, nor according to its terms; but on an implied
contract of the defendant to return, or failing to do that,
to make compensation for, property or money which it has
no right to retain. To maintain such an action is not to
affirm, but to disaffirm, the unlawful contract.””

And in an earlier case, Salt Lake v. Hollister (118 U. S.
256), the same court stated that :

5 Central Transportation Company v. Pullman Palace Car Co., 139 U. 8. 24.
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“‘In cases of contracts upon which corporations could not
be sued because they were ultra vires, the courts have gone
a long way to enable parties who had parted with property
or money on the faith of such contracts to obtain justice by
the recovery of the property or the money specifically or
as money had and received to the plaintiff’s use.’’

Many cases will be found referred to in the Central
Transportation Company case above cited and upholding
the equitable doctrine there stated.

The State courts also generally hold that there exists
an obligation, even where the corporation repudiates an
ultra vires act, to restore what it has received under the
contract, and the same is true of the other party to it.
‘“‘However the contractual power of the corporation may
be limited under its charter, there is no limitation of its
power to make restitution to the other party whose money
or property it has obtained through an unauthorized con-
tract; nor, as a corporation, is it exempt from the common
obligation to do justice which binds individuals, for this
duty rests upon all persons alike, whether mnatural or
artificial.”’®

If a corporation obtains money through an ultra vires
act and uses this money to pay existing and valid indebted-
ness, the person from whom the money was obtained is
deemed in equity to be subrogated to the rights of the cred-
itors of the corporation whose claims were paid thereby.

Retention of Benefits; Estoppel. In holding that an ultra
vires contract can be enforced, the courts following the lib-
eral rule of ultra vires generally base their decision upon
the fact that by reason of part performance one or the
other of the parties has received and retains benefits under
the contract, and that so long as the benefits are retained
no claim can be made that one or both of the parties had
no power to make the contract. Chief Justice Gilfillan, in
a Minnesota case, said:

“‘There are few rules better settled or more strongly sup-
ported by authority with fewer exceptions in this country,
¢ The Manchester, etc.,, R. R. Co. v. Coneord R. Co., 66 New Hamp. 100.
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that when a contract by a private corporation, which is
otherwise unobjectionable, has been performed on one side,
the party that has received and retains the benefit of such
performance, shall not be permitted to evade performance
on the ground that the contract was in excess of the pur-
poses for which the company was created. The rule may
not be strictly logical but it prevents a good deal of
injustice.’”?

And in a late Wisconsin case, Lewis v. American etc.
Association, 98 Wis., 203, the court said:

Tt is well settled that a corporation cannot avail itself
of the defense of ultra vires when the contract in question
has been in good faith fully performed by the other party
and the corporation has had the full benefit of the perform-
ance of the contract. Much less will the claim that the
transaction was ultra vires be allowed as a ground for
rescinding the contract and restoring to the complaining
party on that ground the property or funds with which
he has parted after he has had the benefit of full perform-
ance of the contract by the other party; and, in general,
the plea of ultra vires will not be allowed to prevail, whether
interposed for or against a corporation when it will not
advance justice but, on the contrary, will accomplish a legal
wrong.’’

§78. Acquiescence in and Ratification of Ultra Vires
Acts. To entitle a stockholder to relief against the results
of the wultra vires acts by a corporation, he must act
promptly or he will be bound by his laches. Corporate
members may restrain, in the proper proceedings, ulira
vires acts when still executory; but relief will not be
granted in the majority of jurisdictions when the acts com-
plained of have been either wholly or partially executed
on one or both sides, unless some great public interest is
involved.

§79. Rule as to Negotiable Paper. In this country pri-
vate corporations organized for pecuniary purposes have
the implied power, unless prohibited by their charters, to
execute negotiable instruments when within their proper

7 Seymour v. Guaranty, ete., Society, 54 Minn. 147.
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corporate purposes. If negotiable paper is issued in excess
of their authorized powers as between the original parties,
it will be void when the transaction was affected by notice
of its ultra vires character. An innocent purchaser for
value is usually protected, however, as he has a right to
presume that the paper was made or endorsed in the usual
course of business and was binding upon the corporation.
A different rule obtains, however, where an express stat-
utory provision prohibits the issue of negotiable paper.

§80. Result of Ultra Vires Acts. Where a corporation
does an ultra vires act or one in excess of and beyond its
charter powers, it clearly has violated an express or implied
prohibition of the State creating it and granting or with-
holding corporate powers and capacities. The State un-
questionably has the right to maintain proceedings for the
forfeiture of that charter and the dissolution of the cor-
poration. This right belongs, however, to the State alone,
as a corporation derives none of its powers from third
parties, even those which may be involved in the ultra vires
act. A forfeiture of the charter of the corporation deprives
it of its legal existence. It is the equivalent of capital
punishment in the case of a natural person. It is only
in unusual cases and those where there has been a persist-
ent and defiant violation of charter provisions that this
extreme punishment is sought even by the State to be
inflicted upon the offender. The rule was well stated in a
case brought under the New York laws for a violation
of statutes relative to the organization and conduct of
trusts.® The court here said:

“To justify forfeiture of corporate existence a State as
prosecutor must show, on the part of the corEoration
accused, some sin against the law of its being which has
produced or tends to produce injury to the public. A trans-
gression must not be merely formal or incidental, but mate-
rial and serious and such as to harm or menace the public
welfare; for the State does not and should not concern itself
with the quarrels of private litigants. It furnishes for them

8 People v. North River Sugar Refining Co., 121 N. Y. 582.
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sufficient courts and remedies, but intervenes as a party
only when some public interest requires its action.”’

And in a Minnesota case,® the court said:

‘“Courts always proceed with great caution in declaring
a forfeiture of franchises, and require the prosecutor seek-
ing the forfeiture to bring the case clearly within the rules
entitling him to exact so severe a penalty. . . . Hence,
if they engage in any business not authorized by the statute,
it is wltra vires, or in excess of their powers, but not a
usurpation of franchises not granted, nor necessarily a
misuser of those granted. Acts in excess of power may
undoubtedly be carried so far as to amount to a misuser
of the franchise to be a corporation and a ground for its
forfeiture. How far it must go to amount to this the courts
have wisely never attempted to define, except in very gen-
eral terms, preferring the safer course of adopting a grad-
ual process of judicial inclusion and exclusion as the cases
arise. But we think it may be safely stated as the general
consensus of the authorities that, to constitute a misuser
of the corporate franchise, such as to warrant its forfeiture,
the ultra vires acts must be so substantial and continued as
to amount to a clear violation of the condition upon which
the franchise was granted, and so derange or destroy the
business of the corporation that it no longer fulfills the end
for which it was created. But, in case of excess of powers,
it is only where some public mischief is done or threatened
that the State, by the attorney-general, should interfere.
If, as between the company and its stockholders, there is a
wrongful application of the capital, or an illegal incurring
of liabilities, it is for the stockholders to complain. If the
company is entering into contracts ultra vires, to the preju-
dice of persons outside the corporation, such as creditors,
it is for such persons to take steps to protect their interests.
The mere fact that acts are ultra vires is not necessarily a
ground for interference by the State, especially hy quo
warranto to forfeit the corporate franchises. It should
also be borne in mind that acts ultra vires may justify inter-
ference on the part of the State by injunction to prohibit a
continuance of the excess of powers which would not be
sufficient ground for a forfeiture in proceedings in quo
warranto.”’

9 State v. Minnesota Thresher Mfg. Co., 40 Minn. 213.



CHAPTER IX
LIABILITY FOR TORTS AND CRIMES

§81. Common-Law Conception of Corporation. The
common-law conception of a corporation was that of an
artificial person, invisible and intangible, with neither soul
nor body and with no moral sense. Legally capable of exer-
cising only the powers conferred, its capacity to commit
either torts or crimes was necessarily denied. It was repeat-
edly adjudged that they could not be subjected in actions
of trover, trespass, or disseizin; that they could not commit
crimes nor be liable for torts, with few exceptions. The old
idea of a corporation without a soul is more quaint than
substantial, and the theory of the doctrine that a corpora-
tion, by its charter, could exercise only those powers
beneficial in themselves is contrary to the modern and the
common-sense idea, that if it is possible for a corporation
to act from good motives, it can also act upon bad ones.
They can intend to do evil as well as to do good. This is
substantially the modern doctrine through the application
of which corporations are held liable for their torts and
subject to punishment for the commission of many criminal
offenses. The law of private corporations, within the last
half century, has been in progress of development, and has
grown up from a few rules and maxims into a substantial
body of law. Corporations have so multiplied and extended
that they are connected with and in a great degree influence
all the business transactions of the country and give char-
acter to some extent to society itself. Corporations, instead
of being the soulless and unconscious beings of Lord Coke’s
times are the great motive powers of society, governing,
regulating, and transacting its chief business affairs. They
act not only upon pecuniary concerns, but as having con-
science and motives, and to an almost unlimited extent they
are entrusted with the benevolent and religious agencies

1ue
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of the day and are constituted trustees and managers of
large funds promotive of such objects.

§82. Liability for Torts. The development of the law
respecting private corporations, in respect to the subject
of this chapter, has progressed with its development along
other lines, and it is now the settled rule that a corpora-
tion is liable in civil action for torts committed by its
agents and servants the same as a natural person. When
a corporate officer or agent acts within the apparent scope
of his power or authority, the corporation is bound by his
acts, and is liable to third parties who may have sustained
damages by reason of them. For the unauthorized and
unlawful tortious acts of its officers and agents, it is only
liable when the corporation has subsequently ratified or
adopted them. To create a liability for an unauthorized
. and unlawful act of the corporate officers and agents, it
must appear that they were expressly directed to do the
act, or that it was done in pursuance of general authority
relative to the subject of it. Where the act is within the
scope of the general powers of the corporation, its liability
is not defeated by the fact that the corporate agents have
assumed to do and have done that which the corporation
itself could not rightfully do. A corporation may do wrong
through its agents and be subjected to a liability for the
consequences of that wrongful act. The modern doctrine
holds that the liability extends to torts, involving a specific
intent or the element of malice, as libel, fraud, malicious
prosecution, or conspiracy.

Damages Recoverable. The commission of a tort may
lead to the recovery of punitive damages by the one injured.
It is now held that a corporation may be liable in punitive
damages under the same circumstances as a natural per-
gon acting through an agent would be held. The decisions,
however, are conflicting on the question of punitive dam-
ages, and some still hold that only actual damages can
be recovered; others, that punitive damages will be allowed
when the wrongful act of the agent was willful and inten-
tional; and still others hold that punitive damages can
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be recovered only when the wrongful act was done under
the express direction of the corporation or afterwards rati-
fied by it.

Motive and Intent as Elements. For many years the
decisions made a distinction in determining the liability
of the corporation for its acts or conduct, between those
for which the actor is liable, independently of motive and
which are injurious, and those the nature or character of
which depends upon the motive, and which, apart from
this, cannot be made a ground of liability. Many authori-
ties have maintained that because a corporation was inca-
pable of possessing motives or evidencing an intent, where
the act involved these as an essential ground of recovery,
that the corporation could not be held. The tendency of
modern decisions is to ignore the distinctions as to corpora-
tions and to apply the same principles which are applied
to natural persons acting under similar conditions. An
early case in Connecticut is illustrative of this modern
tendency.® This was an action based on the provisions of
the Connecticut statutes entitled ‘‘ An Act to Prevent Vexa-
tious Suits”’, and the court held that it was subjected to
the same general principles as actions in a case for mali-
cious prosecution at common law. The plaintiff alleged that
the defendant, a corporation, without probable cause, with
malicious intent, unjustly to vex, harass, embarrass, and
trouble the plaintiff, had commenced, by writ of attach-
ment, and prosecuted against him, a certain vexatious suit
and -action for fraudulent representations, to the injury of
the bank. There was a motion for non-suit which was
granted by the lower court but which was set aside on
appeal. The question involved in this case was whether
a corporation could act from malice, and therefore com-
mence and prosecute a malicious or vexatious suit. This
was decided in the affirmative by the appellate court, where
this language was used:

‘‘But after all, the objection to the remedy of this plaintiff
against the bank in its corporate capacity is not so much
® Goodspeed v. Bank, 22 Conn. §30.
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that as a corporation it cannot be made responsible for
torts committed by its directors, as that it cannot be sub-
jected to that species of tort which essentially consists in
motive and intention. The claim is, that, as a corporation
is ideal onmly, it cannot act from malice, and, therefore,
cannot commence and prosecute a malicious or vexatious
suit. This syllogism, or reasoning, might have been very
satisfactory to the schoolmen of former days; more so, we
think, than to the jurist who seeks to discover a reasonable
and appropriate remedy for every wrong. To say that a
corporation cannot have motives, ahd act from motives,
is to deny the evidence of our senses, when we see them thus
acting, and effecting thereby results of the greatest impor-
tance, every day. And if they can have any motive, they
can have a bad one; they can intend to do evil as well as to
do good. If the act done is a corporate one, so must the
motive and intention be.’’

As illustrating the tendency and holdings of courts on
the questions suggested above, a few quotations will be
instructive:

‘¢ A corporation is liable to the same extent and under the
same conditions as a natural person for the consequences
of its wrongful acts and will be held to respond in a civil
action at the suit of an injured party for every grade and
description of forcible, malicious, or negligent tort or wrong
which it commits, however foreign to its nature or
beyond its granted powers the wrongful transaction or act
may be.”’1?

“Corporations are liable for every wrong they commit,
and in such cases the doctrine of ultra vires has no applica-
tion. They are liable for the acts of their servants while
such servants are engaged in the business of their principal
in the same manner and to the same extent that individuals
are liable under like circumstances. An action may be
maintained against a corporation for its malicious or negli-
gent tort, however foreign they may be to the object of its
creation or beyond its granted powers. It may be sued for
assault and battery, for fraud and deceit, for false impris-
f-%ﬁegh for malicious prosecution, for nuisance and for
ibel.

10 New York, ete., B. B. Co. v. Schuyler, 34 N. Y. 30.
11 National Bank v. Graham, 100 U. 8. 699.
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§83. Commission of Crime. In general, a corporation
may be responsible for omissions to perform specific duties
imposed by law. They are subject to punishment for some
acts of misfeasance, but not ordinarily for crimes which
involve a mental operation or the element of personal vio-
lence. There are also some crimes which a corporation,
from its intangible nature, can not commit. A corporation
may also be guilty of contempt of court and punished the
same as a natural person. Bishop on Criminal Law, Sec.
417, states their liability as follows:

¢“A corporation cannot, in its corporate capacity, commit
a crime by an act in the fullest sense ultra vires and con-
trary to its nature but within the sphere of - its corporate
capacity and to an undefined extent beyond. Whenever it
assumes to act as a corporation it has the same capabilities
of criminal intent and of act, in other words, of crime, as
an individual must sustain to the thing of like relation.’’

There exists at the present time no distinction between
the acts of misfeasance and of nonfeasance, at least where
no criminal intent is involved.

The crimes involving criminal intent, and which from
their nature a corporation is incapable of doing, are, among
others, murder, larceny, and assault and battery, although
a corporation may be liable civilly for punitive damages
caused by an assault and battery, or a malicious prosecu-
tion and other torts involving intent. In keeping with these
rules of liability, a corporation has been held subject to
indictment for criminal libel, for keeping a disorderly
house, obstructing navigation, for committing a public nui-
sance, for Sabbath breaking, and for usury,



CHAPTER X
MEMBERSHIP IN CORPORATIONS

§ 84. General Statement. The division of cerporations
into stock and non-stock will be considered for the purposes
of this chapter. A stock corporation is one having shares
of capital stock of the par value and to the amount desig-
nated in its charter. A non-stock corporation is one having
no capital stock. The former are usually organized for the
purpose of the pecuniary gain and advantage of its mem-
bers. The latter are usually formed for the purpose of
advancing and promoting, in behalf of its members and
others, other objects than the financial benefit or advantage
of its members. The methods of acquiring membership and
the loss of that membership when acquired are essentially
different in the two classes of corporations.

§85. Non-Stock Corporations. The charter, or the by-
laws, of a non-stock corporation, determines the method by
which membership must be acquired. Admission of mem-
bers is usually under the absolute control of the corpora-
tion, subject to restrictions, if any, found in the laws of
the State or in the articles of incorporation. Persons may
become members either by joining in the original organ-
ization of the corporation, or, subsequently, upon being
admitted to membership in accordance with its regulations,
usually consisting of the requirements of an application
for membership and a vote of approval by existing mem-
bers. Membership in a non-stock corporation, it will be
seen, is determined, not by the ownership of an interest
in the corporation, or even the possession of the required
qualifications, but upon the approval by the members of an
existing corporation to admit to membership.

§86. Stock Corporations. Membership in a corporation
having shares of capital stock is acquired through the

124
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ownership of one or more of the aliquot parts into which
the capital stock of the corporation is divided. The per-
sonal approval of the existing members of a corporation
is not necessary nor the possession of any personal qualifi-
cation. If an individual becomes the owner, in any legiti-
mate way, of one or more of the aliquot shares into which
the capital stock is divided, he thereby becomes a member
of the corporation, although his personality may be dis-
tasteful or obnoxious to every other member of that cor-
poration. He is a member in the full legal sense of the
word and entitled to all of the rights which attach to the
ownership by him of his proportionate part of the capital
stock of the corporation. His interest in the corporation
is evidenced, usually, by what is termed a certificate of
stock, though its issue by the corporation and possession
by the member is not necessary to constitute that relation.
It is the ownership of an interest in the capital stock of
the corporation that constitutes one a member. His name
may appear on the books of the company as the owner of
an interest, but this does not necessarily establish the rela-
tion. This subject will be discussed later in the chapter on
capital stock. One may become an owner of the capital
stock of a corporation by acquiring it through purchase
or devise, by subscription to the shares of stock of the
corporation, and through the operation of the doctrine of
estoppel. The latter rule is applied where one, without
owning shares of stock in a corporation, assumes the rights
of membership and acts in accordance with that relation;
holding himself out, in other words, to the public dealing
with the corporation and with himself as a member of that
corporation. The courts hold, where this condition exists,
that in subsequent controversies or litigation arising from
these acts, he will be estopped to assert his non-membership.

§87. Who Can Be Members. The relation existing be-
tween a corporation, the State, and its members, and
between its members, is a contract one, and it follows that
in the absence of statutory provisions only those who are
capable of entering into a contract relation may become
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rnembers of a stock corporation. Infants may, however,
acquire stock in a corporation, but this particular contract
will be entered into subject to the principles of law control-
ling, in general, the contracts of those non sui juris. The
right of affirmance or disaffirmance will exist upon attain-
ing majority. The authorities are agreed that if an infant
accepts the benefits of membership in a stock corporation
he is also responsible for the liabilities following that rela-
tion and subject, therefore, to calls and assessments. Where
the common law disability relating to married women pre-
vails they are, even if of legal age, subject to the control-
ling principles of the law limiting their capacity to enter
into contracts. In nearly all States, however, ‘‘Married
Women Acts’’, so-called, have been passed removing the
common-law disability, and in these States they are free,
if of age, to enter into this particular contract relation as
freely as other persons sus juris. They can become share-
holders in stock corporations, entitled to the benefits and
subject to the liabilities created through the existence of
the relation. The right of one corporation to become a
member of another stock corporation has already been dis-
cussed. The general rule may be repeated here, viz, that
the legal right does not exist unless expressly conferred,
the doctrine applying both to the acquisition of shares in
another corporation as well as shares of its own stock.
Trustees and others occupying a trust relation may become
members of a stock corporation for the benefit of their
cestui que trust. Statutory provisions exist in many States
declaring the trustee under such circumstances to be merely
a nominal legal owner of the shares, the trust estate consti-
tuting the true owner and in their absence this rule will
still obtain.

§88. Loss of Membership. Membership in a stock cor-
poration is lost by the transfer of the interest owned by
the member to another. Membership in a non-stock cor-
poration is lost by dcath, resignation or through expulsion,
a resignation being the voluntary relinquishment or mem-
bership in a corporation, while expulsion is an involuntary;
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loss of membership. In non-stock corporations the power
of expulsion is determined by the constitution and by-laws
of the asseciation or the corporation, and the member must
give his assent to by-laws regulating expulsion before they
can become operative upon him, though acceptance of
membership with knowledge of the by-laws is usually held
by the courts to constitute an implied assent.

§89. Requisites to Legal Expulsion. An individual
possesses both personal and property rights. The former
including with others, life, liberty, health, and reputation.
These personal rights are regarded by the courts as entitled
to protection, and both the Federal and State constitutions
abound in provisions insuring to the individual the posses-
sion and enjoyment of his fundamental personal rights.
Expulsion from a non-stock corporation may seriously
affect or entirely destroy one of the most desirable and
important of personal rights, viz, that of reputation. The
courts, therefore, have universally held that before a mem-
ber can be expelled from a non-stock corporation, certain
and essential steps must be taken. One cannot be deprived
of personal rights without due process of law. And despite
by-laws or charter provisions to the contrary, to constitute
a legal expulsion, the one expelled must have had notice of
the proceeding looking to expulsion; the corporation must
have considered the question of expulsion at a meeting reg-
ularly had or specially called for that purpose; due for-
mality must have been observed in the proceedings, and
finally there must have been a formal conviction resulting
from the affirmative action of the required number of mem-
bers. Discussing these essentials somewhat briefly, the per-
son charged with an offense, the ground of an attempted
expulsion, must have notice, not only of the offense with
which he is charged, but also of the meeting at which the
charge is to be considered by the corporation. He must be
given a reasonable opportunity to appear and defend him-
self against the charges. The meeting at which the charges
are considered and the vote of expulsion taken must be held
in accordance with charter provisions or the requirements
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of a by-law controlling the calling of meetings of the cor-
poration and the business which could be legally transacted
at the meeting. The proceedings involving the expulsion
must be conducted according to the formalities required
by the charter or by-laws. There must be, further, a con-
sideration of the charge and the evidence offered sustain-
ing it in connection with the formal vote of expulsion. The
courts hold that there must be proof of the offense charged,
even if the defendant fails to appear. In the case of non-
stock corporations, where the essentials of a legal expul-
sion have been carefully observed, the courts, as a rule,
will not interfere, unless the rule or by-law authorizing the
expulsion was in itself immoral, contrary to public policy
or in contravention of the law of the land; or unless the
by-law was not observed, or some of the essentials noted
above were omitted ; and, finally, unless there was bad faith
exercised by the corporation and its members in arriving
at a decision. The courts will interfere, without doubt
where the judgment of expulsion was made without notice
and opportunity to be heard. The fundamental principles
to be observed in connection with the subject of expulsion
of a member from a non-stock corporation are that the
personal rights of the individual are protected by constitu-
tional provisions equally with his property rights, and that
one cannot be deprived of either without due process of
law, and due process of law includes, as its most necessary
condition, the giving of notice to one whose rights are to
be affected by a proceeding, and affording him, in a court
or body of competent jurisdiction, a reasonable opportunity
to appear, if he so desires, and protect these rights.

In considering the question of whether an offense pre-
scribed by a by-law as warranting expulsion will, as a mat.
ter of law, afford a legal ground for expulsion, many
decisions have considered the character of the offense, some
holding that only offenses of an infamous character; or, in
other words, those which are indictable under the criminal
codes of the State, will afford ground for expulsion. Other
decisions hold that if a member of the corporation commit
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an offense which in and of itself is not indictable or of an
infamous character, but which is against the party’s duty
to the corporation as a member of it, the corporation is
warranted in proceeding in a legal manner to expel the
member.

§90. Voluntary Withdrawals. In Non-Stock Corpora-
tions. In the case of non-stock corporations, the interests
of the members in the property of the corporation and their
liabilities to corporate creditors, are the principal questions
involved. The general rule seems to obtain that by a
voluntary withdrawal from a non-stock corporation, the
member loses his right to claim any interest in the prop-
erty of the corporation. He is deemed to have abandoned
his property rights. His personal liability of a member
in a non-stock corporation for the corporate debts will be
considered in a later chapter.

In Stock Corporations. In a stock corporation, upon
transfer of ownership and consequent loss of membership,
the questions involved are somewhat different. They
include the right of the corporation to a lien upon his stock
for debts due the corporation, the question of unpaid sub-
scriptions to the capital stock and the right of other share-
holders to require him to meet his proportion of the cor-
porate liabilities. These questions will be considered in a
subsequent chapter. Upon sale and transfer of the stock-
holder’s interest in the corporation, he is presumed to have
received from the purchaser of his interest the equivalent
monetary value of that interest in the corporate property.



CHAPTER XI
RIGHTS OF CORPORATE MEMBERS

The powers or rights of corporate members may be some-
what roughly divided into ordinary and extraordinary.
Extraordinary rights exercised by members are those
which change the original contract of membership and
include the power to amend the charter of the corporation;
to increase or reduce its capital stock; to sell or lease-the
entire corporate property, and to consolidate or merge the
corporation with others. The courts hold that these powers
of the corporation must be exercised, when authorized by
law, originally by the stockholders or members of the cor-
poration, and cannot be exercised by the directors without
express authority from them.

The ordinary rights or powers appertaining to corporate
membership consist of the right to meet and elect directors;
to participate in the proceedings at stockholders’ meetings;
to accept or reject applications for admission, in case of
non-stock corporations; to prescribe by-laws; to inspect the
corporate books; to participate in the net profits of the cor-
porate business through the payment of dividends; to
insist that the corporate property and funds shall not be
diverted from their original purpose; to restrain the cor-
poration from doing acts wltra wvires; to hold officers
accountable for their actions in the management of the cor-
porate business; and, in extreme cases, to defend or bring
suits or actions at law for and on behalf of the corporation.
These powers were indicated in a decision where the judge
said:

““The rights of stockholders are: to meet at stockhold-
ers’ meetings; to participate in the profits of the business;
and to require that the corporate property and funds shall
not be diverted from their original purpose. If the com-
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pany becomes insolvent, it is the right of the stockholders
to have the property applied to the payment of its debts.
I do not know of any other rights except incidental ones,
subsidiary and auxiliary to these. Of course, the stock-
holder has, ordinarily, the right te a certificate for his
stock; to transfer it on the company’s books, and to inspect
these books. For the invasion of these rights by the officers
of the company, he may sue at law or in equity, according
to the facts in the case.’”

A textbook writer has divided the rights of members into
individual and collective. The former including a right to
a certificate of shares; to transfer his shares; to vote at
the stockholders’ meeting; to inspect the books of the com-
pany; to dividends after the same are declared; and the
latter including the right to interfere with corporate man-
agement. The more important of these membership
rights will be briefly considered in the following sections.

§91. Right to a Certificate of S8tock. In stock corpora-
tions the relation of membership is based upon the owner-
ship of one or more of the aliquot parts inte which the capi-
tal stock of the corporation is divided. To establish this
relation, the possession of a so-called certificate of stock is
not necessary, but it is customary for the corporation to
issue, as prima facie evidence of ownership, a written
acknowledgment, under the seal of the corporation and
executed by its proper officers, of the ownership of the indi-
vidual named in the capital stock of the corporation.
Every member of a stock corporation is entitled, as a mat-
ter of legal right, to this written acknowledgment, and if
the corporation refuses to issue it, it has been held that its
refusal may be treated as tantamount to a conversion of
the shares.

§92. Right to Participate in the Management of the
Corporation. The right of a member in a stock corpora-
tion to share in the general management and conduct of its
affairs is limited to participation in stockholders’ meetings
and to the election of a board of directors or managing

1 Forbes v. Memphis, ete. R. R., 2 Woods C. C. 323.
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officers in whom is vested, usually, the entire power of
the direct management of the business affairs of the
corporation.

§93. Rights in Corporate Property. Incidental to the
subject of the right to actively participate in the manage-
ment of the business of the corporation, the legal doctrine
might be stated that the shareholder has no legal title to
the property or profits in a corporation until a dividend
has been declared or a division made. His interest is
merely an inchoate, indivisible, and intangible one. The
title to all corporate property is vested in the legal person,
viz, the corporation. A stockholder, merely because he
may own one-half of the capital stock of a corporation, can-
not claim or assert any rights of ownership over one-half
of the corporate property. His rights only become tangible
and fixed in case of the dissolution of the cerporation and
a division of its property; or when corporate profits have
been formally declared in the form of dividends.

§94. Right to Inspect Records. The right existed at
common law in every member of a corporation to inspect
the books and records of a corporation, at a convenient
time and place from the viewpoint of the corporation, and
for a proper purpose, either in person or by his properly
authorized representative. Many States have passed stat-
utes declaring, as a matter of law, this common-law right.
The Minnesota provision is illustrative of acts of this
class.?

After provision for the keeping of certain accurate and
complete records of corporate proceedings, it declares that
¢¢ All such books and records shall, at all reasonable times
and for all proper purposes, be open to the inspection of
every stockholder.”” In Alabama it is provided that ‘‘the
stockholders of all private corporations shall have the right
of access to or inspection and examination of the books of
records and papers of the corporation at reasonable and
proper times.”” The wording of the statute in a particular
State will determine the exact right of a corporate member,

¢ Rev. Laws of Minnesota, 1905, § 2869.
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for, as will be noted in the statement of the common-law
rule, this is not an absolute but a limited one.

§95. Right to Inspection. The fundamental limitations
upon the right of inspection on the part of the stockholder
are that it shall be exercised at a convenient time and place
and for other proper purposes. Even where, by statute,
the absolute right is apparently given, certain inherent limi-
tations necessarily exist. These would include an exercise
of the right within business hours and at the office of the
corperation. The right, further, cannot be exercised in an
unreasonable manner, considered from the standpoint of the
corporation in the transaction of its business. The right
cannot be exercised by the member in such a manner as to
prevent the corporation from transacting its business in
the usual manner. A corporation with many thousand
stockholders—not an unusual condition at the present
time—might be entirely prevented from transacting its
business if each one of these insisted upon his right to
inspect certain corporate books and records, the daily use
and keeping of which is absolutely necessary to the carrying
on of its business. In the absence of statutes limiting the
purpose for which corporate record: may be inspected, it
has been held that the right is not to be exercised to gratify
curiosity or for speculative purposes, but in good faith and
for a specific honest purpose and where there is a particu-
lar matter in dispute involving and affecting materially the
rights of the stockholder. It car~ost be exercised at the
caprice of the curious and the suspicious. The courts also
have held that the right cannot be exercised on account of
a general dissatisfaction on the part of the stockholder
with the management of the enterprise based upon a vague
belief that it is being dishonestly or inefficiently managed.
The stockholder has, in general, however, the right to
inform himself of all corporate transactions, the right to
be exercised under the essential conditions noted above.
On this point a New Jersey case® held as follows:

“To say that they have the right, but that it can be
8 Huylar v. Cragin Cattle Company, 40 N. J. Eq. 382
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enforced only when they have ascertained in some way
without the books that their affairs have been mismanaged,
or that their interests are in danger, is practically to deny
the right in the majority of cases. Oftentimes frauds are
discoverable only by examination of the books by an expert
accountant. The books are not the private property of the
directors or managers, but are the records of their
transactions as trustees for the stockholders.”’

A further limitation exists upon the right of inspection
in this, that even where the stockholders are given by stat-
ute the right, yet it does not extend to an inspection of the
books or records of the board of directors of the corpora-
tion or subcommittees of managing boards. The demand
for inspection must be made by the member upon the
proper officer in charge of the books or records an exami-
nation of which is desired, and the demand must alse state,
specifically, the particular books or records to be inspected.
A general demand for inspection of all the books and
records of the corporation is too broad and indefinite.

Remedy for Wrongful Refusal. 1f, after a gproper
demand has been made by a stockholder for an inspection
of the books and records of a corporation, and upon the
proper officer having legal charge or custody of them, the
right of inspection is refused, the stockholder has the elec-
tion of several remedies against the corporation. He can
sue it and recover damages sustained, if by competent evi-
dence it appears he ha= «uffered any; he can petition for a
writ of mandamus to issue against the officer having charge
and custody of the books and records in question; or, in
those States where a statutory penalty is provided for a
denial of the right, this can be recovered.

§96. Right to Receive Dividends. It has already been
stated that the title to all the corporate property is vested
in the corporation and that no stockholder or member has
a definite, tangible, or divisible interest before the corpora-
tion is dissolved or until a share in the net profits of the
corporation has been declared in the form of dividends.
The right to receive dividends, if any are earned, belongs
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to every stockholder in a corporation organized for pecu-
niary purposes. A dividend has been defined as a ‘‘cor-
porate profit set aside, declared and ordered by the proper
corporate officers to be paid to the stockholders on demand
or at a certain time.”” It is the general rule that members
have no legal rights to dividends until officially declared,
and that they can only be declared and paid out of the net
earnings or profits of the corporate business. An implied
prohibition, and in many States express, exists against the
declaration and the payment of dividends from other
sources than the net profits or earnings, for otherwise they
may be paid out of the funds representing the capital stock
of the corporation. The terms net earnings and profits
necessarily have been the subject of many judicial
decisions. ‘‘The words mean, what shall remain as the
clear gain of any business venture after deducting the capi-
tal invested in the business, the expenses incurred in its
conduct, and the losses sustained in its prosecution.’’*
Again, ‘“profits of a company are not such sums as may
remain after the payment of every debt, but are the excess
of ordinary receipts over expenses properly chargeable
to revenue account.® Again, ‘‘Net earnings are properly
the gross receipts, less the expense of operating the road
or other business of the corporation. Interest on debts is
paid out of what thus remains out of the net earnings; the
remainder is the profit of the shareholder.’’®

Discretionary Power of Declaration. The profits of the
corporation belong to the corporation. Stockholders have
no right to share in them until a certain proportion has
been officially declared by the directors as dividends. When
the declaration has been made, the common rule seems to
obtain that it then cannot be revoked and the corporate
member can insist upon its payment if made out of the sur-
plus or the net profits of the corporation. The declaration
of dividends rests in the sound discretion of the board of
directors or managing officers, and stockholders have no

4 Park v. Granite, etc.,, Works, 40 N. J."Eq. 114.
5 Mills v. Northern, ete., Ry. Co., L. R., 5 Ch. App. 621.
6 8t. Jobn v. Erie R. R., 10 Blatch. 271,
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remedy in respect to their action on dividends so long as
this discretion is exercised honestly and in furtherance of
what the directors, acting upon their best judgment, deem
the sound interests of the corporation. Members can com-
plain only when this discretion is abused or the directors
act fraudulently. The rule was well stated by the Supreme
Court of the United States:’

‘‘Money earned by a corporation remains the property
of the corporation and does not become the property of the
stockholders unless and until it is distributed among them
by the corporation. The corporation may treat it and deal
with it either as profits of its business or as an addition to
its capital. Acting in good faith and for the best interests
of all concerned, the corporation may distribute its earn-
ings at once to the stockholders as income; or it may reserve
part of the earnings of a prosperous year to make up a
possible lack of profit in future years; or it may retain
portions of its earnings and allow them to accumulate and
then invest them in its own plant, so as to secure and
increase the permanent value of its property. Which of
these courses is to be pursued is to be determined by the
directors with due regard to the conditions of the com-
pany’s property and affairs as a whole; and, unless in case
of fraud or bad faith on their part, their discretion in this
respect can not be controlled by the courts, even at the suit
of owners or preferred stock, entitled by express agreement
with the corporation to dividends at a certain yearly rate
in preference to the payment of any dividend on the com-
mon stock but dependent on the profits of each particular
year as declared by the board of directors.”’

Form of Dividends and to Whom Paid. 1t is within the
discretion of the board of directors to determine, at the
time of the declaration of a dividend, the manner of its
payment, whether in cash, stock, bonds or scrip, or prop-
erty. A dividend can be paid by any of the means sug-
gested, the only limitation being that the funds or property
of the corporation representing its capital stock cannot be
distributed in the form of dividends. In stock ¢orporations

7 QGibbons v. Mahon, 136 U. 8. 549.
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the universal rule prevails that the member whose name
appears on the books of the company at the time desig-
nated in the declaration of the dividends, is entitled to
receive it. The stock transfer books, except in special
cases, determine absolutely the rights of parties in this
respect, and the corporation is fully protected in paying
dividends to the members then appearing upon its records.
§97. Right to Vote. This is also one of the ordinary
rights of the member of a corporation. In a non-stock cor-
poration each member is entitled to one vote, and this was
the common law also in respect to the right of members in
stock corporations. The rule, however, has obtained for
many years that members of stock corporations are entitled
in person or by proxy to that proportion of votes in
stockholders’ meetings represented by the number of
shares appearing in their names upon the books of the
company. In cases of dispute, only shareholders of rec-
ord are entitled to vote, and the transfer books of the
corporation are universally regarded as prima facie evi-
dence of the right. In cases of transfer the vendor may
exercise his right of voting until the vendee has completed
the transaction by causing to be transferred upon the books
of the company his name as the owner of the stock.
Cumulative Voting. As stated above, the common rule
prevails at the present time that the shareholder is entitled
to that number of votes corresponding with the number of
shares appearing in his name upon the books of the cor-
poration. The usual manner of casting these votes has
been modified of recent years by custom, and also by stat-
ute in many cases, through the introduction of what is
known as the cumulative system of voting. Unless this pre-
vails, the power of the majority is absolute. They can
elect the entire board of directors or managing officers.
The minority interests, although representing, for illustra-
tion, 49 per cent of the capital stock, will be deprived of
representation upon the board. To enable a minority inter-
est to obtain representation, the system above has been
introduced, and this, in effect, gives to the minority
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shareholders the power to elect members of the board of
directors by accumulating their votes on one or more can-
didates. To illustrate: Suppose there are five directors to
be elected; the majority of shareholders have seven hun-
dred votes, the minority three hundred. It is apparent
that the majority can cast seven hundred for each of their
five candidates. The minority, under the cumulative sys-
tem, may multiply their entire number of votes by the num-
ber of directors to be chosen (three hundred times five) and
cast the entire fifteen hundred votes for two candidates,
thus assuring their election over two of the candidates of
the majority.

§98. Rights of Stockholders over Corporate Action.
Other rights of stockholders are to hold corporate officers
accountable for their actions in the management of cor-
porate property, and, in extreme cases, to defend and
bring suits for the corporation. A quotation from a lead-
ing case decided by the Supreme Court of the United States,
dealing with the exercise of these rights, will sufficiently
and clearly state the law on the question involved :®

¢‘‘Before an action can be maintained by the stockholder
there must be shown: (1) Some action or threatened action
of the directors or trustees which is beyond the authority
conferred by the charter, or the law under which the com-
pany was organized; (2) such a fraudulent transaction,
completed or threatened by them, either among themselves
or with some other party, or with shareholders, as will
result in serious injury to the company or the other share-
holders; (3) that the directors, or a majority of them, are
acting for their own interest in a manner destructive of
the company, or the rights of the other shareholders; (4)
that the majority of the shareholders are oppressively and
illegally pursuing, in the name of the company, a course in
violation of the rights of the other shareholders which can
only be restrained by a court of equity; (5) it must also be
made to appear that the complainant made an earnest effort
to obtain redress at the hands of the directors and share-
holders of the corporation, and that the ownership was
vested in him at the time of the transactions of which

8 Hawes v. Oakland, 104 U. 8. 450.
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he complains, or was thereafter transferred to him by
operation of law.’’

In restraining ultra vires acts, the court, in a New York
case, said :°

‘““We do not question the right of stockholders to com-
plain of any diversion of the capital and assets to purposes
not authorized by the charter, and to arrest by suit an
unauthorized course of dealing which results in such diver-
sion. The powers of a court of equity may be put in motion
at the instance of a single shareholder, if he can show that
the corporation is employing its statutory powers for the
accomplishment of purposes not within the scope of its
institution.”’

And, on the points directly involved in this section the
court, in the same case, said:

¢“In action by stockholders, which assail the acts of their
directors or trustees, courts will not interfere unless the
powers have been illegally or unconscientiously executed,
or unless it be made to appear that the acts were fraudu-
lent or collusive and destructive of the rights of the stock-
holders. Mere errors of judgment are not sufficient as
grounds for equity interference; for the powers of those
entrusted with corporate management are largely dis-
cretionary.”’

® Leslie v. Lorillard, 110 N. Y. 519,
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CHAPTER XTI
MEMBERSHIP LIABILITY

§99. Liability of Members of Stock Corporations. Mem-
bership liability may be broadly divided into liability to
the corporation, liability to other members, and liability to
corporate creditors. This liability is entirely contractual,
and so depends upon the terms of the agreement between
the members and the corporation. Liability to the cor-
poration will be first considered.

To the Corporation. The articles of incorporation fix
the amount of its capital stock, the number of shares into
which it is divided, and their par value. One of the con-
tract obligations entered into at the time of the organi-
zation of the corporation is the agreement between the
members and the corporation that they will pay into the
corporate treasury, for the purpose of carrying on its
business and for the payment of corporate debts, in money
or in money’s worth the full par value of the stock sub-
scribed by them.

The liability, therefore, exists on the part of the origi-
nal stockholders of the corporation to pay on call amounts
remaining unpaid on their stock up to the par value
thereof. This liability attaches only to the original hold-
ers of the corporate stock and their vendees with knowl-
edge that a balance remains unpaid upon the stock. A
bona fide purchaser on the open market, having no knowl-
edge of the fact that a portion of the par value of the
stock remains unpaid, is not subject to the liability. The
corporation itself can,by contract with its members, relieve
them from the payment of a part of the par value of
the stock, though such an arrangement will not ordinarily

141



142 PRIVATE CORPORATIONS

be binding upon the creditors of the corporation. As to
the latter, the obligation to pay par for stock remains.

A shareholder may become indebted to the corporation
personally by a transaction between them, but this is not
regarded as a membership liability in the ordinary sense.

When the obligation called for by the subscription to the
shares of stock of a corporation is performed, it has no
farther rights which it can enforce against the member.
The contract of subscription determines and measures the
liability of a shareholder to the corporation.

To Other Shareholders. One of the distinctive charac-
teristics of a private corporation is, that between the mem- .
bers there does not exist a trust relation when the con-
trary rule obtains in other forms of association by natural
persons. The liability to pay par for the stock runs from
the individual member to the corporation itself, and not
to the other members. If any one of them fail to perform
this contract, a personal liability to the other members
will not be created. The courts have, however, held, that
the members of a corporation are engaged in a common
enterprise. One of the rights of a stockholder, it will be
remembered, was that of receiving dividends, and the exist-
ence of this right carries with it a corresponding liability
to share in the financing of the corporation. Members
failing to pay the full par value of their stock into the
corporate treasury may be compelled by the other stock-
holders, because of the community of interest and of obli-
gation noted above, to respond to their contract obligations.

" The courts have also held that members of a corporation
can have set aside secret arrangements by the corporation
with other members by which they are to receive their stock
on more favorable terms.

To Creditors. The liability of stockholders in a corpora-
tion to the corporate creditors is commonly divided into
statutory or constitutional, and other than statutory or
constitutional. The latter includes common-law liability,
so-called, and what is known as a partnership liability.

Partnership Liability When Corporate Organization is
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Defective. In a preceding chapter the importance was sug-
gested of the ability to determine when a legal corporation
existed, this, from the standpoint of a natural person, form-
ing one of a group of persons associated in a corporate
capacity. The liability of a stockholder in a corporation
for the corporate debts being a limited or restricted one
when compared with that of a natural person or a co-part-
nership. The corporate relation established, the extent of
the liability is consequently established. When the
required tests of a legal incorporation are applied and
affirmatively answered, a legal corporation exists whose
corporate rights in this respect cannot be questioned even
by the State. In the creation of corporations, informali-
ties and irregularities may occur which, while they deprive
it of the character of a corporation de jure, do not take
away its right to exist as a corporation and act in a cor-
porate capacity, a corporation of the latter class being
known as one de facto. The attempt on the part of a group
of natural persons to organize a corporation may, however,
not be made in good faith; or the irregularities and infor-
malities may be so grave that even a de facto corporation
is not created. The liabilities of the members of a defec-
tive corporation of this kind will be those of a co-partner-
ship. In some cases, also, the courts have held, that the
liabilities of those organizing a corporation for obligations
incurred prior to incorporation will attach to them as
co-partners, unless expressly adopted or assumed by the
corporation upon its organization. It might be said that
the law is steadily tending to the establishment of at least
a de facto corporation, unless the informalities and irregu-
larities are so grave in character as to prevent this holding,
or unless some of the other essentials of a de facto
corporation do not exist.

§100. Common-Law Liability. The entire obligation of
the member of a corporation to it and its creditors is
measured by his contract of subscription to the shares of
stock of the corporation. This contract of subscription
called for the payment in money or in money’s worth to
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the corporation by the stockholder of the par value of the
stock. Upon failure to perform the obligation of this con-
tract as to payment, the corporation could enforce its terms
against the stockholder. The contract obligation to pay
par for the stock by the original subscriber is known as the
common-law liability. It exists, not as a matter of statu-
tory or constitutional provision, but by reason of the terms
of the contract made by the subscriber. In some States,
constitutional and statutory provisions have been adopted
or passed holding a stockholder liable for the debts of the
corporation to the extent of the par value of the stock.
These provisions are merely declaratory of the common law.
The obligation to pay par for the stock exists independent
of statutory or constitutional provisions. By arrangement
between the corporation and the stockholder, the latter may
be relieved of a part of this obligation. A release, how-
ever, of this character, will not affect the rights of the
corporate creditors who can enforce in some proceeding
the payment by the stockholder of the full par value of his
stock.

§101. Liability for Capital Wrongfully Distributed. It
has been a common holding of the courts that the capital
stock of a corporation is a trust fund, to be maintained by
it at parity for the benefit of the corporate creditors. The
trust fund theory will be fully discussed later, but atten-
tion is called to it here for the reason that it may involve
the liability of a stockholder to creditors in case they have
permitted the property of the corporation, or an equivalent
value of its capital stock, to be distributed among them- -
selves to the injury of the corporate creditors. The courts
hold without exception that where this has been done the
corporate stockholders will be liable in proportion to their
stock holdings to the extent of the property wrongfully
and illegally distributed. This liability, it will be noted,
is the application of the common-law liability, so-called, to
circumstances or conditions not originally arising. The
common-law obligation is that the stockholder shall pay
to the corporation the par value of his stock for the benefit



PRIVATE CORPORATIONS 145

of the corporate creditors. If, after having paid this, he
permits the fund thus created to become illegally dimin-
ished, it will be regarded, on his part, as if he had not
complied with his common-law obligation. ‘‘The stock-
holders have no right to anything but the residuum of the
capital stock after the payment of all the debts of the
corporation. H, before all such debts are discharged, they
take into their hands any of the funds of the corporation,
they hold them subject to an equity which is against
conscience to resist.’”

§102. Statutory or Constitutional Liability. In nearly
all of the States, by constitutional or statutory provision,
there has been established a stockholders’ liability in excess
of or beyond that created and existing by reason of the
contract of subscription; viz, the common-law liability.
In some States these provisions exist providing for a
liability to the full par value of the stock, but these have
been commonly construed as simply declaratory of the
common law. The phraseology of constitutional and statu-
tory provisions relative to stockholders’ liability varies,
and the particular meaning of words used and the applica-
tion of them must be learned by consulting the decisions
of a particular State. They impose, usually, a liability in
addition to the common law liability. They are not to be
extended by implication, and the courts usually apply
strict rules of construction in their application, since they
are in derogation of common law. The Constitution of
Minnesota, Article 10, Sec. 3, provides: That ‘‘each stock-
holder in any corporation, excepting those organized for the
purpose of carrying on any kind of manufacturing or
mechanical business, shall be liable to the amount of stock
held or owned by him.”’ This provision establishes what
is commonly known as a double liability and is illustrative
of a large number of similar enactments. There is, neces-
sarily, a great diversity, as above stated, in the character
of the liability created by statutory or constitutional pro-

1Kohl v. Lillienthal, 81 Cal. 378.
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vision in excess of or beyond the common-law liability. A
recent textbook states concisely their effect:?

“‘The liabilities thus imposed, may, however, be roughly
classified as follows: (1) A joint and several liability as
partners; (2) a joint and several liability as guarantors;
(3) & limited and several liability to be enforced absolutely
or, more commonly, upon regular proceedings against the
corporation proving ineffectual. The first class abrogates
entirely the rule of limited liability and is governed by the
law of partnership. The member becomes a principal
debtor. Under the second class the liability is secondary
and collateral to that of the corporation, and is governed
in a general way by the rules of guaranty. Thus, any act
on the part of the creditors that will release a guarantor
will release a stockholder from his liability. The liability
under the third class is ordinarily limited to (a) an amount
equal to the shares of capital stock held by the member;
or (b) an amount equal to the ratio which the member’s
proportion of the capital stock bears to the entire corpora-
tion indebtedness. ‘The distinctive characteristic of this
liability is that each member stands liable for a definite sum
and no more, irrespective of the amount for which the oth-
ers are liable. It is a several, unequal, and limited liability
as to which each member stands alone, except that, if he
pays more than his proportion of the debts of the company,
he may, as in other cases, have contribution from his fellow
shareholders.’ ”’

Constitutional Provisions: When Self-Executing. Consti-
tutional provisions imposing an additional liability are
gelf-executing, as the phrase is used, when they require no
additional action by the legislature to make them available
to creditors. A constitutional provision not self-executing,
must be supplemented by legislation to become operative.
Its character in this respect will be ascertained from its
language and the intent as gathered from the circumstances
and the conditions attaching to its adoption; if the phrase-
ology of the provision is generali or the extent of the liability
ot fixed, legislation will be necessary. The decisions in
the different States are at variance in the construction of
constitutional provisions similarly worded. In discussing

2 Abbott’s Elliott on Private Corporations, 4th ed. § 558.



PRIVATE CORPORATIONS 147

the question of whether a constitutional provision was self-
executing, Justice Mitchell, in a case which is frequently
cited, said:

‘A constitution is but a higher form of statutory law,
and it is entirely competent for the people, if they so desire,
to incorporate into it self-executing enactments. These are
much more common than formerly, the object being to put
it beyond the power of the legislature to render them nuga-
tory by refusing to enact legislation to carry them into
effect. Prohibitory provisions in a constitution are usually
self-executing to the extent that anything done in violation
of them is void; but instances of affirmative self-
executing provisions are numerous in almost every modern
constitution.’”®

Ezemptions. While the State encourages the organiza-
tion of all private corporations, it may espetially favor
those formed for manufacturing and other purposes, the
transaction of the business of which tends more immedi-
ately and directly to the building up and to the advantage
of a community. In some States this attitude has been
exhibited by excepting from the operation of constitu-
tional or statutory provisions imposing an additional
lability the stockholders of these corporations. The con-
stitutional provision of Minnesota is illustrative of the
statement. An exception there is made of corporations
organized for mechanical and manufacturing purposes. In
respect to these, there exists but the common-law liability;
as to all others, a double liability.

Power to Create Membership Liability. It is clearly
within the power of the State, in a valid exercise of its
power of regulation, to adopt or pass the constitutional or
statutory provisions noted in a preceding section, establish-
ing an additional liability on the part of the corporate mem-
bers for the debts of the corporation. The only possible
limitation may arise when the State, in the grant of a char-
ter, has specifically limited membership liability. A grant
of this character will be construed as a part of the contract
between the State and the corporation and its members,

8 Willis v. Mabon, 48 Minn. 140.
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the obligation of which cannot be impaired by any subse-
quent act of the State. If the power to alter, amend, or
repeal has been reserved, this limitation is eliminated.

Nature of Liability. A statutory or constitutional liabil-
ity may either be contractual or penal in its nature. This
fact is important as affecting the rights of the creditors to
pursue available remedies in the enforcement of their
claims against the corporation. The language and purpose
of the enactment determines, ordinarily, its nature as con-
tractual or penal, and the decisions of the courts in the
different States must be examined to determine the ques-
tion when it arises. The Minnesota provision already
quoted is contractual in its nature. And, on the other hand,
& liability imposed upon stockholders, officers, or agents
of a corporation for a failure to comply with the provisions
of law in respect to the filing and publishing of certain
designated reports has been held to be penal. The liability
imposed upon stockholders in national banks is contractual
in its nature, and it has also been held that this survives
against the personal representatives of the stockholder.
Whether a provision creating an additional stockholders’
liability is contractual or penal affects also the right of the
creditor to enforce the liability against stockholders resid-
ing in other States than that under the laws of which the
corporation has been created, the common rule being that
penal statutes have no extra-territorial force. A penal lia-
bility is incapable of enforcement against a stockholder in
a foreign state.

Meaning of Word ‘“‘Debts’’ and Similar Phrases. In
statutory and constitutional provisions, the words ‘‘debt,’’
‘‘debts,”” ‘‘obligations,’’ and other words or phrases of
similar import are used in respect to which the additional
liability can be enforced against stockholders. Naturally,
the proper and legal significance of these words or phrases
has been the occasion of judicial construction by the courts.
The words are commonly applied to the debts of the
corporation contracted or existing at a designated time,
and are usually held to apply to obligations ez-coniractu
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and not to obligations which result from a tort of the
corporation.

There are, however, several jurisdictions which hold to
the contrary and construe the words as applying both to
obligations contractual in their nature and also claims for
damages sounding in tort. In some instances the liability
applies only to debts due laborers and employes. The
common construction here is that the additional liability
is confined to claims based upon manual or menial service.
The additional stockholders’ liability cannot be enforced,
for illustration, to satisfy a claim for unpaid salary by an
assistant superintendent or attorney.

To Whom Laability Attaches. The usual rule prevails
that the additional or stockholders’ liability established by
a constitutional or statutory provision attaches to the
registered stockholder; that is, the one whose name appears
upon the stock books and records of the company as sus-
taining to the corporation the relation of membership.
This rule has been modified in some cases where a transfer
has been made by a solvent member for the purpose of
avoiding his stockholders’ liability. A transfer for this
purpose is termed a colorable transfer, and has been defined
as one which is technically and legally correct, but made
for the purpose of defrauding creditors. If a transfer is
made to what is known as a straw man, or to a person non
sui juris, or to the corporation, although the transfer be
technically made, the creditors can hold, if they elect, the
transferrer of the stock. A colorable transfer may also
exist where stock has been transferred as a gift to others
when the transaction results in a fraud upon creditors,
although, if the gift is made in good faith by the fermer
stockholder, the transfer will be sustained.

In some States, also, by statute, the creditor is given a
designated time within which he can elect to hold either
the transferor or the transferee, even where the transfer
is made in good faith and for a valuable consideration, and
not for the purpose of avoiding stockholders’ liability or
defrauding the creditors of the corporation. An illustra-
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tion of an act of this character is to be found in the Rev.
Laws of Minnesota, 1905, Sec. 2985, where it is provided
that ‘‘every person becoming a stockholder (in a bank)
shall succeed, in proportion to his interest, to all the rights
and become subject to all the liabilities of his transferor,
but the liability of the latter shall continue for one year
after the entry of such transfer.”

Statutory provisions also exist in many States which, in
effect, provide that a transfer ¢. stock shall not in any
way exempt the person making such transfer from any lia-
bilities of the corporation which were created prior to the
transfer. In respect to colorable transfers, it might be
said, however, that the law is steadily tending to the pro-
tection of the bona fide owner who purchases on the open
market and for a valuable consideration.

Stock Held in Fiduciary Capacity. Where stock appears
upon the books of the company in the name of a person as
irustee, liability attaches to the estate, and where one holds
stock as an executor or administrator the estate is held
liable, in many States, by express statutory provision.
Where stock is held by one in a trust capacity, or as agent
for another, in the absence of facts or record entries stating
the relation, the rule is that the creditor can elect to hold
either the one whose name appears as the registered stock-
holder, the cestui qui trust, or the undisclosed principal. A
stockholder may be also estopped to deny his relation
where he exercises rights and accepts the benefits of mem-
bership in the corporation, although no formal transfer
has been made upon the books of the company; and the
courts have also held, in protection of a transferor, who
has in good faith made a transfer of his stock, that where
the transferee or the corporation have negligently failed to
make proper and complete entries on the books of the cor-
poration, that the transferee will be held to the stockholders’
liability.

Enforcement of Liability. The extent and the nature of
stockholders’ liability established by constitutional or
statutory provisions is created and attaches, undisputably,
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as the result of them. They vary so widely in the different
jurisdictions that it is impossible to state any general rule
or principle which will be of material assistance to the
reader upon the subject of this section. In some States the
creditor is authorized to proceed directly against the stock-
holder for the enforcement of the liability. In others, the
common remedy is of an equitable nature where all the
stockholders and creditors are brought into court and the
debts equitably adjusted. The liability is generally a
secondary one, although in some States it is made a
primary obligation on the part of the stockholder. Where
it is secondary, the universal rule obtains that a liability
can only be enforced against a stockholder after a judgment
has been obtained against the corporation and an execution
returned thereon nulla bona (no property). The creditor
must first exhaust all means for the collection of his debt
against the corporation before he can proceed to enforce
the stockholders’ liability. A judgment obtained by him
against the corporation is usually held to be conclusive
upon the question of corporate indebtedness in subsequent
proceedings against the stockholders to enforce his lia-
bility. No general rule can be stated by which can be
accurately determined the proper person to enforce the
liability. This will depend, again, on statutory provisions.
The decisions of a particular court and the statutes relating
to stockholders’ liability must be examined and followed.
It is not common, however, to regard a stockholder’s lia-
bility as an asset of the corporation in the common accepta-
tion of that term. In some States, a receiver of the insolv-
ent corporation is the proper party to enforce the statutory
liability of stockholders.

In Foreign Jurisdictions. The decisions in respect to the
right to enforce a stockholder’s liability in foreign juris-
dictions are unsatisfactory and conflicting. If the liability
is contractual in its nature, many foreign jurisdictions
permit its enforcement against nen-resident stockholders.
The right is construed and determined according to the
lex loci contractus and the remedy must be followed and
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construed according to the law of lex loci (law of the
place) forum. The right in a foreign state to enforce a
stockholder’s liability has been construed liberally in some
States and strictly in others; so narrow in some cases as to
practically deprive creditors of a part of the security on
which their debts were contracted. It is universally
admitted that where the liability is penal in its nature, it
cannot be enforced outside the State creating the liability.
The decisions, in establishing the character of the law
creating a stockholder’s liability as contractual or penal,
hold that it is the effect and not the form of law which
determines this. A penal law has been defined as one which
directs or prohibits some act and imposes some forfeiture
for its transgression.

§ 103. 8hareholder’s Liability. When proceedings are
brought to enforce a stockholder’s liability, while the com-
mon rule obtains that the registered stockholder is the one
ordinarily liable, yet the time when the debt was contracted
may change the rule, and the decisions involving a deter-
mination of this point are numerous and conflicting, the
result of contrary statutory provisions in many cases even
in the same State. The statutes and decisions in each juris-
diction, at the time it is necessary to determine the question,
must be examined to ascertain the correct rule of law to be
applied at a specific time. In genéral, it might be said,
that there are three lines of decisions, in main the result
of the varying conditions noted above, one line holding
that the stockholders who were such at the time the debt
was contracted will be liable, and a transfer will only
release them from debts subsequently incurred. A transfer
will not release them from those incurred by the corporation
during their membership. Another line of decisions is to
the effect that a registered stockholder at the time when
the proceedings were commenced to enforce liability, is
alone liable. And still other decisions hold that all persons
are liable as stockholders who sustained that relation to
the corporation either at the time the debt was contracted,
or who became such prior to commencement of the action.

™~
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8§104. Stockholders’ Defenses. The defenses or rights
available to stockholders in cases of proceedings brought
to enforce their statutory liability are usually the statute
Timitations, if applicable, a claim against the corporation,
or set-off as it is termed, and the right of contribution
from other members of the corporation. In the absence of
statutory provisions granting the right, a stockholder is
not permitted to set off against his statutory liability a
claim in his favor against the corporation. The character
of the liability as primary or secondary will govern the
application of the statute of limitations. If primary, the
obligation rests upon the stockholder at the time the debt
is contracted and the statute of limitations commences to
run at the time the debt is due. If secondary, the statute
begins to run from the time the insolvency of the corpora-
tion is determined. If the lial?ility is penal in its character,
it will be governed by the statute of limitations in a particu-
lar State relating to penalties and forfeitures. Where a
statutory liability is joint and several, if contractual, a
stockholder who has been obliged to pay more than his
proper proportion to liquidate the debts of the corporation
is entitled to contribution from the other stockholders,
but otherwise if the liability is penal.



CHAPTER XIII
CAPITAL STOCK

§ 105. Definition and Nature. The capital stock of a
corporation is the amount fixed by the corporate charter
as the sum paid in or to be paid in by the stockholders for
the prosecution of the business of the corporation and for
the benefit of corporate creditors. The capital stock of a
corporation is to be clearly distinguished from its capital.
Capital is wealth in use. It is that part of a man’s stock
which he expects to afford him a revenue, as defined by
Adam Smith. The capital of a corporation consists of the
sums paid in by the stockholders, increased by profits of
the corporate business, and diminished by its losses. The
capital stock of a corporation does not vary but remains
fixed, although its capital may fluctuate widely in value,
diminished by losses or increased by gains.

§106. Shares of Stock: Stockholder. The term stock-
holder indicates one who owns stock in a corporation and
has been accepted as a member by it. He is one who owns
one or more of the aliquot parts of the shares of stock into
which the capital stock of the corporation is divided. He
is an individual distinct and separate from the corporation
in all its contracts and the transaction of its business. The
corporation is the legal entity; its business is transacted
in the name of the corporation and the title to its property
is vested in the corporation. All rights resulting from the
existence of a corporate capacity and the transaction of
corporate business exclusively belong to it and are vested
in the corporation as a legal person. A certificate of stock
is the written acknowledgement by the corporation, under
its seal, of the ownership by the person designated of one or
more of the aliquot parts into which its capital stock is
divided. Its possession is not necessary to constitute a

154
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person a stockholder. It is the legal fact of ownership
which establishes the relation.

Nature of Shares of Stock. Shares of stock are uni-
versally regarded as personal property, and this is true
although all the property of the corporation may consist
of real estate. A share of capital stock, though personal
property, is not a chattel. It is, as some authorities declare,
property in the nature of a chose in action. Its character
is such that it ordinarily cannot, either by act of law or of
its owner, be taken into tangible possession by its owner.
It is representative merely. The certificate of stock, as
evidence of that ownership, may, however, be taken into
tangible possession. The certificate of stock is prima facie
evidence of the ownership of the particular property desig-
nated. It transfers nothing from the corporation to the
stockholder, but merely affords the latter evidence of his
rights. A certificate of stock, further, it should be clearly
understood, is not the stock, but merely evidence of the
ownership of shares. Certificates of stock are not, in the
true meaning of the words, negotiable instruments, though
they are commonly regarded as quasi-negotiable.

The Statute of Frauds controls sales of capital stock
since it is regarded as personal property, and its provisions
must be complied with. On the death of the stockholder
shares are distributed as personal property and divided
according to statutory provisions relative to the distribu-
tion of property of that character. Statutory provisions
declaring the nature of shares of stock as personal property
are common in all the States.

§ 107. Classification of Capital 8tock. In the absence
of statutory prohibitions, a corporation upon its organiza-
tion may divide its capital stock into as many classes as
the organizers may elect, which are known by names
usually indicating their peculiar rights and characteristics.
The usual classification, if different kinds are provided for,

"is that into common and preferred. By common stock is
meant that which entitles the owners to an equal pro rata
division of the profits, if any there be, one stockholder, or
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class of stockholders, having no advantage, priority or
preference over other stockholders in the division. By pre-
ferred stock is understood that which entitles its owners
to some special right or priority over the holders of the
common stock. The priority, preference, or advantage may
consist in the right to receive dividends from the corporate
profits before the holders of the common stock are entitled
to any. The dividend rate may be a maximum one fixed by
the articles of incorporation, or the rate to be paid may be
left to the discretion of the board of directors or managing
officers. It may be either cumulative or non-cumulative.
If of the former class, all arrears of dividends on the pre-
ferred stock must be paid from the profits of subsequent
years before the holders of common stock are entitled to
receive dividends. If non-cumulative, the dividends paid
to holders of preferred and common stock are determined
and paid from the profits of corporate business of each fis-
cal year. The priority, preference, or advantage again may
consist in other rights granted to the holders of the pre-
ferred stock. They may be entitled, for illustration, to elect
a majority or a prescribed number of the board of directors,
irrespective of the proportion which it bears to the total
capital stock. Or the advantage may consist in rights
granted to the holders of preferred stock to receive, upon
a dissolution of the company, from the sales of the cor-
porate property, after the payment of corporate debts, a
reimbursement of the sums paid by them for their stock
before anything can be paid to the holders of the common
stock. To summarize, the rights usually granted to holders
of preferred stock consist of a priority or a preference in
respect to dividends, voting, or a division of corporate
property upon dissolution. The preferences in respect to
dividends and division of property are those commonly
given.

Status of Preferred Stockholder. It must be under-
stood, hewever, that because the holders of preferred stock
are entitled to priority in the payment of dividends that
they are legally entitled to them if the corporation has
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not earned profits which can be properly applied to their
payment. Dividends, both on preferred and common, or
other classes of stock, must be earned, otherwise the cor-
porate creditors have the legal right to enjoin the payment
of dividends where, by so doing, they can prove that a por-
tion of the sum representing the capital stock of the cor-
poration will be illegally distributed and their security,
therefore, impaired or diminished. If the dividends upon
the preferred stock are cumulative, a holder of that stock
has the right to prevent payments to common stock before
the arrears are made up. A preferred stockholder, where
his priority consists of a preference in respect to the pay-
ment of dividends, is not considered a creditor of the prop-
erty or the assets of the corporation upon its insolvency,
and he is not entitled to any arrears of dividends upon his
preferred stock in case of insolvency as a creditor of the
corporation. On the question of the right to cumulative
dividends, a New York court! said:

““The reasonable and fair interpretation of the contract
(referring to the priority in dividends on preferred stock)
is that the dividends were not only to be preferred, but
being guaranteed, were cumulative and a specific charge
upon the accruing profits, to be paid as arrears, before any
other dividends were divided upon the common stock. The
doctrine that preference shares are entitled to be first paid
the amount of dividends guaranteed and of all arrears of
dividends and interest before the other shareholders are
entitled to receive anything, and although they can receive
no profits where none are earned, yet, as soon as there are
any profits to divide, they are entitled to the same, is fully
supported by authority.’’

§108. Declaration of Dividends within Discretion of
Managing Officers. As already stated, no dividends can
be paid to any class of stockholders except from the net
earnings or profits of the corporation, and the declaration
of dividends is left, in all cases, to the discretion of the
board of directors or managing officers. They may apply

1 Boardman v. Lake Shore, etc., Ry. Co., 84 N. Y. 157.
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the net profits or earnings of corporate business toward the
payment of debts, the enlargement of the corporate plant,
the accumulation of a cash surplus or reserve, if, in the
exercise of their best and honest business judgment and
discretion such a course is advisable, rather than in its
distribution in the form of dividends to the stockholders of
- the corporation.

§109. Trust Fund Theory. In an early case,® Justice
Story declared that the capital stock of a corporation is a
trust fund in the hands of the corporation for the payment
of its debts, and that the corporation stands in the relation
of a trustee to the creditors and the shareholders of the
corporation. This doctrine was attempted to be applied in
many subsequent decisions in its technical meaning, but it
is quite evident that Justice Story did not so intend, but
used the language in its general sense and under the limita-
tions which have since been stated by the Supreme Court of
the United States and in many other jurisdictions. The true
basis upon which the property of a corporation is held,
both for its creditors and for its stockholders, is well stated
in a recent case in the Supreme Court of the United States,®
where the court, after referring to various decisions in
which the phrase trust fund was used, and the trust fund
doctrine applied, said:

‘““While it is true language has been frequently used to
the effect that the assets of a corporation are a trust fund
held by a corporation for the benefit of creditors, this has
not been to convey the idea that there is a direct and
express trust attached to the property. . . . A corpo- .
ration is a distinct entity. Its affairs are necessarily man-
aged by officers and agents, it is true; but, in law, it is as
distinct a being as an individual is, and is entitled to hold
property (if not contrary to its charter) as absolutely as an
individual can hold it. Its estate is the same, its interest is
the same, its possession is the same. Its stockholders may
call the officers to account, and may f)revent any malversa-
tion of funds, or fraudulent disposal of property on their

2 Wood v. Dummer, 3 Mason, C. C. 308.
8 Hollins v. Brierfield Coal & Iron Co., 150 U. 8. 871,

-~
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part. But that is done in the exercise of their corporate
rights, not adverse to the corporate interests, but coincident
with them.

‘““When a corporation becomes insolvent, it is so far
civilly dead, that its property may be administered as a
trust fund for the benefit of its stockholders and creditors.
A court of equity, at the instance of the proper parties,
will then make those funds trust funds, which, in other
circumstances, are as much the absolute property of the
corporation as any man’s property is his.”’

In a Minnesota case,* in an opinion by Justice Mitchell,
the court said:

““This trust fund doctrine, commonly called the American
doctrine, has given rise to much confusion of ideas as to
its real meaning, and much conflict of decision in its appli-
cations. To such an extent has this been the case that many
have questioned the accuracy of the phrase, as well as
doubted the necessity or expediency of inventing any such
doctrine. While a convenient phrase to express a certain
general idea, it is not sufficiently precise or accurate to
constitute a safe foundation upon which to build a system
of legal rules. . . . The phrase that ‘the capital of a
corporation constitutes a trust fund for the benefit of cred-
itors’ is misleading. Corporate property is not held in
trust, in any proper sense of the term. A trust implies two
estates or interests, one equitable and one legal ; one person,
as trustee, holding the legal title, while another, as the
cestui que trust, has the beneficial interest. Absolute con-
trol and power of disposition are inconsistent with the idea
of a trust. The capital of a corporation is its property.
It has the whole beneficial interest in it, as well as the legal
title. It may use the income and profits of it, and sell and
dispose of it, the same as a natural person. It is a trustee
for its creditors in the same sense and to the same extent as
a natural person, but no further.”’

““The trust fund doctrine only means that the property
of the corporation must first be appropriated to the pay-
ment of the debts of the company before any portion can
be distributed to the stockholders; it does not mean that the
property is so affected by the indebtedness of the company,
that it can not be sold, transferred, or mortgaged to bona

4 Hospes v. Northwestern Mfg. & Car Co., 48 Minn. 174,
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fide purchasers for a valuable consideration, except sub-
ject to the liability of being appropriated to pay that
indebtedness. Such a doctrine has no existence.’”®

§ 110. Watered or Bonus 8tock. By watered or bonus
stock is meant that which is issued as fully paid up, when
in fact the whole amount of the par value thereof has not
been paid in. It is, accordingly, stock which purports to
represent but does not represent, in good faith, money paid
into the treasury of the company or money’s worth, or
services rendered and actually contributed to the working
capital of the corporation. It will be remembered that the
contract of subscription between the original stockholder
and the corporation upon its organization was to pay into
the corporate treasury, for its benefit and the benefit of
the corporate creditors, money or money’s worth to the full
par value of the stock. This contract obligation is used
as the basis of the common law liability on the part of
stockholders.

To prevent a fictitious increase in the stock or indebted-
ness of the corporation, many States have, by constitu-
tional or statutory provisions, prohibited the issuing of
capital stock or evidences of indebtedness except for money,
property, or services or money’s worth received by the cor-
poration. The constitutional provision of Illinois,® is illus-
trative of this class of prohibitions, ‘‘No corporation shall
issue stock or bonds except for money, labor done, or money
or property actually received, and all fictitious increase of
stock or indebtedness shall be void.”” In the absence of
statutory or constitutional provisions, as a rule the issue
of stock of this character is not held unlawful. The legal
argument against the issue of watered or bonus stock is
based upon the proposition that the transaction is a fraud
upon the creditors.

Liability of Stockholder on Watered or Bonus Stock. The
capital stock of a corporation unimpaired is supposed to
be represented by its full par value in corporate property

8 Abbott’s Elliott on Private Corporations, § 318.
¢ Illinois Const., Art. 11, § 13,
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and constitutes a fund for the payment of its corporate
debts. The issue of capital stock as fully paid up, when
this is not the fact, may, under certain conditions, mislead
and perpetrate a fraud upon those dealing with the cor-
poration. Even in the absence of a statutory or consti-
tutional prohibition, the decisions establish the doctrine
that it is not every creditor who can complain because of
the issue of watered or bonus stock. The test of his right
to complain is whether he was injured by the act of the
corporation. It is well settled that an equity in favor of
a creditor does not arise absolutely and in every case to
have the holder of watered or bonus stock pay for it con-
trary to his actual contract with the corporation. No such
equity exists in favor of one whose debt was contracted
prior to the issue, since he could not have trusted the com-
pany upon the faith of such stock.” Again, an equity in
favor of a subsequent creditor cannot exist where he has
dealt with the corporation with a full knowledge of the
conditions and circumstances under which it was issued,
and the fact of the issue of watered or bonus stock, for no
one can be defrauded by that which he knows of when he
acts. If the corporation having watered or bonus stock
incurs a debt, a creditor with full knowledge clearly cannot
complain.®

The doctrine that no equity exists in favor of a corporate
creditor to have the holder of bonus or watered stock pay
its full par value to the corporation has also been applied
in cases where stock has been issued and sold at its full
market value, though less than par, to pay the corporate
debts; or where an active corporation, whose original capi-
tal has been impaired, for the purpose of recuperating
itself, issues new stock and sells it on the market for the
best price obtainable though less than par.

In each of the instances above noted, the trust fund
theory has been applied by some courts, but the weight of

7 Coit v. Gold Amalgamating Company, 119 U. 8. 343; Handley v. Stutz,

139 U. 8. 417.
8 First National Bank v. Gustin, Minerva, etc., Mining Co., 42 Minn. 327.
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modern authority follows the application of that rule as
stated in Hollins v. Brierfield Coal & Iron Co. cited above.
In the Minnesota case above cited, Hospes v. Mfg. Car Co.,
Justice Mitchell, in explaining the trust fund doctrine as
applied to bonus or watered stock, said:

“Tt is difficult, if not impossible, to explain or reconcile
these cases upon the trust fund doctrine, or, in the light of
them, to predicate the liability of the stockholder upon that
doctrine. But by putting it upon the ground of fraud, and
applying the old and familiar rules of law on that subject
to the peculiar nature of a corporation and the relation
which its stockholders bear to it and to the public, we have
at once rational and logical ground on which to stand. The
capital of a corporation is the basis of its credit. It is a
substitute for the individual liability of those who own its
stock. People deal with it and give it credit on the faith of
it. They have a right to assume that it has paid-in capital
to the amount which it represents itself as having; and if
they give it credit on the faith of that representation, and
if the representation is false, it is a fraud upon them; and,
in case the corporation becomes insolvent, the law, upon
the plainest principles of common justice, says to the delin-
quent stockholder, ‘Make that representation good by pay-
ing for your stock.” It certainly cannot require the
invention of any new doctrine in order to enforce so familiar
a rule of equity. It is the misrepresentation of fact in
stating the amount of capital to be greater than it really
is, that is the true basis of the liability of the stockholder
in such cases; and it follows that it is only those creditors
who have relied, or who can fairly be presumed to have
relied, upon the professed amount of capital, in whose favor
the law will recognize and enforce an equity against the
holders of bonus stock.’’

The leading case on the right of a corporation, whose
capital stock has been impaired, to issue stock and place it
upon the market at less than its par value, is Handley v.
Stutz, cited above, where the court said:

“‘The case then resolves itself into the question whether
an active corporation, or, as it is called in some cases, a
‘going concern,’ finding its original capital impaired by loss
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or misfortune, may not, for the purpose of recuperating
itself and providing new conditions for the successful prose-
cution of its business, issue new stock, put it upon the
market, and sell it for the best price that can be obtained.

. To say that a corporation may not, under the
circumstances above indicated, put its stock upon the mar-
ket and sell it to the highest bldder, is practically to declare
that a corporation can never increase its capital stock by
a sale of shares, if the original stock has fallen below par.
The wholesome doctrine, so many times enforced by this
court, that the capital stock of an insolvent corporation is
a trust fund for the payment of its debts, rests upon the
idea that the creditors have a right to rely upon the fact
that the subscribers to such stock have put into the treasury
of the corporation, in some form, the amount represented
by it; but it does not follow that every creditor has a right
to trace each share of stock issued by such corporation, and
inquire whether its holder, or the person of whom he pur-
chased, has paid its par value for it. It frequently happens
that corporatlons, as well as individuals, find it necessary
to increase their capital in order to raise money to prose-
cute their business successfully, and one of the most fre-
quent methods resorted to is that of issuing new shares of
stock and putting them upon the market for the best price
that can be obtained ; and so long as the transaction is bona
fide, and not a mere cover for ‘watering’ the stock, and
the consideration obtained represents the actual value of
such stock, the courts have shown no disposition to disturb
it. Of course, no one would take stock so issued at a
greater price than the original stock could be purchased
for, and hence the ability to negotiate the stock and to
raise the money must depend upon the fact whether the
purchaser shall or shall not be called upon to respond for
its par value. While, as before observed, the precise ques-
tion has never been raised in this court, there are numerous
decisions to the effect that the general rule that holders of
stock, in favor of creditors, must respond for its par value,
is subJect to exceptions where the transaction is not a mere
cover for an illegal increase.”’

Parties Interested in Issue of Bonus or Watered Stock.
The parties interested in an issue of watered or bonus stock
are the corporation, the stockholders, and the creditors.
The authorities are agreed that the corporation and all
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assenting stockholders are bound by the issue of such stock.
The rights of creditors have been sufficiently discussed in
the preceding sections.

§111. Fraudulently Issued Stock. A corporation may
issue stock, in excess of the limit fixed by law, intentionally
or accidentally. This is invalid, even in the hands of a
bona fide purchaser for value, and the corporation can have
it declared void and cancelled. The possession of certifi-
cates of stock representing an over-issue clearly can confer
no rights of membership. The amount of capital stock is
fixed by the charter of the corporation. A bona fide holder
of over-issued stock may, however, recover damages from
the corporation if its certificates were signed by the cor-
porate officers and when acting within the apparent scope
of their power and authority. The corporation is estopped
to deny the act of its officers or agents under such
circumstances.

§112. Methods of Issuing Oapital S8tock. Capital stock
may be issued by the corporation in return for money or
money’s worth, and as between itself and the original stock-
holder, in the absence of statutory lfmitations, for an agreed
percentage up to and including its par value. Its creditors,
however, are not bound by such arrangements, when less
than par is paid for the stock. Where the corporation
receives cash for the stock issued, no controversy can arise
in respect to the sufficiency of the payment. The courts are
uniformly agreed, however, that not only may capital stock
be issued for money, but also for money’s worth, which may
consist of property transferred, to the corporation in
exchange for the stock, or services, or construction work
for and on behalf of the corporation. The claim may be
made under such circumstances that the stock thus issued
is watered or bonus stock. The value of the services, the
property exchanged, or the construction work, in these cases
will determine the validity of the transaction. If of a fair
and reasonable value at the time of the transaction, and
if the parties acted in good faith, the courts have held
that the corporation has received its money’s worth for



PRIVATE CORPORATIONS 165

the stock issued. The transaction will, therefore, be valid
and the stock not regarded as watered or bonus stock. The
question involved, it will be observed, is whether there was
a fraudulent overvaluation, and the answer depends upon
the facts in each case. If the stock was exchanged for
property or construction work, its value at the time the
exchange was made determines the rights of the parties,
although there may have been a subsequent material and
substantial depreciation in the value of the property, or
although the construction work may have been done at a
much cheaper price later.

Another method by which the corporation may issue stock
is through the declaration of a stock dividend. Where this
is done, the authority for an increase of capital stock must
firat exist. If the corporation can legally increase its capi-
tal stock, a stock dividend will not be unlawful if the cor-
poration has property equivalent at a reasonable and fair
valuation to the par value of the stock then issued and fur-
ther equal to the increase of its capital stock at the time of
the declaration of the stock dividend. It is immaterial to
the creditors of the corporation, or the State, whether its
entire capital or only a proportion of it is represented by
capital stock. The State can only complain where the cor-
poration has violated some express statutory provision.
The creditors are only afforded relief when they have been
defrauded through the issue of the stock dividend. Stock-
holders participating clearly cannot complain, and the
corporation is estopped to deny the validity of its action.

§113. Transfer of Capital 8tock. Right Of. Shares of
stock are personal property and, in common with property
of like character, can be transferred freely and at the will
of the owner in the absence of express statutory provisions.
The right to transfer, it has been held, is of vital impor-
tance, since one of the principal reasons for the organiza-
tion of a corporation and the phenomenal growth of arti-
ficial persons in recent years is the readiness afforded to
owners of stock to withdraw from the corporation by a
transfer of their interest. It has been and is now the poliey
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of the courts to afford the greatest possible freedom to the
owner of personal property to acquire and dispose of the
same. The right of transfer is not derived through the
charter of the corporation, but is incident to ownership.

Regulation Of. The right of transfer, as already stated,
is absolute except when restricted by charter or statutory
provisions. The corporation itself has no power to pro-
hibit the transfer of shares, nor is it within the power of
the corporation or of the corporate officers or directors to
adopt regulations which unreasonably limit the right of
the stockholder to transfer his interest in the corporation
at will. It has been held, however, in some cases, that
where express charter provisions provide limitations upon
the power of alienation, these control, since they constitute
a part of the contract between the members of the corpora-
tion and the corporation. By-laws, or agreements, which
place restrictions upon a transfer of shares, will be ordi-
narily held void as in restraint of trade. This principle does
not apply to the power of the corporation to prescribe rea-
sonable rules and formalities to be observed by the stock-
holder in the transferring of shares, not only for the protec-
tion of the corporation, but in a certain and indirect sense
for the protection of the stockholder. By-laws, therefore,
requiring the surrender of the old certificate of shares of
stock to the proper officer of the corporation, for its cancella-
tion before a new one will be issued, have been held valid and
not an unreasonable restraint of trade, the certificate of
stock being prima facie evidence of ownership and the cor-
poration only enabled to determine its membership from an
inspection of its corporate records.

Parties Interested in Transfer. The parties directly and
immediately interested in a transfer of shares of stock in a
corporation are, the corporation, its creditors, the trans-
feror and transferee, and, in some instances, their cred-
itors. The ordinary rule prevails, in the absence of special
conditions, that the stock records of a corporation deter-
mine, prima facie, the relation of the membership in the
corporation. To the stockholders belong the right of
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voting, of receiving dividends, or inspecting the corporate
records, as well as others. They must be notified by the
corporate officers of the various meetings of the corpora-
tion, dividend checks must be mailed to them, notices of
calls or assessments served, and other acts done by the cor-
poration in furtherance of their rights or liabilities as
stockholders. It is essential, therefore, that the corpora-
tion be accurately informed of its membership. In case of
the insolvency of a corporation, its creditors may be
entitled, as a matter of law, to enforce their rights, not only
against the property of the corporation, but also the stock-
holders’ liability, if any. It is essential, from the cred-
itors’ standpoint, that they have accurate information
in respect to the corporate membership. As between the
immediate parties to the transfer, it is clearly necessary
that some record exist which will determine their respect-
ive rights and liabilities. It further may be, in some
instances, necessary for the individual creditors of the
stockholders to attach or reach by due process of law the
property of their debtors. Again, the stock records of the
corporation must determine who is the stockholder. '

Steps in a Legal Transfer. Shares of stock in a corpora-
tion, it will be remembered, represent merely the invisible,
indivisible interest of the stockholder in the property of
the corporation. The written acknowledgment of this inter-
est is the certificate of shares of stock, and the transfer of
the stockholders’ interest is effected by the transfer of this
written representative of his interest. In order to effect a
complete formal and legal transfer, which will affect all
parties interested in the transaction, certain steps are neces-
sary before the result sought will be accomplished.

The first step necessary is a transfer by simple delivery,
of the certificate of stock, by the transferor to the trans-
feree, accompanied by a formal instrument of assignment
of the stockholder’s interest therein, with a power of attor-
ney added. It is usual to have printed upon the back of
the certificates of stock this formal instrument, including
the power of attorney. When this step is taken, as between
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the transferor and the transferee, the transaction is com-
plete. A sale and delivery of personal property, that is,
the inferest in the corporation, represented by shares of
stock, has been effected. The ownership of the property
represented by the certificate of shares of stock has passed
from the transferor or vendor to the transferee or vendee.

There are other parties, however, interested in the sale
and transfer of shares of stock, notably, the corporation
and its creditors. Creditors may be entitled to enforce
rights against the stockholders and it is necessary for the
corporation to determine, at any time, by an inspection of
its books, the number of stockholders, their identity, and
the amount of interest each has in the assets of the corpora-
tion, for the reasons enumerated in the preceding section.
To afford the corporation the information and to enable the
creditors to ascertain the names of the stockholders, the
second and third steps requisite to a legal transfer must be
taken, viz, the surrender of the certificate of shares of
stock by the transferee to the proper officers of the cor-
poration, its cancellation by them, the issue of a new cer-
tificate of shares of stock to the transferee, and, finally, the
registration or entry upon the books of the corporation of
the transfer of the stockholder’s interest from the name of
the transferor to the transferee. The courts are uniform
in their holding that so far as the corporation itself is con-
cerned, it is only bound to recognize the registered stock-
holder. Since this is true, it is equally important to the
transferee, in order that he may be accorded his rights as
a stockholder, that his name must appear upon the records
of the corporation as sustaining to it that relation.

“‘This kind of property, being an intangible right, some-
what akin to the right to receive money due upon a bond
or other chose in action, is incapable of actual manual
delivery. All that the seller can do that corresponds at all
to the delivery of personal chattels in other cases of sale is,
to hand over to the buyer his certificate, with a sufficient
assignment by deed or otherwise to entitle him to a trans-
fer of the shares on the books of the company. When the
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seller has done this, his power and duty in the matter are
ended, and it is at the option of the purchaser whether the
transfer shall be recorded or not. If the purchaser omits
to have the record made, he can claim no rights as a member
of the corporation; and he also incurs the further risk of
having his title defeated by a subsequent attachment or sale
to a bona fide purchaser.’”®

As between the transferor and the transferee, the
delivery of the certificate of stock with the assignment is
sufficient to convey the legal as well as the equitable title.
This assignment may be in blank and the certificate pass
from hand to hand, affecting a transfer of the interest in
each case. The purchaser, however, cannot claim any
rights of membership in the corporation until the final
steps have been taken, viz, the surrender and cancellation
of the old certificate, with the issue of the new and the
registration of his name upon the books of the company.

Forged and Unauthorized Transfers. The universal
rule obtains that an owner of personal property cannot be
deprived of his interest therein by forgery, theft or other-
wise. The rule is also well settled that a bora fide pur-
chaser of a negotiable instrument, payable to bearer,
although he buys from a thief, acquires a good title if he
pays value for it and has no notice of the infirmity of his
vendor’s title. The statement of these two rules will
enable the reader to determine the consequences of a
forged and unauthorized transfer of shares of stock. A
certificate of corporate shares of stock, it is well settled,
in the ordinary form, is not negotiable paper, and the pur-
chaser of such stock, although endorsed in blank by the
owner, where no question arises under the by-laws respect-
ing registration, obtains no better title to the stock than his
vendor had in the absence of negligence on the part of the
owner or his authority to make the sale. On the question
of negotiability of a certificate of shares of stock, Judge
Comstock, in a New York case,!? said:

9 Scripture v. Soapstone Co., 50 N. H. 571.
10 Mechanics Bank v. R. R. Co., 13 N. Y. 599.
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“Such certificates contain no words of negotiability.
They declare simply that the person named is entitled to
certain shares of stock. They do not, like negotiable instru-
ments, run to the bearer or order of the party to whom they
are given.”’ :

They are, in some respects, like a bill of lading or ware-
house receipt, being merely representative of the property
existing under certain conditions and the documentary evi-
dence of title thereto. In an Alabama case!! it was said:

““The most that can be said is that all such instruments
possess a sori of quasi-negotiability, depending upon the
custom of merchants and the convenience of trade. They
are not, in the matter of transferability protected strictly
as negotiable paper.”’

It will be seen, therefore, that the first rule stated in this
section applies and determines the rights of parties where
there has been a forged or an unauthorized transfer of
shares of stock. The owner cannot be deprived of his
property, though his certificate passes into the hands of an
innocent purchaser. He may, if he so elects, collect the
value of the stock from the corporation, with his damages;
but he cannot, on the other hand, if he does not so elect, be
deprived of his ownership of an interest in the corporation.
These principles apply universally, in the absence of negli-
gence on the part of the owner. This may alter the rights
of the parties, as stated above. These rules apply where
certificates have been stolen or lost with the owner’s name
signed to an assignment in blank upon the back thereof, as
in the case of a forged signature.

There are many cases where the holder of a certificate of
stock endorsed in blank is clothed with power as agent or
trustee to deal with such stock to an unlimited extent. It
may be transferred in breach of trust or in excess of
powers under which the stock is held. It has been held fre-
quently, in this class of cases, that the true owner, having
conferred on the actual holder by contract all the external
appearances of title and apparently unlimited power of dis-

11 East Birmingham Land Co. v. Dennis, 85 Ala. 565
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posal, is estopped to assert his title against a third person
who, acting in good faith, acquires it for value from the
apparent owner. These cases rest upon the principle that
it is more just and reasonable, where one of two innocent
parties must suffer loss, that he should be the loser who has
put trust and confidence in the deceiver than a stranger
who has not been negligent in trusting any one. On the
other hand, shares of stock may be held in the name of one
as trustee, agent, executor, or guardian and there is a sale
or transfer for an unauthorized purpose or in excess of
the powers conferred. In these cases, the courts have
repeatedly held that the true owner cannot be deprived of
his property, and may recover damages from the corpora-
tion for its loss. The principle controlling here is that
where the external appearances exist of a limited or
restricted power of transfer on the part of the holder, the
corporation is bound to inquire and to satisfy itself of the
authority of the trustee or agent to sell and dispose of it.

Effect of Transfer. A transfer of shares in a corpora-
tion, when complete, effects a substitution of a new stock-
holder in place of the outgoing one in the company, and the
transferee assumes and acquires all the rights and obliga-
tions which attach to the purchaser by reason of his
ownership of shares. The transaction involves a novation
of the contract of membership. The transferor ceases to
be a shareholder in the corporation. He is discharged,
ordinarily, from further liability and loses all his right to
share in the company’s profits or to participate in the man-
agement of the corporation. The transferee, on the other
hand, becomes the stockholder in place of the retiring mem.
ber and assumes, impliedly, all of the obligations which
rested upon his vendor, and is liable to the extent of the
interest in the company which he has acquired.

Lien of Corporation. The absolute right to transfer
shares of stock may be limited by statutory provisions
granting to the corporation a lien on the capital stock of a
member for debts due it by him. In the absence of pro-
visions of this character, a corporation has no lien mpon
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the stock of a member and cannot prevent a transfer merely
because of an obligation due and owing to it from him.

Wrongful Refusal to Transfer. Ordinarily, a corpora-
tion has no right to refuse registration to one who presents
a certificate of stock for cancellation and the entry of his
name upon the books and records of the company. It has
been held in some cases, though, that it has the right to
refuse to transfer stock to a person non sui jurts, but it
has no right to refuse to transfer stock held by an adminis-
trator or other person occupying a trust or a fiduciary rela-
tion when the proper authority is shown for the transfer.
The same rule is true when applied to dealings by a trustee
and sales by a guardian. The corporation may require
proof of identity and the genuineness of signatures to the
written assignment. The courts go far in holding that it
is bound to detect a forgery of the name of a stockholder.
It may refuse to transfer stock where it has, by lien or
charter provision, a lien upon it for the debts of a member
to it, although, in some cases, the transfer may be effected
and the stock still subject to the lien. In case of a wrong-
ful refusal, the person presenting the certificate may bring
a suit in equity to establish his rights, or may, by manda-
mus, compel the corporate officers to formally complete the
registration of the stock presented for transfer; or he may
bring an action at law for the conversion of the stock and
recover the damages which he can prove he has sustained.

The corporation may lawfully, however, refuse to issue a
new certificate, except upon surrender of the old, as
required by the by-laws of the corporation. Where it is
claimed that a certificate has been lost or destroyed, it is
customary for the corporation to require the giving of a
bond protecting it against loss in case the old certificate
should be presented for transfer. In some States, by statu-
tory provision, it is obligatory upon the corporation, in
case of lost or destroyed certificates, to issue a new one
after the lapse of a certain prescribed time and without
the giving of a bond of indemnity by the one receiving the
new certificate.



CHAPTER XIV

SUBSCRIPTIONS TO CAPITAL STOCK

§ 114. Legal Nature of Transaction. A subscription to
the stock of a corporation, when accepted, is a contract, and
governed by the same principles of law as other contracts.
The subscription may be made either for shares of stock
in an existing corporation or in one to be organized. The
general rule obtains that in the latter case the subscription
merely is a continuing offer which may be accepted by the
proposed corporation when its organization is complete, but
which, until such acceptance, may lapse or be revoked.

¢¢A subscription by a number of persons to the stock of
a corporation to be thereafter formed by them has in law
a double character. First, it is a contract between the
subscribers themselves to become stockholders, without
further act on their part, immediately upon the formation
of the corporation. As such contract it is binding and
irrevocable from the date of the subscription, at least in
the absence of fraud or mistake, unless cancelled by con-
sent of all the subscribers before acceptance by the corpora-
tion. Second, it is also in the nature of a continuing offer
to the proposed corporation which, upon acceptance by it
after its formation, becomes, as to each subscriber, a
contract between him and the corporation.’”?

In the case of the subscription to the stock of a corpora-
tion already formed, the contract, of course, results upon
the acceptance of the offer, and the first point to be exam-
ined is always as to which party made the offer. If the
corporation merely opens books for subscriptions, it is held
that the subscriber for shares is the one making the offer,
and that the contract does not result until there has been
an acceptance on the part of the corporation. But if the

1 Minneapolis, etc., Co. v. Davis, 40 Minn. 110.
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corporation makes a general solicitation of subsecriptions,
a subscription in accordance with such offer is an accept-
ance and will result in a contract ipso facto, and the sub-
scriber becomes a stockholder by that act and he is bound
to pay his subscription. Subscription after the corpora-
tion is formed should be distinguished from a sale of shares
by it. In the first instance the contract becomes complete
upon acceptance, and it is not necessary for the corpora-
tion to tender a certificate of stock before taking steps to
enforce the subscriber’s liability; while in the case of a
sale of stock the ordinary rules of sales apply and the cer-
tificate must be delivered or tendered.

§115. Who May Subscribe. The general rule obtains
that anyone who is in law capable of contracting may make
a valid subsecription to the stock of the corporation, and the
ordinary rules regarding infants, lunatics and married
women apply in this case as in other contracts. Whether
one corporation may subscribe for shares of stock of
another corporation already existing or to be formed will
depend upon its charter powers to acquire and hold stock
in other corporations. The general rule, it will be remem-
bered, is that in the absence of express authority to this
effect it cannot be done. A corporation cannot subscribe
for its own stock. In general, a subscription made by a
duly authorized agent will be valid. The question of the
authority of the agent is here the material one, although
an unauthorized act of an agent in subscribing for the
shares of stock of a corporation may be subsequently rati-
fied by the principal in one or more of the usual ways.

§ 116. Contract for Subscriptions. Form Of. At com-
mon law, no particular form of contract was required, and
any act from which an intention to become a subscriber
could reasonably be inferred was sufficient. There is some
conflict upon the question of whether a subscription must be
in writing, but the better opinion and the great weight of
authority is to the effect that an oral subscription to the
shares of stock is as binding as one in writing, unless the
latter method is required by statute or charter provision.
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In making the subscription the weight of authority is
also to the effect that mere irregularities and informalities
are to be disregarded, and that any agreement showing an
intent on the part of the subscriber to become a stockholder
in the corporation will be binding. The courts also hold
that where one accepts the duties of a stockholder, or claims
any of the rights appertaining to that relation, this act
will be regarded as tantamount to a subscription to its
shares of stock. Illustrations of the application of the
principles stated will be found in cases holding that the
acceptance and retention of a certificate of stock constitutes
one a stockholder. A subscription made in a pocket mem-
orandum book or on a single sheet of paper have been held
to effect the same results. On the other hand, the signature
of an individual to an incomplete copy of articles of incor-
poration, to a copy with the names of the directors left
blank; where there has been a subsequent alteration of the
subscription papers; where the business of the corporation
is illegal; or where there is a misunderstanding as to the
nature of the paper signed, have been held conditions
sufficient to release a subscriber.

Consideration Of. A subscription for shares of stock in
a corporation implies a promise to pay for them which
sustains an action to collect without proof of any par-
ticular consideration. Since a consideration is an essen-
tial and material part of a valid contract, the courts have
held that in the particular form of contract under con-
sideration, a subscription to the shares of capital stock
of the corporation, the consideration moving to the sub-
scriber may consist of the advantages to be derived from
membership, the stock to be received, the probable dividends
or the assumption of actual obligations. Many courts have
also held that a consideration is to be conclusively implied
by law from the fact of subscription, and this rule applies
to subscriptions taken before as well as after incorporation.

§117. Conditional Subscriptions. Subscriptions are
sometimes made with some condition attached. These cases
will fall into two general classes: subscriptions upon a con-
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dition precedent and subscriptions upon a condition sub-
sequent, or, as the phrase is used by many authorities,
subscriptions upon special terms.

Conditions Precedent. A subscription to the stock of an
existing corporation which is to take effect and become
binding only in the event of the performance or the fulfill-
ment of some act, or the happening of some contingency,
lawful in itself, provided the corporation sees fit to accept
it, is a valid present contract upon condition precedent.
Until this condition is complied with, the subscriber does
not become a member of the corporation and he is not
entitled to any of the rights nor subject to any of the liabili-
ties of a stockholder. If the time is named within which the
condition must be performed, the subscription will lapse
unless there is a performance within that time. Where
the conditional subscription is not valid at the time it is
made, because the corporation has no authority at that time
to accept a subscription of this character, it may be treated
as a continuing offer to subscribe upon the particular con-
ditions, and it will become binding if not withdrawn before
the conditions have been complied with. A subscription
upon condition precedent to the stock of a corporation to
be formed stands upon a different footing and is of doubtful
validity. There is no corporation in existence to accept
such a subscription and bind the subscriber, and it may
operate as a fraud upon other subscribers to the capital

stock. As was said by the Supreme Court of the United
States :2

“‘The law prescribes that a certain amount of stock shall
be subscribed before corporate powers shall be exercised;
if subscriptions, obtained before the organization was
effected, may be subsequently rendered unavailable by con-
ditions attached to them, the substantial requirements of
the law are defeated. The purpose of such a requirement
is that the State may be assured of the successful prosecu-
tion of the work, and that creditors of the company may
have, to the extent at least of the required subscription,
the means of obtaining satisfaction of their claims.

216 Wallace, 390.
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If the subscriptions to the stock can be clogged with such
conditions as to render it impossible to collect the fund
which the State requires to be provided before it would
assent to the grant of corporate powers, a charter might
be obtained without any available capital. Conditions
attached to subscriptions, which, if valid, lessen the capital
of the company, thus depriving the State of the security it
exacted that the railroad would be built, and diminishing
the means intended for the protection of creditors, are,
therefore, a fraud upon the grantor of the franchise and
upon those who may become creditors of the corporation.
They are also a fraud upon unconditional stockholders, who
subsecribed for the stock in the faith that capital would be
obtained to complete the projected work, and who may be
compelled to pay their subsecriptions, though the enterprise
has failed, and their whole investment has been lost. It is
f(i)i}' these reasons that such conditions are denied any
effect.”’

The general rule of law is also to the effect that condi-
tions attached to subscriptions must be included in the
written agreement. Secret and oral conditions are void
and cannot be shown.

Conditions Subsequent. Conditions subsequent or upon
special terms are those which contain some stipulation on
the part of the corporation which operates, or is supposed
to operate, in favor of the subscriber. There is a clear
distinction between subscriptions of this class and those
noted in the preceding subdivision. In the case of a sub-
scription upon condition precedent, the subsecriber does not
become a member of the corporation until the condition has
been performed. In the case of a subscription upon special
terms, the stockholder becomes a member forthwith, sub-
ject to all the incidents of membership and the non-perform-
ance of the special terms or conditions does not affect
his status as a member, though it may render the cor-
poration liable in an action for damages. Whether a
condition be ‘‘precedent or subsequent’’ is a question purely
of intention, and the intention must be determined by consid-
ering not only the words of the particular clause, but also
the language of the whole contract, as well as the nature
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of the act required, and the subject-matter to which it
relates.® The courts favor conditions subsequent but not
conditions precedent, and it is generally held that subscrip-
tions to the capital stock of a corporation may be condi-
tioned as to the time, manner or means of payment, or in
any other way not prohibited by law or the rules of public
policy, and not beyond the corporate powers of the corpora-
tion to comply with. The condition subsequent also must
not operate as a fraud upon other subscribers. In a
Tennessee case it was said:

‘A subscription upon a condition subsequent contains a
contract between the corporation and the subscriber
whereby the corporation agrees to do some act, thereby

. combining two contracts, one, the contract of subscription,
the other, an ordinary contract of a corporation to perform
certain specified acts. The subscription is valid and
enforcible whether the conditions are performed or not.
The condition subsequent is the same as a separate col-
lateral contract between the corporation and the subscriber,
for the breach of which an action for damages is the
remedy.’’

§118. Construction of Subscription to Shares. A sub-
scription to the shares of capital stock is a contract, and
the general rules of law applying to the construction of
contracts will apply equally to this particular contract. The
construction must be reasonable and according to the intent
of the parties, and in determining this the circumstances
of the subscription are to be considered. It might be said,
however, that the courts have adopted one especial rule
which is, that that construction of the contract will be fol-
lowed which facilitates the organization and carrying on of
the enterprise, rather than that interpretation of it which
would defeat or impair its success. Ambiguities are, in
common with other contracts, questions of fact to be
determined by a jury.

§119. Enforcement of the Contract. A subscription to

3 Buckport, etc., Ry. Co. v. Brewer, 67 Maine 295,
¢ Maury v. Steel Co,, 87 Tenn. 262.
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the stock of a corporation implies an agreement, as already
stated, to pay therefor, and this obligation may be enforced
by the corporation whether it be a subscription obtained
before or after incorporation. The manner in which this
obligation may be enforced varies. Generally, by charter,
the power is conferred upon the corporation to forfeit the
shares of the delinquent stockholder, but this power cannot
be enforced unless expressly authorized. The right of
enforcement must be exercised in a reasonable manner, and
statutory provisions, if any, must be complied with. The
usual method of enforcing liability is by action on the
implied promise, although some States reject the idea of
an implied contract, and hold that an action can be main-+
tained by the corporation only in case of an express promise.
Unless the statutory method by way of a forfeiture is made
exclusive, it is the general rule that the two methods are
cumulative, and the corporation may elect which one to
pursue.

§120. Calls and Assessments. A call has been defined
as an official declaration by the proper corporate authori-
ties that the whole or a specified part of the subscription
for stock is to be paid. No call or assessment is necessary
when, by the charter, or by the terms of the subscription,
it is made payable immediately or on or before a date
certain. In the absence of provisions of the character
noted, and especially when such a proceeding is provided
for in the subscription itself, or in the charter or by-laws
of the corporation, a call or assessment is necessary to per-
fect a right of action against the stockholder on his sub-
scription. A call or assessment must be made in the
proper manner and by the proper officers, but one is not
necessary in cases of corporate insolvency. The stockhold-
ers cannot question the advisability of the call, this being
a matter which is left exclusively to the official judg-
ment and discretion of the managing officers of the cor-
poration.

Calls or assessments must be uniform and require a pro-
portionate contribution from each subscriber, but where
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some of the stockholders have already contributed more
than their share, the calls should be directed to those who
are in arrears. The call to be effective and to serve, in
cases of delinquency on the part of a subscriber, as a basis
of action by the corporation against the subscriber, must
be certain in respect to the time, the place, the manner in
which, and the person to whom is to be paid the sum
required by the call to be paid.

§ 121. Defenses. In case an action is brought to enforce
the payment of a subscription to the shares of stock of a
corporation, the subscriber, as defendant, may interpose as
defenses certain facts or equitable rights which, if success-
fully maintained, will relieve him from his liability. The
principal defenses urged by a subscriber are those of parol
agreement and of fraud, which will be considered in the
following paragraphs. In addition to these the subscriber
may interpose as a defense the claim that the enterprise
has been abandoned; that material and radical changes in
the charter have been made without his express or implied
consent; that conditions precedent have been unper-
formed; and that the corporation, without his consent, has
consolidated with others.

Parol Agreement. Where the contract is in writing the
defense of parol agreement will not be available to a sub-
scriber to the shares of stock of the corporation. The usual
rule applies that oral agreements or conversations are not
admissible to vary, alter, or change the terms of a written
contract: that neither party will be permitted to prove a
different contract from the written one.

Of Fraud. ‘It is a general rule of law, that, if a person
is induced to enter into a contract by false representations,
fraudulently made by the other contracting party or his
agent, the contract is voidable at the option of the innocent
party. This rule applies with full force both to contracts
of membership and to contracts to purchase, or to take
shares in a corporation at a future time. It may be stated
as a general rule, that if a subscription for shares was
obtained by fraudulent representations, it may be
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annulled by the subscriber at any time before equities have
intervened.’”®

If the fraudulent representations are made by the pro-
moters prior to the organization of the corporation, the
difficulty arises that the promoter is acting for a principal
not yet in existence. He clearly has no authority to bind
the corporation subsequently formed, and the rule seems
to be that whether the subscription is made in good faith
or through fraud the subscriber will be bound. His rem-
edy, if any, is against the promoter personally perpetrating
the fraud upon him. Where, however, the corporation is
organized, if the agent is acting within the apparent scope
of his power and authority, his fraudulent acts and misrep-
resentations will be binding upon the principal, and the
subscriber, if he can prove his case, will be relieved of the
liability upon his subscription. A fraudulent representa-
tion in connection with this subject may be stated as a
statement as to past acts or existing facts, or the omission
of such statement, which amounts to a fraud on one who,
relying thereon, subscribes to the stock of a corporation to
his injury. The fraudulent misrepresentation may be made
through, or by means of, the prospectus of the company,
its official reports made after organization, oral statements
made by its authorized agents and also by a suppression of
the truth. The misrepresentation may consist in the omis-
sion to state a material and existing fact, equally with posi-
tive statements of that which is untrue. The general prin-
ciples of the law of fraud and fraudulent representations
apply to subscriptions made to the capital stock of corpora-
tions, and the question frequently arises as to whether
the representations can be regarded as fraudulent unless
they were known to be false by the person or persons making
them.

The common rule applies to subscriptions to shares of
stock of a corporation, that if a false representation which
is material is made by one with no knowledge of its truth
or falsity, he is guilty of fraud in a legal sense. A fraudu-

81 Morawitz on Corporations, § 94.
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fent representation consists in the statement of material
facts not true, and their legal character is not changed by
the condition that the person making them was not aware
of their truth or falsity, or made the statement without the
intention to deceive. False representations as to the law
controlling the rights or powers of the corporation, or
affecting the liabilities of the subscriber to its shares, do
not afford a basis for relief by the subscriber.

That certain property has been bought by the corpora-
tion, when it held merely an option upon it; that a certain
amount of stock had been subscribed, when as a matter of
fact the total subscriptions were materially less; that the
property of the corporation was free from debt, when in
truth there were outstanding obligations; and that the cor-
poration was solvent, prosperous, and engaged in the con-
duct of a highly remunerative business, when the contrary
was true, have each been held false representations of such
a character as to relieve the subscriber entirely from his
liability.

A distinction must be made, however, between statements
specifically alleging what does or does not exist, and expres-
sions of opinion as to the prospects or operations of the
corporation. The latter class of expressions are regarded
as mere matters of opinion and belief, and though exagger-
ated and illusory will not afford a subscriber relief on the
ground of fraud.

““There is no right of action where such representations
consist of the expression of mere matters of opinion or
belief as to a present fact, or consist of predictions, or
expressions of expectation or hope, as to the future opera-
tions or success of an enterprise in which the corporation
is engaged or proposes to engage. . . . It has been
said that any one who looks at the prospectus of a corpora-
tion understands that the thing is colored, in the sense that
everything is put forward in the most favorable view.’’®

A representation that the corporation would pay as much
as twenty per cent in dividends was held to be a mere

¢ Thompson on Corporations, 2nd ed., § § 721-723.

™
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expression of opinion, and where an officer of the corpora-
tion said to the subscriber: ¢‘There is a good thing; you
ought to go into it; there is some money in it; you may
make twenty per cent on your money; you never put your
mouey into any better investment than that,’’ the statement
was held insufficient to sustain the charge of fraud.



CHAPTER XV

MANAGEMENT OF CORPORATIONS
OFFICERS AND AGENTS

§122. Rights of Members. The individual rights of
stockholders in a corporation have been sufficiently consid-
ered under the chapter relating to the rights of members.
Briefly stated, the rule is that they have no power or right
after the election of the board of directors or managing
officers to participate in the active and immediate manage-
ment of the business affairs of the corporation. A further
suggestion is appropriate in respect to the powers of the
majority. The general doctrine obtains that the majority
in interest controls the corporation, but this power is not
without its limitations, for the courts have held that while
no trust relation, in a technical sense, exists as between the
stockholders of the corporation, yet the majority cannot
8o exercise their power as to deprive the minority of their
essential rights. The rule is well stated* by J. C. Harper:

“‘The holders of a majority of the stock of a corporation
may legally control the company’s business, prescribe its
general policy, make themselves its agents, and take reason-
able compensation for their services. But, in thus assum-
ing the control, they also take upon themselves the correla-
tive duty of diligence and good faith. They cannot law-
fully manipulate the company’s business in their own inter-
ests to the injury of other stockholders. They cannot by
their votes in a stockholders’ meeting lawfully authorize its
officers to lease its property to themselves, or to another
corporation formed for the purpose and exclusively owned
by them, unless such lease is made in good faith and is
supported by an adequate consideration; and, in a suit prop-
erly prosecuted to set aside such a contract, the burden of
proof showing fairness and adequacy, is upon the party or
parties claiming thereunder.”’

1 Cook v. Sherman, 20 Fed. Rep. 175.

184
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The broad principles stated in the first sentences of this
note have been frequently applied in recent decisions to
many acts of the majority resulting in a consequent injury
to the minority interests.

§ 123. Directors: General Authority. It is customary
for the stockholders of a corporation, in a stockholders’
meeting, to elect a board of directors or managing officers
to whom is entrusted the immediate power and right of
managing and transacting the business of the corporation
for and in its name and behalf. A general presumption of
authority exists in respect to the validity of their acts.
Statutory or charter provisions usually provide for the
place of meeting, but in the absence of restrictions there
found meetings held elsewhere than at the principal place
of business of the corporation, or in the State where the
corporation is created, will be legal, and action taken at
such meeting binding. It is a common rule of law applying
to all representative bodies, that action taken, to be valid,
must be had at a meeting of the body in its representative
and legal capacity. This rule also applies to meetings of
the board of directors. They must meet as a board and
transact business in their official capacity before it will be
binding upon the corporation or others.

Directors, as a rule, have no implied power to fill vacan-
cies in their number, and their proceedings, meetings, and
powers are controlled and regulated by charter provisions
and the by-laws adopted by the corporation.

§124. Powers and Qualifications. The scope of the
power and authority, not only of the board of directors,
but also of the officers and agents of the corporation in
general, is determined by the objects for which the corpora-
tion was created. A corporation is an artificial person
and is, necessarily, represented by natural persons acting
as its agents on its behalf as their principal. To determine
the general scope of their authority, the sources of power
of a corporation may be enumerated: the charter of the
corporation, including constitutional provisions, general
laws relating to a particular class of corporations and the
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articles of incorporation; its by-laws; the conduct of the
corporation, as evidenced by some special custom followed
in the transaction of its business and not contrary to the
preceding, or some general business custom or usage
adopted by the corporation in the management of its affairs
upon which the public acts and of which the courts take
judicial notice.

In the general management of the corporate business,
and for the purpose of carrying out its legitimate pur-
poses, corporate officers and agents have all the necessary
and incidental powers which are fit and appropriate for
accomplishing that end. Their authority need not be, in
all cases, expressly conferred, but may be implied. All acts
within the apparent scope of their power are binding upon
the corporation, although it is not bound by an agent’s
misrepresentation of his authority where the person with
whom he is dealing can ascertain, upon reasonable investi-
gation, or where he has actual notice or knowledge of, the
actual extent of the agent’s authority. The acts of an
agent of a corporation, using the term in its comprehensive
sense, will be binding upon the corporation, to state the
doctrine in another way, when it has clothed him with the
apparent authority to do the act; or where it has allowed
him, through negligence, to be clothed with the appearance
-of power. The apparent scope of power and authority,
however, extends merely to the supervision and the man-
agement of the company’s ordinary and regular business.
Directors or agents have no implied power to effect a mate-
rial and permanent alteration of the business or charter of
the corporation, increase its capital stock nor sell the cor-
porate property and close out its business. These rights
belong, exclusively, to the stockholders or members of the
corporation, and express authority must be conferred by
them upon the directors to do these acts or others of a
similar nature.

Directors are usually required to be also stockholders in
the corporation, and other qualifications may be prescribed
by the charter or by-laws.
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§125. Unauthorized Acts, How Ratifled. The unau.
thorized acts of an officer or an agent of a corporation
may be ratified by it through acquiescence in the act, by an
acceptance of the benefits resulting from its performance,
or by a subsequent and formal ratification of it through the
conference of express authority. Or, as has been some-
times stated, an unauthorized act may be ratified on the
part of the principal by habitual action, recognition or
adoption.

§126. Delegation of Authority. To the board of direct-
ors is entrusted by the stockholders the immediate power
of transacting the business of the corporation, and at com-
mon law their powers were co-extensive with the corpora-
tion. To what extent the law permits a delegation of these
powers can be briefly stated. The character of their duties
in respect to the exercise of the powers conferred may be
designated as discretionary and merely ministerial or
mechanical. The principle usually obtains that a board of
directors cannot delegate to subordinate agents the per-
formance of their duties of a discretionary character. They
must determine the general policy to be adopted by the
corporation in the management of its business and exercise
personally and in good faith their own best business judg-
ment in directing the affairs of the corporation. They can-
not delegate to others, for illustration, the power of
declaring dividends or the duty of making calls on sub-
scribers to the stock. On the other hand duties of a
ministerial or mechanical character may be delegated by
them to subordinate agents or sub-committees. The appoint-
ment of agents, the transaction of ordinary routine busi-
ness, the execution of a deed or of a note, the preparation
of reports required by law and the keeping of necessary
records are illustrations of acts which may be properly
delegated by them to others. There are some authorities,
however, which hold that a board of directors may delegate
the performance of some of their discretionary powers to
an executive committee selected by them from among their
number.
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§127. Relation of Officers and Agents to Corporation.
The general rule obtains that the officers and agents of a
corporation sustain to it and the stockholders a fiduciary
or trust relation. The words trust relation are not, how-
ever, used in the technical sense. They are not, strictly
speaking, trustees, but merely agents who bear to the cor-
poration, their principal, a relation of trust and confidence.

In a Pennsylvania case,? Judge Sharswood said:

‘It is by no means a well settled point what is the precise
relation which directors sustain to stockholders. They are,
undoubtedly, said in some authorities to be trustees, but
that, as I apprehend, is only in a general sense, as we term
an agent or any other bailee entrusted with the care and
management of the property of another.”’

Some of the authorities hold that the trust relation, using
the term in the sense above indicated, is sustained by the
officers and directors of the corporation, not only towards
the corporation and its members, but also to the corporate
creditors.

Corporate Contracts as Affected by above Relation. It
follows, from the doctrine as stated in the preceding para-
graph, that the contracts and other acts of the corporate
officers on behalf of the corporation and with themselves
will be closely scrutinized by the courts, and while not void
are universally regarded as voidable, even though the act
may result in a benefit or advantage to the corporation.
The principle or rule of law, which controls not only officers
and agents of a corporation but others occupying a fiduciary

“or trust relation in dealing with the cestu: que trust, was
well stated in an early case in the Supreme Court of the
United States,® where the court said, in an opinion by Mr.
Justice Wayne:

““‘The general rule stands upon our great moral obliga-
tion to: refrain from placing ourselves in relations which
ordinarily excite a conflict between self-interest and integ-

2 Spering’s Appeal, 71 Penn. 8t. 11.
s Michoud et al. v. Girod et al., 4 How. U. 8. 585.
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rity. It restrains all agents, public and private. But the
value of the prohibition is most felt, and its application is
more frequent, in the private relations in which the vendor
and purchaser may stand towards each other. The disa-
bility to purchase is a consequence of that relation between
them which imposes on the one a duty to protect the interest
of the other, from the faithful discharge of which duty his
own personal interest may withdraw him. In this conflict
of interest the law wisely interposes. It acts not on the
possibility that, in some cases, the sense of that duty may
prevail over the motives of self-interest, but it provides
against the probability in many cases, and the danger in all
cases, that the dictates of self-interest will exercise a
predominant influence and supersede that of duty.’’

The principle applicable was stated in another and con-
trolling authority that no man can serve two masters. In
a Wisconsin case,* the court said:

“‘The idea that the same persons can constitute different
identities of themselves by being called directors or officers
of the corporation, so that as directors or officers they can
be private persons, is a violation of common sense.”’

Acts Merely Voidable. Although the courts adhere,

convey or mortgage to or contract with themselves as
without variation, to the general principle stated above,

yet the facts in each case will determine whether the act of
the corporate officers and agents is void or merely voidable.
Although the general rule prohibits an officer or director of
a corporation from contracting in his official capacity for
the corporation with himself in his personal capacity, the
act or contract may be accepted by the corporation and the
transaction sustained. The Supreme Court of the United
States® said :

‘It can not be maintained that any rule forbids one direc-
tor among several from lending money to the corporation
when the money is needed and the transaction is open and
free from blame. No adjudged case has gone so far as this.

4 Haywood v. Lumber Co., 64 Wis. 639.

8 Twin Lick, ete., Co. v. Marbury, 91 U. 8. 587.
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Such a doctrine, while it would afford little protection to
the corporation against actual fraud and oppression, would
deprive it of the aid of those most interested in giving aid
judiciously and best qualified to judge of the necessity of
that aid and of the extent to which it may be safely given.”’

A contract between a corporation and one of its officers
or directors which is open and free from fraud and result-
ing in a benefit or advantage to the corporation, when
sanctioned by a majority of the board of directors, exclusive
of the one with whom the contract is made, is generally held
binding upon the corporation. Where the validity of an
act is questioned, under the principles suggested in this and
the preceding section, the burden of proof is upon the
offending director or officer to show, not only that there was
no resulting injury to the corporation, but also the absolute
good faith of the transaction. The general rule is applied
and can be taken advantage of by a stockholder in those
cases where secret profits have been obtained by reason of
contracts made by the directors on behalf of the corporation
with themselves.

§128. Powers of Officers in General. The officers of a
corporation are legally its agents and represent it in the
transaction of its business. In general, their power and
authority is derived from and limited by the sources indi-
cated in section 124. In respect to individual officers
or agents, their power and authority is further limited
by the nature of the office the duties of which they are
performing. The title of the office indicates the character
and extent of their powers. The president, for illustration,
of the corporation, is its legal and executive head, and the
title of that office clearly gives notice to the world of the
extent and character of his authority. This will be limited
again by the purpose for which the corporation is organ-
ized. The duties and the consequent power and apparent
~ authority of the president of a bank would be, in respect
to many acts, clearly distinet and different from those of
the president of a railway company or a mining company,
or a corporation organized for manufacturing or other pur-
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poses. The titles given to other officials of a corporation:
secretary, treasurer, cashier, general counsel, superintend-
ent, general manager, and others, in each instance convey
the extent and nature of their powers and their consequent
authority to bind the corporation in the transaction of its
business.

The authority of all officers or agents of a corporation
to act for and in its behalf may be limited by the by-laws
of the corporation. The extent to which restrictive by-laws
affect the rights of third parties dealing with the corpora-
tion, without notice or knowledge of them, has been consid-
ered. The general rule, it may be repeated, obtains that
where the officer or agent acts within the apparent scope
of his power and authority, limiting by-laws will not relieve
the corporation from the consequent results of its agent’s
acts.

§129. De Facto Officers. A de facto officer is one who
has the reputation of being, and yet is not, a real officer in
point of law. His acts, however, are binding upon the cor-
poration when those of the de jure officer would have the
same result, and the courts adhere to this principle upon
the ground of public policy and also of estoppel.

§ 130. Personal Liability to the Corporation of Officers
and Agents. The acts of the corporate officers and agents,
including directors or managing officers, for and on behalf
of the corporation and in its name, necessarily affect the
business of the corporation. The value of its property
may be impaired or destroyed as a result, or the corpora-
tion may become insolvent, in extreme cases, as a result of
these acts. Large losses may occur directly attributable
to the act of the corporate agent. The question, then, may
arise of the personal liability of the agent responsible, to
the stockholders of the corporation for the results of his
act. This will be determined by a consideration, again,
of the nature of the duty which the corporate officer or
agent owes to the corporation in the transaction of its
business. In respect to the performance of discretionary
matters, the common rule obtains, that they are not respon-
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sible for losses occurring because of mistakes of judgment.
Neither are they liable in the performance of so-called
ministerial duties for anything else than gross negligence
or for fraud. In other words, the courts have held that
corporate officers and agents, so long as they perform the
duties devolving upon them and exercise the powers of
the corporation in its behalf, in good faith,"with honesty and
to the best of their business ability, judgment, and discre-
tion, will not be liable for the results of their acts, however
disastrous they may be. This rule is especially true of
those officers or agents serving without pay. A liability,
however, may be created by statute in respect to the negli-
gence or non-performance of acts specifically required to be
done.



CHAPTER XVI
FOREIGN CORPORATIONS

§ 131. Definition: The Corporate Domicil. By a foreign
corporation is understood one which is created by or under
the laws of another State or country, and the subject of the
right of these corporations to transact business elsewhere
than in the State of their creation, and the power of other
States to regulate them, is one of vast importance, since
there is scarcely a single corporation that does not extend
its business, not only to other States, but to foreign
countries.

In an early case in the Supreme Court of the United
States,! the court in an elaborate opinion by Chief Justice
Taney held that a corporation can have no legal existence
out of the boundaries of the sovereignty by which it was
created. It exists only in contemplation of law and by force
of the law; and where that law ceases to operate and is no
longer obligatory the corporation can have no existence.
It must dwell in the place of its creation and cannot migrate
to another sovereignty. The domicil of a corporation is,
therefore, indisputably in the State of its creation, but it
may, under the doctrine of comity (to be stated hereafter)
acquire for certain purposes a domicil in other States. It
has also been established that a corporation is not a ‘‘citi-
zen’’ within the meaning of that provision of the Federal
Constitution granting to citizens of one State the same
privileges and immunities enjoyed by citizens of other
States.

§132. Doctrine of Comity. In the Bank of Augusta v.
Earle case above cited, it was further held by the court that
although a corporation must live and have its being only
in the State of its creation, yet it would not follow that its

1 Bank of Augusta v. Earle, 13 Peters 519. 108
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existence could not be recognized in other places, and the
fact of its domicil and residence in one State created no
insuperable objection to its power of contracting in another,
end while it was a mere artificial being, invisible and
intangible, yet it was a person for certain purposes in con-
templation of law, and that its existence as an artificial
person in the State of its creation could be acknowledged
and recognized by the law of the nation where the dealing
takes place and that it could be permitted by the laws of
that place to exercise there the powers with which it was
endowed by the charter of its creation. This is, in brief,
a statement of the principle or doctrine of comity as applied
to corporations. It has been adopted substantially by all
the States in the Union, as well as other civilized nations,
and it is held to be no impeachment of foreign sovereignty.
The adoption of the principle contributes so largely to pro-
mote justice between individuals and to produce friendly
intercourse between the sovereignties to which they belong,
that courts of justice continually act upon it as a part of
the voluntary law of nations.

§133. Power Of. The doctrine of comity enables a
foreign corporation to transact business elsewhere than in
the State of its creation, and the question naturally arises
as to the extent of its powers when so acting. Judge Story
said, upon this question:?

“‘The power of a corporation to act in a foreign country
depends both upon the law of the country where it was
created and on the law of the country where it assumes to
act. It has only such powers as were given to it by the
authority which created it. It cannot do any act by virtue
of those powers in any country where the law forbids it
so to act. It follows that every country may impose restric-
tions and conditions upon foreign corporations which
transact business within its limits.”’

The power, therefore, of a foreign corporation to act out-
side of the limits of the State creating it is determined in
the first instance by the extent of the powers granted by its

2 Conflict of Laws, § 106, Note A.

-
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corporate charter and the general law of the corporate
domicil and the construction, interpretation and applica-
tion of the general law of corporations which follows. It
is also limited, when acting in a foreign State, by express
statutory provisions adopted by that State regulating or
limiting the transaction of business by a foreign corpora-
tion and by the general public policy of the local sovereign
1n respect to all corporations, not expressed through specific
legislative acts. Ordinarily, a corporation, under the
doctrine of comity, is clothed everywhere with the character
and powers given by its charter, and its capacity to make
contracts elsewhere than in the State of its creation is sup-
ported by uniform and long continued practice. While it
is true that corporation must ‘“‘dwell in the place of its
creation and cannot migrate to another sovereignty”’, it
may transact business and do such acts in foreign jurisdic-
tions as a natural person might do subject to the limitations
and regulations imposed by the sovereign State. In stating
the exact extent of the power of a foreign corporation to
transact business, a legal author has said:®

““The recognition which is by comity extended to foreign
corporations does not vest them with an unrestricted faculty
of extra-territorial action, even within the limits of their
charter powers; while the cases are not uniform on this
point, yet the weight of authority seems to be that the com-
pany’s power in the foreign jurisdiction extends only to
those acts which may be done through the mediation of
agents. Those corporate acts which must be done by the
company itself through the persons of the corporators or
stockholders, must be performed where the company has a
legal existence. The most obvious of these are meetings
for the acceptance of the charter and the organization of
the corporation.’’

§134. Right of State to Exclude or Regulate. While
the doctrine of comity, viz, the recognition of the laws of
a foreign jurisdiction, is universally adopted, yet such
recognition is not obligatory. It follows, necessarily, that
the foreign state may, as a matter of theory, exclude entirely

8 Murfree on Foreign Corporations, § 8.
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the foreign corporation from transacting business within
its limits, or it may adopt such regulations controlling them
in the transaction of business within the State as it may
elect. The foreign corporation has no absolute right of
recognition in another State. It depends for a recognition
of its corporate existence, or the enforcement of its con-
tracts, entirely upon the assent of that State. The foreign
jurisdiction may restrict the business of a foreign corpora-
tion to particular localities, or they may require such
security for the performance of its contracts with their
citizens as the foreign State deems best for their protection.
In respect to the expediency and advisability of regulative
measures by foreign jurisdictions, the Supreme Court. of
the United States* held:

““It is not every corporation lawful in the State of its
creation that other States may be willing to admit within
its jurisdiction or consent that it have officers in them,
such as, for example, a corporation for lotteries, and even
when the business of a foreign corporation is not unlawful
in other States, the latter may wish to limit the number of
such corporations or subject their business to such control
as would be in accordance with the policy governing
domestic corporations of a similar character.”’

Limitations Upon Right to Exclude or Regulate. The

" Constitution of the United States, in respect to the matters
designated in it, is the paramount and controlling law of the
United States, and establishes the rights of all persons
and citizens within the limits of its operative effect. To
the Federal government, by the Constitution, is given the
right to regulate interstate commerce, and the courts have
held that regulative provisions as to foreign corporations,
passed by the different States, may operate as a regulation
of interstate commerce, and therefore be unconstitutional.
Provisions for the taxation of foreign corporations have
notably fallen within the application of this constitutional
grant. In a leading case® the Supreme Court of the United

4 Pembina Mining Co. v. Penn., 125 U. 8. 181
& Paul v. Virginia, 8 Wallace 108.

™
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States held that the business of insurance was not interstate
commerce, with the consequent result that many laws
passed by the different States relative to and regulating
the writing of insurance policies by foreign corporations
are considered valid unless for other reasons void. The
constitutional provision in respect to the abridgment of
the privileges or immunities of citizens of the United States
has also been invoked, and the uniform holding here is that
a corporation is not a citizen within the meaning of the
term there used. But it has been held that they are persons
within the meaning of the fourteenth amendment, which
denies to a State the right to deprive any person of life,
liberty, or property, without due process of law, or to deny
to any person the equal protection of the laws. The protec-
tion of the Federal Constitution has also been invoked in
respect to the business carried on by foreign corporations
owning and manufacturing articles protected by patents,
the sole power to grant which, it will be remembered, rests
in the Federal Government. But the courts have held on
this point that foreign corporations are not entitled to
transact their business in foreign states free from regu-
lative measures.

§1356. Conditions Imposed. The conditions and regu-
lations imposed by the different States upon foreign
corporations desirous of transacting business within their
limits are many and differ widely in number and character.
Of necessity, the reader is referred to an examination of
the laws of each State to determine particular questions
involved. It can be said that in main the objects of such
regulation are, first, to bring the person of the foreign
corporation within the jurisdiction of the courts of the
State for the purpose of serving process and enabling citi-
zens of the State to maintain actions in the local courts
growing out of their business transactions with foreign
corporations; and, second, to afford information of the
extent, character, and nature of the powers of the corpora-
tion to enable persons dealing with them to act intelligently
and with knowledge of their corporate powers.
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As illustration of the provisions of the first class might
be noted: the appointment of an agent to receive process;
a requirement that the corporation shall establish and
maintain a known place of business; the waiving of the
right granted by the Federal statutes to remove actions
from local to Federal courts, and others of a similar
character.

Provisions coming under the second class are those
requiring the filing of a copy of the charter of the corpora-
tion with a designated officer, and, in some instances, the
by-laws of the corporation. These regulative provisions
and requirements apply only to foreign corporations doing
business within the State, and coming within the operation
of a specific law. A definition of the phrase ‘‘doing
business’’ will be given later.

Waiver of Right to Remove. It is a common condition
imposed by a State upon foreign corporations, that before
one can acquire the right to transact business within its
borders it must waive its right to invoke the jurisdiction
of the Federal courts in cases arising out of business trans-
actions within the State. Under the Federal statutes resi-
dents and citizens of different States have the right to
remove an action brought in a State or local court to the
Federal courts on the grounds, among others, of diversity
of citizenship. To illustrate, an action, if service of process
can be obtained, against a foreign corporation, may be
brought by a plaintiff, a resident and citizen of a State in
its local courts, against a foreign corporation, a resident
and citizen of another State. Under the Federal statutes,
and acting within the time designated, the defendant, on
account of the diversity of citizenship, would be entitled to
remove the case from the State to the Federal court. This
right’ of removal is deemed of great advantage, since the
trial of the cause is taken from a local court and jury, likely
to be, in many cases, affected by local prejudices and sym-
pathies, to a court not affected by these conditions. On
the other hand, the plaintiff may be subjected to more
expense in the trial of his cause of action by the removal of
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the place of trial to a distance from his residence. 'What-
ever the reasons, the rights of the respective parties have
been deemed of material and substantial advantage, and,
as already stated, the condition requiring a waiver of the
right to remove is one frequently found in the laws of the
different States. In respect to the validity of such condi-
tions, there is, naturally, a conflict of decision between the
State and the Federal courts, the State courts holding to
the validity of such conditions, proceeding upon the reason
that since it is only by an adoption of the doctrine of comity
that a foreign corporation is permitted to transact any
business outside the State of its creation, clearly the State
has a right to admit it upon such terms as it may elect to
impose. On the other hand, the Federal courts maintain,
that in respect to the right of removal the Constitution and
laws of the United States are the paramount law, and grant
to all citizens and persons within the jurisdiction of the
United States the right to have actions, in designated cases,
tried by the Federal courts; that waiver of the right will
not be binding upon them, and that no State can pass a law
which will deprive them of this constitutional privilege and
right. The Supreme Court of the United States has repeat-
edly announced the latter doctrine, while decisions of State
courts in general adhere to the legality of this particular
condition.

On the question of the right to remove a particular case
the decisions of the Federal courts are, undisputably, the
controlling authority, and the foreign corporation will be
entitled, as a matter of constitutional right, to have the
case removed. The State, however, if it so elect, may,
because of the non-compliance by the foreign corporation
with the condition imposed, viz, the waiver of the right to
remove, revoke the license of the foreign corporation ena-
bling it to transact business within the limits of the foreign
State and prohibit it from a further transaction of its
business there.

Failure to Comply with Conditions. The material ques-
tion involved is the effect of a failure to comply with condi-
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tions imposed upon foreign corporations and which, by the
laws of the State, must be complied with before it can
have the legal right to transact business within the borders
of the foreign jurisdiction. Transactions of a contractual
nature comprise the vast majority of the acts of foreign
corporations. The general rule seems to be that in the
absence of express statutory provisions the contract or the
act of a foreign corporation, where stated conditions have
not been complied with, are not necessarily illegal and void,
but merely voidable. A State may, however, by statute
declare results to follow a failure to comply with imposed
conditions. The decisions are conflicting, and in the absence
of a specific statutory effect they can be roughly grouped
into four classes: First, the decisions which hold that
foreign corporations can not recover on contracts entered
into by them where there has been a failure on their part
to comply with statutory provisions relative to the legal
transaction of business within the foreign jurisdiction;
second, the contracts of foreign corporations are considered
as void from the standpoint of the foreign corporation,
but not from that of the citizen of the State, who may re-
cover; or, stated differently, the contract is enforcible by
the citizen of the State, not by the foreign corporation.
This line of decisions, clearly, is not sound. The principle
of estoppel should apply equally to both parties to the
transaction. Third, a line of cases based in some instances
upon express statutory provisions, that failure to comply
with conditions merely suspends the right of the foreign
corporation to use the remedies and courts afforded by
the State to litigants; and, fourth, those decisions, entirely
based on statutory provisions, holding to the enforcement
of the specific penalty fixed by law for a failure to comply
with conditions imposed.

§136. Right to Sue. The right of a foreign corporation
to bring an action for the enforcement of its rights in a
foreign state rests entirely upon the principle or doctrine
of comity. The right of action is accorded universally, and
the doctrine of comity in this respect has been recognized
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from the earliest known times. In some States the limita-
tion exists that a foreign corporation cannot prosecute
an action in the courts of that State arising out of some
act contrary to law or the policy of the State, or which is
forbidden by the laws of the State to be done by a domestic
corporation.

§137. Actions Against. The question of jurisdiction
is the primary and essential one under the subject of this
section. In many States this is solved by the requirement
that, as one of the conditions for the transaction of business
within the State, the foreign corporation must appoint or
designate an agent or representative upon whom service
can be had. The fundamental principle exists and is uni-
versally followed that a corporation, the same as a natural
person, cannot be sued in an action in personam in a State
within whose limits it has never been found. The person
of a foreign corporation may be, for purposes of jurisdic-
tion, brought within a State other than that of its creation
through the appointment, as above suggested, of an agent
who stands for and represents the corporation for the pur-
poses specified. Or, it may agree with the State that its
person can be regarded as being within the jurisdiction
of the State; or, it may agree with the opposite party and
appear and defend without raising the question of juris-
diction. Before an action can be maintained and a legal
judgment entered against a foreign corporation, its legal
person must have been served with process. Where a par-
ticular form of service is provided by statute, it is usually
regarded as exclusive. Foreign corporations are not domes-
ticated by service of process upon them. Where the foreign
corporation complies with the statutory provisions and ap-
points an agent upon whom service of process can be had,
the courts hold that the jurisdiction thus acquired is
complete.

Service of Process. The rendition of a legal judgment
in personam against a foreign corporation is based upon
the presence of the person of the corporation within the
State. The foreign corporation must be doing business
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within the State before any law regulating its business or
providing for service of process will be applicable. If serv-
ice of process is required to be made upon a designated
agent of a corporation, compliance with statute will not,
ipso facto, constitute service upon the corporation. The
corporation must be doing business within the State in or-
der to justify service of process against it on its agent.
As service of process goes to the jurisdiction of the court
over the person, it must be so construed as to conform
to the principles of natural justice and so that it will con-
stitute ‘‘due process of law’’. To do this the agent must
be one having in fact a representative capacity and deriva-
tive authority. The agent must he one actually appointed
and representing the corporation as a matter of fact, and
not one. created by construction or implication contrary
to the intention of the parties. The name given to the
agent is not controlling. The actual relations of the parties
determine his capacity; and, further, the corporation must
be doing business in the State and the agent must be trans-
acting the business. The cases all hold that the person
served must be an agent of such capacity and authority
that in law his presence is the presence of the foreign cor-
poration within the State, and that in law he is, by sub-
stitution, the corporation itself. The two questions involved
in the service of process upon a foreign corporation are,
therefore, first, whether the foreign corporation is doing
business within the State; and, second, whether the person
served is an agent of sufficient capacity. Otherwise there
would be no limit to the right of the State to establish arbi-
trary rules in regard to service on foreign corporations.

In a leading case in the Supreme Court of the United
States,® the court said:

‘“We are of the opinion that when service is made within
the State upon an agent of a foreign corporation, it is essen-
tial, in order to support the jurisdiction of the court to
render a personal judgment, that it should appear some-
where on the record, either in the application for the writ

o 8t. Clair v. Cox, 100 U. 8. 530.
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or accompanying its service, or in the pleadings or the
findings of the court, that the corporation was engaged in
business in the State. The transaction of business by the
corporation in the State, general or special, appearing, a
certificate of service by the dproper officer upon a person
who is its agent there, would, in our opinion, be sufficient
prima facie evidence that the agent represented the com-
pany in the business. It would then be open, when the rec-
ord is offered in evidence in another State, to show that
the agent stood in no representative character to the com-
pany ; that his duties were limited to those of a subordinate
employe, or to a particular transaction, or that his agency
had ceased when the matter in suit arose.”’

As the service of process involves the constitutional ques-
tion of due process of law, it is a Federal question, and the
decisions of the Federal courts, both in respect to the char-
acter or capacity of the agent upon whom process is served,
and whether the corporation is doing business, are binding
upon the State in construing statutes relative to service on
foreign corporations.

Definition of ‘“Doing Business’’. One of the conditions
necessary to obtaining jurisdiction against foreign corpo-
rations or the application of laws regulating the transac-
tion of their business, is that it must be ‘‘doing business’’
within the foreign State. This is a question which must be,
necessarily, determined by the facts in each particular case,
and there are many decisions discussing the question. In
one case,’ the court said:

¢¢A corporation may be servable in a State other than that
in which it is organized and incorporated. It must have
engaged in business to the extent that it may be said, in
legal parlance, to be doing business therein, and the agent
served therein must be its authorized representative for
the transaction of such business or such as will be deemed
generally to represent the company in its corporate
capacity.”’

The act involved in this case was an isolated one, done
in connection with a pending law suit, and the court then
said:

7Ladd Metals Co. v. American Mining Co., 152 Federal 1008,
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“‘But this cannot be considered as doing business here
any more than if the defendant had waived the matter of
jurisdiction and come into this court to make a defense to
the present suit. This also is only a single transaction
within itself, and it has nothing to do with the ordinary
business of the company. Such a transaction lacks all the
features of what is legally denominated doing business with
a view of carrying on the business for which the organiza-
tion was organized and incorporated.’’

In another case,® the court said:

“‘The question then remains, is the respondent doing busi-
ness within this State? It seems clear to us that it is not.
It is not easy to formulate a general rule by which it can
be determined in all cases whether or not a corporation
is doing business at a particular place; but it seems to be
the consensus of opinion that a corporation, to be within the
rule, must transact within the State some substantial part
of its ordinary business, continuous in the sense that 1t is
distinguished from merely casual or occasional transactions,
and it must be of such a character as will give rise to some
form of legal obligation. . . . Merely advertising its
business in a State is not doing business within such State.’’

The question is best illustrated by reference to some
concrete cases. The courts have held that the following
acts do not constitute doing business within the State by
a foreign corporation; an isolated transaction without the
intention of continuing business; the single purchase of
an article of machinery; soliciting subscriptions to a news-
paper published in a foreign state; the sale of goods by
traveling salesmen; the frequent purchases of material
within a state; the maintenance within a state of an office
occupied by persons engaged in advertising and soliciting
business for a foreign corporation.

8 Gaudie v. Northern Lumber Co., 74 Pac. Rep. 1008; see also North Wis
Cattle Co. v. Oregon Short Line R. R. Co., 105 Minn. 198,



CHAPTER XVII
DISSOLUTION AND INSOLVENCY

§ 138. Dissolution: How Effected. The dissolution of a
corporation has been defined ‘‘as that condition of law
and fact which ends the capacity of the body corporate to
act as such and necessitates a final liquidation and extin-
guishment of all the legal relations subsisting in respect
to the ecorporate enterprise.”’ According to the common
law and the older textbook writers, a dissolution could be
effected in four ways: First, by an act of the legislature
under a reserved power to repeal; second, by death of all
its members; third, by a forfeiture of the charter; fourth,
by the surrender of the charter. And to these may be
added: fifth, by the expiration of the statutory period of
its existence; and sizth, a compliance with statutory re-
quirements providing for a voluntary dissolution. The
manner of and conditions affecting a dissolution, under the
circumstances above noted, may be briefly considered.

By Act of Legislature. A corporation may be dissolved
by an act of the legislature for a misuse or nonuse of its
charter or for any other good and sufficient reason if this
power be reserved to the State in the original grant. Where
the power to repeal does not exist, the doctrine of the Dart-
mouth College case obtains in all its force, and no action
can be taken by a legislative body dissolving the corpo-
ration.

By Death of All Its Members. A dissolution of a cor-
poration can be effected for this cause only in the case of
non-stock corporations. It is impossible where a corpora-
tion has capital stock, for upon the death of a member his
interest passes to his representative, as provided by law.

By Forfeiture of Charter. The grant of the corpotate
charter is always subject to the implied condition that the

205
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powers and privileges therein granted will not be abused,
but courts are generally reluctant to decree a forfeiture
of a corporate charter. The act of the corporation upon
which is based a proceeding brought by the State for this
purpose must be one grave and serious in its character
and which directly affects the rights and interests of the
public. “‘The public must have an interest in the acts
done or omitted to be done. If it is confined exclusively
to the corporation and in no wise affects the community,
it should not be considered as of those conditions upon which
the grant is made.’””® There must be a clear and wilful
abuse or misuse of the powers and franchises of the cor-
poration. The question cannot be raised except in a direct
proceeding by the State, since it is the State alone which
grants the corporate powers and franchises.

By Surrender of Charter. All the stockholders of the cor-
poration, acting in their corporate capacity, can elect to
voluntarily surrender the charter of the corporation and
if accepted by the State a dissolution will take place. There
must be a formal, solemn act of the corporation, before this
can be done.

By Expiration of Corporate Life as Fized in Charter.
The corporation may be also dissolved by the expiration
of the time fixed in its charter for its corporate existence.
Many of the older corporations were organized with a per-
petual charter in the true sense of that word, but for many
years it has been customary for States, by statutory pro-
vision, to fix a definite period for which corporations could
be organized, exist, and transact their business in a corpo-
rate capacity. Usually, the expiration of the charter period
terminates ipso facto the life of the corporation, although
in some States, by express provision of law, a de facto
corporation exists for a designated time for the purpose
of winding up the affairs of the corporation, liquidating
its debts and distributing its property.

Statutory Methods for Dissolution. The different States
now, quite generally, by statute, provide methods for the

9 Harris v. Ry. Co., 51 Miss, 602.
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dissolution and winding up of corporations. This may be
done either at the instance of the stockholders or of the
State. To legally effect a dissolution in this manner, the
parties must act as provided by law.

- §139. Effect of Dissolution. Under the common law
the effect of a dissolution was to put an end to the cor-
porate existence for all purposes and destroy its power to
act in a corporate capacity. Thereafter, it was held it could
neither institute nor defend a suit; make nor take a con-
tract. All its debts and claims were extinguished and all
actions by or against it were abated. Under the present
rulings of the courts, and by statutory provisions in many
cases, the severity of the rule above stated has been mate-
rially modified for the purpose of protecting the property
of the corporation and the rights of its creditors. While,
after dissolution, in the absence of express statutory pro-
visions, it cannot exercise corporate powers, yet its prop-
erty and property rights are not destroyed. Its rights of
action remain, but the remedies are merely changed. The
property of the corporation and its rights will be taken
in charge by a court of equity; or, if the statutes so pro-
vide, by the person therein designated, and managed as a
trust fund for the benefit of creditors and of the stock-
holders. Under these circumstances the closing out of the
affairs of the corporation must be as speedily accomplished
as possible with the best interests of its creditors and
stockholders in view. The obligations of contracts survive,
except such as are incapable of specific performance, and .
the creditor may enforce his claims against the property
of the corporation. Executory contracts, as a rule, can-
not be carried out. In many cases it has been held that
one contracting with a corporation acts upon the implied
assumption, in all cases, that its corporate life may be ter-
minated before the contract will be fully performed, and is,
therefore, entitled to no further rights under it nor a claim
for damages on account of the failure on the part of the
corporation to fully perform. This rule, however, does
not apply to the voluntary dissolution of a corporation,
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for it cannot, by its own acts, relieve itself of its contracts
and their obligations.

§140. Corporate Insolvency. The insolvency of a
corporation does not affect its legal existence, as the pos-
session of property is not necessary to corporate life. Stat-
utory provisions exist in all States providing, in cases of
insolvency, for the appointment of a receiver to take charge
of the business and property of the corporation for the
benefit of its creditors. These provisions are so numerous
and involved that no special reference can be made to them
that will be of assistance, but, on the contrary, might be
confusing. The appointment of a receiver is one of the
inherent original functions of a court of equity. The power
to appoint a receiver is discretionary with the court, but
when done, that officer is regarded as an arm of the court
and considered as acting for and on behalf of the court.
His possession of the property is held to be possession
by the court and interference with it will not be tolerated.

§ 141, Receiver. Powers Of. The rights of a receiver
of an insolvent corporation are generally limited by the
order of appointment. Where this is general in its nature,
the receiver is vested with ample authority to conduct the
business of the corporation, having in view the speedy
adjustment of its obligations. He can originate proceed-
ings looking to the enforcement of the rights of the cor-
poration ; employ counsel ; make contracts for a limited time
in the conduct of the business; purchase property where
necessary to carry on its business; compromise claims; and,
in general, do all necessary acts in furtherance of the spe-
cific objects and purposes for which he was appointed. He
is entitled, in the performance of his duties, to the protec-
tion of the court, and can, as a matter of right, apply to
it for instructions when he deems it advisable.

Duties Of. The duties of a receiver are to obey the
orders of the court; to exercise in good faith the powers
vested in him by the order of appointment; to be impartial
in the performance of those duties and to preserve the
- property of the corporation. '
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Liabilities Of. He may be personally liable for using or
converting the property of the estate; for his personal dis-
honesty or misconduct in the management of its affairs;
in the personal purchase by him of property of the estate;
and he is also liable as representing the estate on contracts
in force at the time of the appointment remaining partially
unexecuted.

Priority of Claims Against Estate or Receiver. Upon
the insolvency of the corporation and the appointment of
the receiver, the statutes may prescribe the manner and
persons to whom the property of the corporation, as it is
disposed of, may be distributed. If no statutory provisions
exist in respect to preferred creditors, the court, in its
orders from time to time, may establish such priorities or
preferences as will accord with established rules and prin-
ciples of equity. Where an insolvent corporation is, at the
time of the insolvency, a going concern, the court usually
directs to be paid the claims of those rendering services
or furnishing the supplies that enabled it to continue its
business. The debts of the receiver contracted by him nnder
express orders of the court, or under his general authority,
have, as a rule, priority of payment.
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PART IT

PUBLIC SERVICE CORPORATIONS
(INCLUDING: COMMON CARRIERS)

CHAPTER 1
SCOPE OF PUBLIC CALLINGS

It is a general principle of the law, favored both in law
and political economy, that every man may fix any price
he pleases upon his own property or services; that he may
serve one, and refuse another without offering a reason
for his preference, or being called under the law to account
therefor; that he may charge one person one price, and
another in similar situation and circumstances a different
price for the same service or thing. The fact that inciden-
tal inconvenience or actual loss may result to others makes
no difference, subject, however, to the well-known limita-
tion that no person shall so use his property as to deny to
others similar]y situated equal freedom in the use and
enjoyment of their own. This principle applies to all
purely private employments alike, whether operated by a
single individual, by a partnership, or by a corporation.

§1. Public Employment. The freedom of choice as to
patron and price is in a large measure curtailed and limited
in cases where property is so employed that it becomes
affected, or impressed with a public interest. This happens
when it is put to a use that makes it of public consequence
and affects the community at large. When one devotes his
property to a use, or engages in a business or employment

1
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in which the law recognizes the public as having an inter-
est, he in effect grants to the public an interest in that use
or business, and must submit to be controlled by the public
for the common good to the extent of the public interest he
has created. He may withdraw in most instances by dis-
continuing the use, or business affecting the public, but so
long as he maintains the use he must render the service
and submit to the control. This public interest in the use
of property or in an employment arises where because of
natural circumstances or the provisions of the law, or both
together, the public from necessity must resort to his prem-
ises, or make use of his employment for the purposes to
which he has devoted his property, so that he has a monop-
oly or a partial monopoly for such purpose. This monopoly
may arise from natural circumstances or the provisions of
the law, or circumstances and law together, but if one
accepts the monopoly he must submit to a certain degree
of regulation and control by the public for its good, both as
to patron and price.

Illustration. The facts related by the Supreme Court of
the United States in deciding the great case of Munn v.
Illinois! illustrate well how an apparently private business
may grow to such importance as to be of great interest to
the public and, therefore, be subject to regulation, both as
to service and price by the legislature of the State where
it is situated. In that case an act of the legislature of the
State of Illinois fixing the maximum rates of storage in
grain elevators in the city of Chicago, and other places in
the State having not less than one hundred thousand popu-
lation, was attacked by the elevator and warehouse owners
on the ground, among others, that the fixing of the maxi-
mum rate of storage charges was such an interference with
private property as to amount to a taking of property with-
out due process of law and, therefore, invalid under the
Fourteenth Amendment to the Constitution of the United
States. In giving the majority opinion of the Court, Chief
Justice Waite said:

1Munn v. 1L, 94 V). 8. 113, (1876).
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‘“‘That the great producing region of the West and North-
west sends its grain by water and rail to Chicago, where
the greater part of it is shipped by vessel or railway to
the eastern ports, and to some extent vessels are loaded
in the Chicago harbor and sailed through the St. Lawrence
River and across the ocean to Europe. The quantity of
grain received in Chicago has made it the greatest grain
market in the world. This business has created a demand
for means by which the immense quantity of grain can be
handled or stored, and this means has been found in grain
warehouses commonly called elevators, by which the grain
is elevated from a boat or car by machinery operated by
steam, into bins prepared for its reception, and from these
bins by a like process into the vessel or car which is to
carry 1t on. In this way the large traffic in grain between
the citizens of the country North and West of Chicago,
and citizens of the country lying on the Atlantic coast,
passes through the elevators in Chicago. In this way the
trade in grain is carried on by the inhabitants of seven or
eight great States of the West with four or five States of
the East lying on the seashore, and forms the largest part
of the interstate commerce in these States. The grain
warehouses or elevators in Chicago are immense structures
holding from 300,000 to 1,000,000 bushels at one time. They
are divided into bins of large capacity and great strength,
and are located with the river harbor on one side and the
railway tracks on the other; and grain is run through them
from car to vessel, or boat to car, as may be demanded
in the course of business. It has been found impossible
to preserve each owner’s grain separate, and this has given
rise to a system of inspection and grading, by which the
grain of different owners is mixed, and receipts issued for
the number of bushels which are negotiable and redeemable
in like kind, upon demand. This mode of conducting busi-
ness was inaugurated more than twenty years ago (prior
to 1876), and has grown to immense proportions. The
railways have found it impracticable to own such elevators,
and public policy forbids the transaction of such business
by the carrier; the ownership has, therefore, been by pri-
vate individuals who have embarked their capital and de-
voted their industry to such business as a private pursuit.
In this connection it must be borne in mind that although
there were, in 1874, fourteen warehouses owned by about
thirty persons, nine business firms controlled them, and
that the prices charged and received for storage were such
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as have been from year to year agreed upon and estab-
lished by the different elevators or warehouses in the city
of Chicago, and which rates have been annually published
in one or more newspapers printed in said city, in the
month of January in each year, as the established rates
for the year then next ensuing such publication. Thus it
is apparent that all the elevating facilities through which
these vast productions must pass on the way to four or
five of the States on the seashore may be a virtual monop-
oly. Under such circumstances it is difficult to see why,
if the common carrier, or the miller, or the innkeeper, or
the hackney coachman, pursues a public employment and
exercises a sort of public office that owners of these ele-
vators do not. They stand in the very gateway of com-
merce and take toll from all who pass. Their business
most certainly tends to a common charge. Certainly, if
any business can be clothed with a public interest and
cease to be private property only, this has been. It may
not be made so by the operation of the Constitution of
Illinois, but by the facts. The statutes of the State of
Illinois require all railroad companies, receiving and trans-
porting grain in bulk, or otherwise, to deliver the same at
any elevator, to which it may be consigned, that could be
reached by any track, that was or could be used by such
company, and that all railroad companies should permit
connections to be made with their tracks, so that any public
warehouse might be reached by the cars on their railroads.
. . . It is conceded that the business is one of recent
origin, that its growth has been rapid, and that it is already
of great importance. And it must also be conceded that
it is a business in which the whole public has a direct and
positive interest. It presents, therefore, a case for the
application of a long-known and well-established principle
in social science, and this statute simply extends the law
so as to meet this new development of commercial prog-
ress. It matters not in this case, that these plaintiffs in
error had built their warehouses and established their busi-
ness before the regulations complained of were adopted.
‘What they did was from the beginning subject to the power
of the body politic to require them to conform to such
regulations as might be established by the proper authori-
ties for the common good. They entered upon their busi-
ness and provided themselves with the means to carry it
on subject to this condition. If they did not wish to sub-
mit themselves to such interference, they should not have
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clothed the public with an interest in their concerns. In
countries where the common law prevails it has been cus-
tomary from time immemorial for the legislature to declare
what shall be a reasonable compensation under such cir-
cumstances, or perhaps more properly speaking, to fix a
maximum beyond which any charge made would be unrea-
sonable. Undoubtedly in mere private contracts relating
to matters in which the public has no interest, what is rea-
sonable must be ascertained judicially, but that is because
the legislature has no control over such a contract. So, too,
in matters which do affect the public interest, and as to
which legislative control may be exercised, if there are no
statutory regulations upon the subject, the courts must
determine what is reasonable. The controlling fact is the
power to regulate. If this fact exists, the right to estab-
lish the maximum of charge as one of the means of regu-
lation is implied. In fact, the common-law rule, which re-
quires the charge to be reasonable is itself a regulation
as to price. Without it the owner could make his rates at
will and compel the public to yield to his terms or forego
the use.”

§2. Test of Public Employment. There is a certain
line of authorities based on the same reasoning as the dis-
senting opinion in the case of Munn v. Illinois,? that seems
to hold that a business to be subject to regulation by the
legislature must require in its prosecution the exercise of
some public right granted to it, either as a license or a
franchise, such as the use of the public streets and alleys
by licensed hacks and draymen, and the exercise of eminent
domain by railroads, and the like. But by the better rea-
son and the weight of authority, these privileges are exer-
cised because the person using them is engaged in a public
business, and such privileges and franchises can not be
legally granted to persons engaged in a purely private
enterprise. Such public franchises are granted in aid of
the public enterprise. An attempt to grant to one engaged
in a purely private business, public rights, such as eminent
domain and the right to occupy public streets and alleys,
would be a taking of private property for a private pur-
pose, which is prohibited by the Constitution of the United

2 8ee supra, footnote 1.
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States and the Constitutions of the several States. To say
that a business is subject to public regulation, because it
exercises a public franchise granted to it by the State, is
to substitute cause for effect. It is practically impossible
to formulate a definition that will include all of the lines
of business that have been held to be public employments,
subject to regulation by the legislature, and exclude all
employments and lines of business that have been held to
be purely private callings and, therefore, not subject to such
regulation on the part of the public. Thus it is now uni-
versally held that the innkeeper and common carrier are
engaged in public callings, and have certain public duties
to perform which are fixed by the law, but on the other
hand it has been held that even in a State where the laws
required a physician to obtain a license prior to entering
upon the practice of his profession, such physician was not
obliged to render service to one requiring it, even though
his fees were tendered in advance, and no other physician
could be obtained, and such physician being at that time
engaged in the active practice of his profession.? It would
seem that under some circumstances the public welfare
would as strongly demand that the members of the com-
munity have the services of a physician, as that they be
furnished with railroad and telephone facilities.

§3. Elements of Public Employment. The following ele-
ments will be found more or less prominent in public call-
ings that are held by the courts to be subject to regulation
by law:

(1) A large demand by the community at large for the
article or service furnished.

(2) The furnishing of an article or service, that from its
nature cannot well be furnished by a number of firms,
or individuals operating separately, so as to create
effective competition, either because of the large invest-
ment required, or because the public good or conven-
ience demands that the article be furnished, or the
service rendered by a single individual, or company.

8 Hurley, Administrator, v. Eddingfield, 156 Ind. 415, (1901).
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(3) Where the delivery of an article or the rendering of a
service, necessarily requires the exercise of some pub-
lic franchise, such as eminent domain or the occupancy
of the public streets or alleys of a city or town.

(4) A holding out or offering by the individual or company,
to render the service or furnish the article to the public
in general, or a contract with the State or community
to render the service.

(5) A monopoly in the article or service to be rendered
based either on the nature of the article or service, or
upon exclusive privileges given by the law, so that indi-
vidual members of the community are not able advan-
tageously to contract separately for such service.

§ 4. Court Decisions. The following lines of business
or occupations have been held to be public employments
upon the various grounds indicated: A company engaged
in furnishing a town or city with pure water;* a railroad
company operating a railroad on the ground that railroads
have a monopoly of the transportation business, that all
the citizens of necessity are compelled to purchase trans-
portation in one way or another, and that in a civilized com-
munity freight rates enter into the price of every article
in common use; a street railway operating between two
points even though built on private property;® a cemetery
association that sold burial lots for burial of the dead
though various sums were charged for burying in different
localities, and the cost of such lots was a practical exclu-
sion of some individuals, because the burial of the dead
- was held necessary to the health of the living and, therefore,
a matter of public concern;® a log-driving company when
granted by law the exclusive right to drive logs in a cer-
tain river;? a company engaged in furnishing and trans-
porting natural gas, because of the large consumption of
gas in the community;® companies engaged in the opera-

4 Lumbard v. Stearns, 4 Cush. 60, (1849).

6 East Omaha St. B. Co. v. Godola, 50 Neb. 906, (1897).

¢ Evergreen Cemetery Assoc. v. Beecher, 53 Conn. 551, (1885).

7 Weymouth v. Penobscot Log Driving Co., 71 Me. 29, (1880).
8 Johnston’s Appeal, 7 Atlantic Rep. 167, (1886).
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tion by water power of saw and grist mills, because neces-
sary to the welfare and in some instances to the very exist-
ence of the community, and because it was necessary to
grant to the owners of such mills the right of eminent
domain to enable them to obtain the right to construct dams
across streams, and dam up water and overflow adjoining
lands for the purpose of obtaining water therefrom with
which to operate such mills;® companies operating grist
and saw mills by means of steam engines, because render-
ing a public service similar to water mills;!® an irrigation
company by analogy to a railroad;!! a telegraph company
on account of the public interest in the business;!? an elec-
tric light and power company because the public interest
would be subserved by the use of electricity for light and
power;!® a telephone company as a common carrier of news
by analogy to a railroad company; ‘‘The Associated
Press’’, organized to buy, gather, and accumulate informa-
tion and news, and to then supply, distribute, and publish
the same, because from the time of its organization and
establishment in business it sold its news reports to various
newspapers who became members, and the publication of
that news became of vast importance to the public, and the
operation of such a business required the expenditures of
such vast sums of money that scarcely any newspaper could
organize and conduct the means of gathering such neces-
sary information as was centered in the association, and no
paper could be regarded as a newspaper of the day unless
it had access to and published reports from such an asso-
ciation, and for news gathered from all parts of the country
the various newspapers were solely dependent on said asso-
ciation, and if they were prohibited from publishing it or
its use refused to them their character as newspapers would
be destroyed and would soon become practically worthless

9 State v. Edwards, 86 Me. 102, (1893).

10 Burlington v. Beasley, 94 U. 8. 310.

11 Sammons v. Kearney Power & Irrigation Co., 110 N. W. 308, (1906).
12 Dunn v. W. U. Tel. Co., 2 Ga. App. 845, (1908).

18 Jones v. N. Ga. Electric Co., 125 Ga. 618, (1906).
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publications;!* grain elevators under the circumstances
fully recited in the quotation from the opinion of the Su-
preme Court of the United States in Munn v. Illinois,!s
supra; and even in a case where the volume of business of
the elevator was small and the elevator did not necessarily
constitute a link in the transportation of grain to market;!®
on the other hand it was held by the Supreme Court of
Massachusetts that even in time of urgent need, as at the
time of the great strike of the Pennsylvania coal miners in
1903, the sale of wood and coal could not be held to be a
public business subject to control for the reason that the
business of selling fuel can be conducted easily by indi-
viduals in competition, and does not require the exercise
of any governmental function, as does the distribution of
water, gas, and electricity, which require the use of the
public streets and the exercise of the right of eminent
domain; that it was not important that the sale of coal
should be conducted as a single large enterprise with sup-
plies emanating from a single source, as is required for
the economical management of the kind of business last
mentioned. It did not even call for the investment of a
large capital but could be conducted profitably by a single
individual of ordinary means,'” a stock-yards company
where the tracks of all principal railroads in that part of
the country unite, and stock raisers meet and deal with
packers and purchasers of live stock, and because of the
nature of the business and the railroad facilities the estab-
lishment of other markets was impracticable, thus making
the stock yards of necessity the only available place for
breeders, feeders, and dealers in live stock to meet and
market their stock, such company thereby having a prac-
tical monopoly of a vast business affecting thousands of
people;'®* a terminal company which had voluntarily
devoted itself to furnishing passenger terminal facilities

14 Inter Ocean Pub. Co. v. Assoc. Press, 184 IIl. 438, (1900).

15 People v. Budd, 117 N. Y. 1, (1889).

16 Brass v. N. Dak., ez rel. Stoeser, 153 U. S. 391, (1894).

17 Opinion of Justices, 182 Mass, 505, (1904).

18 Bateliff v. Wichita Union Stock Yards Co., 86 Pac. Rep. 150, (1906).
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to railroad common carriers;'® the Board of Trade of
Chicago, because it furnishes market quotations that are
clothed with a public interest and must, therefore, furnish
reports and quotations t