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ALTER EGO
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Legal Perspective Regarding Piercing the Corporate Veil

• Need for Accounting Expertise
• Evidentiary Basis
• Federal Rules of Evidence
• 1006
• 702
• 704 (a)

• Permitted Uses
• Cases
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Hypothetical Case Study in Alter Ego

• Background of the case
• Issues to examine from a legal perspective
• Issues to examine from an accounting perspective
• Findings in the case
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Need for Accounting Expertise

1. Alter ego evidence often comes from opponent’s documents
and testimony
•

Need for witness on direct to summarize that evidence

2. The Standards for Piercing Corporate Veil often involve
accounting expertise
•

Undercapitalization

•

Insolvency

•

Tracking of financial records and tracing payments

•

Uncovering fraudulent transactions

•

Booking of assets and liabilities

•

Nature of transactions

•

Valuation of assets
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Evidentiary Basis

1. Summary Witness: Fed. R. Evid 1006

2. Expert Witness: Fed. R. Evid 702, 704 (a)
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Fed. R. Evid. 1006 provides:

“The contents of voluminous writings, recordings, or
photographs which cannot conveniently be examined in court
may be presented in the form of a chart, summary, or
calculation. The originals, or duplicates, shall be made
available for examination or copying, or both, by other parties at
reasonable time and place. The court may order that they be
produced in court.”
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Fed. R. Evid. 702 provides:

“If scientific, technical, or other specialized knowledge will assist
the trier of fact to understand the evidence or to determine a
fact in issue, a witness qualified as an expert by knowledge,
skill, experience, training, or education, may testify thereto in the
form of an opinion or otherwise, if (1) the testimony is based
upon sufficient facts or data, (2) the testimony is the product of
reliable principles and methods, and (3) the witness has applied
the principles and methods reliably to the facts of the case.”
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Fed. R. Evid. 704 provides:

“Rule 704. Opinion on Ultimate Issue
(a) Except as provided in subdivision (b), testimony in the
form of an opinion or inference otherwise admissible is not
objectionable because it embraces an ultimate issue to be
decided by the trier of fact.
(b) No expert witness testifying with respect to the mental
state or condition of a defendant in a criminal case may state an
opinion or inference as to whether the defendant did or did not
have the mental state or condition constituting an element of the
crime charged or of a defense thereto. Such ultimate issues are
matters for the trier of fact alone.”
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Permitted Uses May Encompass:

1. Summarizing the evidence in a comprehensive format
2. Providing accounting expertise as to technical knowledge
3. Providing expert opinions as to factors relevant to piercing and
intermediate conclusions

4. Providing expert opinions as to ultimate conclusions
• Bench cases

• Jury cases
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Cases
In Re Joy Recovery Tech. Corp., 286 B.R. 54
(N.D. Ill. 2002)
Williams v. Security Nat. Bank, 358 F. Supp. 2d 782
(N.D. Iowa 2005)
Local 159, 342, 343 & 344 v. Nor-Cal Plumbing, Inc.,
189 F.3d 473 (9th Cir. 1999)
Autrey v. 22 Texas Services, Inc., 79 F. Supp. 2d
735 (S.D. Tx 2000)
Diamond Shamrock Corp. v. Lumbermens Mut. Cas. Co.,
466 F.2d 722 (7th Cir. 1972)
IGF Ins. Co. V. Continental Casulaty Co., 2009 WL 4016608
(S.D. Ind. Oct. 19, 2009)
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Background: Agreement between Plaintiff and Defendant

NNN, Inc.

Strategic Alliance

IAC

DIG

IACH
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Facts of the Hypothetical Case

• During 2000 – 2004, IAC began to experience financial
difficulties sustaining significant economic losses
• In 2004, IAC sold its business to Greetings Companies, Inc.
(Greetings) for $100m and failed to pay NNN for amount owed
under the SAA agreement, amounting to in excess of $80m
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Facts of the Hypothetical Case
• After IAC’s sale to Greetings, IAC did not honor its obligation to
NNN for approximately $80m, plus the purchase price was
distributed to various Denver Family owned entities as follows:

Amount

Consideration

IAC

$50m

Greetings paid monies to IAC for the
purchase of its business

Dirt

$30m

Services Agreement

Dutch

$10m

Covenant not to compete

DIG

$10m

Covenant not to compete

17

Facts of the Hypothetical Case Study

• NNN filed suit claiming breach of contract and fraud because it
was not been paid approximately $80m as agreed upon in the
Strategic Alliance Agreement (SAA)
• NNN further asserted that the Denver Family entities were alter
egos of one another and that the court should pierce the
corporate veil to prevent a fraud and injustice from occurring.

18

Background: Relationship Among Defendants at the time of the
Strategic Alliance
Denver’s Family Owned Entities – Corporate Organization Tree
Denver International Group, Ltd.,
(DIGL)

The Denver Family

100%

Craig Denver, Mike Denver, & Jim Denver

50%

100%

50%
Dutch Capital Inc.
(Dutch)

Dirt Co., Ltd.,
Cayman (Dirt)

100%

Denver International Group, Inc.,
Illinois (DIG)
100%

100%

IAC Holding Company,
Illinois (IACH)

Great Team Management, Inc.
(Great Team Management)

100%

Great Team Inc. Texas
(Great Team)

100%
IAC Company,
Illinois (IAC)

100%

Great Company, Alabama (Great)

Great Promise Company, Alabama
(Great Promise)
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100%

Issues to Examine from a Legal Perspective

Element 1:

•The corporation is substantially controlled or manipulated
by another
Element 2:
•The control was or will be misused to commit fraud or
promote injustice
Element 3:
•The claimant suffered or will suffer injury as a result
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Issues to Examine from a Legal Perspective

• Use of similar corporate name
• Undercapitalization

• Absence of corporate records;
• Fraudulent representation by corporation’s shareholders or directors;
• Use of the corporation to promote fraud, injustice or illegal activities;
• Payment by the corporation of individual obligations;
• Commingling of assets and affairs;
• Failure to observe required corporate formalities; and
• Other shareholder acts or conduct ignoring, controlling, or manipulating the
corporate form.
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Issues to Examine from a Legal Perspective

• Use of similar corporate names;
• Existence of common officers, directors, and employees;
• Similar business purposes among the corporations; and
• Use of same office location, telephone numbers, and business cards.

22

General Approach to an Alter Ego Case
• Obtain applicable case law from the law firm
• Obtain the complaint and relevant pleadings
• Review the relevant:
• Case history
• Accounting literature
• Valuation literature
• Perform a factual and financial analysis of the relevant parties, considering:
• Economic dependence and undercapitalization
• Observance of corporate formalities
• Commonality of Officers, Directors, and Employees
• Similar business purpose amongst the Companies
• Other shareholder actions ignoring, controlling, or manipulating the Corporate Form
• Commingling issues
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Issues to Examine from an Accounting Perspective:
An Analysis of the Elements of Control

“Consolidation of Interest”
• When should financial statements be consolidated?

“Equity versus Cost Approach”
• How recorded assets are to be valued when accounting for
an investment in an affiliate?
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Issues to Examine from an Accounting Perspective:
Discussions on Control

Generally Accepted Accounting Principles (“GAAP”) : FASB
Accounting Standards Codification (ASC) 810:10: Consolidation
When one entity is owned outright or a majority of its voting interests
controlled by another entity (the parent company), the most
meaningful representation of the parent company’s real financial
position and economic performance will be through the presentation of
consolidated financial statements
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Issues to Examine from an Accounting Perspective:
Discussions on Control

Accountants’ test for determining when to consolidate financial
statements is a direct function of determining the level of control
an entity holds on its subsidiaries or related entities

ASC 810-10-15-3: Consolidation
“when one of the companies in the group directly or indirectly has a
controlling financial interest in the other companies”
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Investments – Equity Method and Joint Ventures
The Equity Method for Accounting for Investments in Common Stock

• “The usual condition for control is ownership of a majority (over 50%) of the
outstanding voting stock” ASC 810-10-15-8
• “Substantial or majority ownership of the voting stock of an investee by
another investor does not necessarily preclude the ability to exercise
significant influence by the investor.” ASC 323-10-15-6
• “The power to control may also exist with a lesser percentage of ownership,
for example, by contract, lease, agreement with other stockholders or by
court decree.” ASC 810-10-15-8
• “Influence tends to be the more effective as the investor’s percent of
ownership in the voting stock of the investee increases.” ASC 323-10-05-5
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ASC 323-10-15-6

The Equity Method for Accounting for Investments in Common Stock

“ability to exercise that influence may be indicated in several
ways, such as…
• Representation on the board of directors;
• Participation in policy making processes;
• Material intercompany transactions;
• Interchange of managerial personnel; or,

• Technological dependency”
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Review of Accounting Literature
Discussions on Going Concern Dovetail Legal Factors
AICPA’s Auditing and Accounting Guides – General Auditing
Considerations:

•
•
•
•
•
•

Going Concern Considerations
Recurring past operating losses
Likelihood of future operating losses
Indications of illiquidity and excessive leverage strained liquidity
Undercapitalization
Failure to meet minimum capital requirements
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Review of Accounting Literature
Discussions on Going Concern Dovetail Legal Factors

AICPA’s Auditing and Accounting Guides – General Auditing
Considerations (continued):
• Failure to meet contractual requirements (e.g. debt covenants,
reinsurance agreements)
• Concerns expressed or actions taken by regulatory authorities
regarding alleged unsafe and unsound practices
• Indications of strained relationships between management and
regulatory authorities
• Rating agency downgrade
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Review of Accounting Literature
Discussions of Substance Over Form
AICPA Auditing Standards - AU Section 411: The Meaning of "Present Fairly
in Conformity with Generally Accepted Accounting Principles ¶ .06.
“GAAP recognizes the importance of reporting transactions and
events in accordance with their substance. [As such,] the auditor should
consider whether the substance of transactions or events differs materially
from their form”

Statement of Financial Accounting, Concepts No. 2 - Qualitative
Characteristics of Accounting Information ¶ 160
“The quality of reliability and, in particular, of representational
faithfulness leaves no room for accounting representations that subordinate
substance to form”
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Issues to Examine from a Valuation Perspective:
Common Prerogatives of Ownership Control: Power to…

• Register the company’s equity
securities for an initial or secondary
offering

Appoint or change operational
management
Appoint or change members of the
board of directors

• Register the company’s debt
securities for an initial or secondary
public offering

Determine management
compensation and perquisites

• Declare and pay cash and/or stock
dividends

Set operational and strategic policy
and change the course of the business

• Change the articles of incorporation
or bylaws

Acquire, lease, or liquidate business
assets, including plant, property, and
equipment

• Set one’s own compensation (and
perquisites) and the compensation
(and perquisites) of related-party
employees
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Issues to Examine from a Valuation Perspective:
Common Prerogatives of Ownership Control: Power to…

• Select joint ventures and enter into
joint venture and partnership
agreements

Select suppliers, vendors, and
subcontractors with whom to do
business and award contracts

• Decide what products and/or
services to offer and how to price
those products/services

Negotiate and consummate mergers
and acquisitions

• Decide what markets and locations
to serve, to enter into, and to
discontinue serving

Liquidate, dissolve, sell out, or
recapitalize the company

• Decide which customer categories to
market to and which not to market to
• Enter into inbound and outbound
license or sharing agreements
regarding intellectual properties

Sell or acquire treasury shares
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Economic dependency may indicate that “a corporation is substantially
controlled or manipulated by another entity”
ASK:
Is the firm balance-sheet insolvent?
That is, do total liabilities exceed total assets?

Is the firm deficient in working capital?
That is, do current liabilities exceed current assets?
---------------------------------------------------------------------------------Balance Sheet Insolvency = Undercapitalization
“A situation where a business does not have enough
capital to carry out its normal business functions.”
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Economic dependency may indicate that “a corporation is substantially
controlled or manipulated by another entity”

In Our Hypothetical Case:
•
•
•
•

Both parent companies were balance sheet insolvent
Assets were diminishing
Companies were not in compliance with debt covenants
Could not meet long term or even short-term commitments

------------------------------------------------------------------------------------------Business did not have enough capital to carry out its normal
business functions.
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Defendants were Balance Sheet Insolvent

Stockholders' Equity (Deficit) from 2000 to 2003
In ('000s)
50,000

-

(50,000)

(100,000)

(150,000)

(200,000)
Goran
Capital
Inc.Inc.
(GC)
Dutch
Capital
Canada
(Public
(DC) Canada (Public
Company)
Company

Symons
International PafcoDecent
General
Insurance
Denver International
General
Group,
Inc.
(Indiana)
Company
Indiana
Group, Inc. (Illinois)
Company Illinois
(Public
(Public Company)
Company)
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Superior
Insurance
Great Company
Company
Florida
Alabama

IGF Insurance
Company
IAC Company

Economic dependency may indicate that “a corporation is substantially
controlled or manipulated by another entity”
ALSO ASK:
Is the firm a going concern?
• That is, can the ongoing operations of the business eliminate an
entity’s working capital deficiency?
Indications a firm is NOT a going concern include:
• An operating loss indicating that an entity’s operating expenses exceed
its gross profit from operations.
• Consistent negative cash flow indicating that any cash needs will need
to be obtained from funding sources or by selling fixed or other longlived assets

37

Economic dependency may indicate that “a corporation is substantially
controlled or manipulated by another entity”
Calculate a Z-Score:
Z-Scores utilize five different financial ratios to determine the likelihood
of an entity going into bankruptcy

A Z-score below 1.8 indicates a 95 percent likelihood that an entity will
file for bankruptcy within a year
Five Ratios Include
1.

Working Capital to Total Assets

2.

Retained Earnings to Total Assets

3.

EBIT to Total Assets

4.

Market Value of Equity to Total Liabilities

5.

Net Sales to Total Assets
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Economic dependency may indicate that “a corporation is substantially
controlled or manipulated by another entity”
In Our Hypothetical Case:

•
•
•
•

Cash Flow Statements revealed consistent losses
Income Statements revealed operating losses
Auditors noted a going concern disclosure
Z-score indicated high likelihood of filing for bankruptcy

--------------------------------------------------------------------------------------

Entities were undercapitalized and their continued existence was
dependent upon their ability to obtain adequate borrowings and/or
equity capital, as needed, given that their operations were
unprofitable. Therefore it appears as though, these companies are
either headed towards bankruptcy or being funded by an alternative
source.
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Defendants were Bleeding Cash

Cash Flow Income (Loss) From Continuing Operations from 2000 to 2003
In ('000s)

10,000
(10,000)
(20,000)
(30,000)
(40,000)
(50,000)
(60,000)
(70,000)
Goran
Capital
Inc.Inc.
(GC)
Dutch
Capital
Canada
(Public
(DC)
Canada
(Public
Company)
Company

SymonsInternational
International
Denver
Group,
Inc.
(Indiana)
Group, Inc. (Illinois)
(Public
Company)
(Public Company)

Pafco
General
Insurance Great
Superior
Insurance
Decent
General
Company
Company
Indiana
Company
Company Illinois
Alabama Florida
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IGF Insurance Company
IAC Company

Significant Operating Losses

Continuing Operations Income (Loss) from 2000 to 2003
In ('000s)
10,000
(10,000)
(20,000)
(30,000)
(40,000)
(50,000)
(60,000)
(70,000)
Goran
Capital
Inc.Inc.
(GC)
Dutch
Capital
Canada
(Public
(DC) Canada (Public
Company)
Company

SymonsInternational
International
Denver
Group,
Inc.
(Indiana)
Group, Inc. (Illinois)
(Public
Company)
(Public Company)

Pafco
General
Insurance
Decent
General
Company
Indiana
Company Illinois
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Superior
Insurance
Great
Company
Company
Alabama Florida

IGF
Insurance
Company
IAC
Company

High Likelihood that the Defendants Were Headed to Bankruptcy

Z Score Summary Table
Entity

1999

2000

2001

2002

2003

Average

DIG

0.59

-0.30

-1.42

-1.29

-2.92

-1.07

Dutch

0.64

-0.10

-0.68

-0.57

-2.92

-0.57

DICG

N/A

-1.28

-1.36

-1.15

-2.14

-1.48

IAC

N/A

-0.25

-2.20

-0.65

-0.71

-0.95

Decent

N/A

-2.09

-1.36

-1.18

-2.24

-1.72
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Commingling of Assets may indicate that “a corporation
is substantially controlled or manipulated by another entity”

Review:
• Does one observe a customary practices of inter-company
transactions and loans among various entities?

• Are funds recurrently transferred between various entities in the
form of inter-company loans so as to possibly cover short-term
financial needs (i.e., a form of internal kiting)?
• Is someone or some entity paying off inter-company loans or
merely funding them with new promissory notes?
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Consolidation of Voting Shares

Dutch Capital, Inc. Principal Holders of Voting Securities
Name

Number of Common
Shares Beneficially
Owned, Controlled
or Directed

Percentage of
Outstanding
Common Shares

Denver International
Group Ltd

3,000,000

55%

Craig Denver

1,000,000

18%

Mike Denver

1,000,000

18%

Jim Denver

500,000

9%
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Consolidation of Control

Summary of Officer Positions Held by the Denver Family
Entity
Dutch
DIG
Dirt
IACH
Decent
DICG
NAFI
IAC

Craig Denver
Chairman
Chairman
Chairman, President, CEO
Chairman
Chairman
Chairman
Chairman
Chairman

Mike Denver
President, CEO
Vice Chairman, CEO
Vice Chairman
Chairman, President, CEO
Vice Chairman
Vice Chairman, President, CEO
CE0
Vice Chairman, President, CEO

*

Jim Denver
COO, Executive Vice President (EVP), Secretary
President, COO, CEO
Vice Chairman
Vice Chairman, Secretary, EVP
CEO, Secretary
CEO, COO, EVP, Secretary
EVP
CEO, Secretary

Summary of Director Positions Held by the Denver Family
Entity (Total # directors)
Dutch (6 to 7)
DIG (7)
Dirt (5)
IACH (2 to 5)
Decent (5)
DICG (3 to 7)
NAFI (3 to 7)
IAC (3 to 6)

Craig Denver
1986 to 2003
1987 to 2003
1997 to 2003
1997 to 2001
2002
1998 to 2002
N/A
1997 to 2002

Mike Denver
1992 to 2003
1987 to 2003
1997 to 2002
1997 to 2002
2002
1998 to 2002
1998 to 2000
1997 to 2002
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Jim Denver
1989 to 2003
1987 to 2003
1997 to 2002
1997 to 2002
2002
1998 to 2002
N/A
1997 to 2002

Led to Use of Funds for Personal Loans with No Business Purpose

Historical Indebtedness of the Denver Family to Dutch
At Proxy Date:
DIGL
DUML
Craig Denver
Mike Denver
Jim Denver
Total

4/19/2003
4,000,000
6,000,000
300,000
2,000,000
4,000,000
16,300,000

Total

2002
4,000,000
6,000,000
2,000,000
2,000,000
4,000,000
18,000,000

Largest Loan Balance
During Year:
DIGL
DUML
Craig Denver
Mike Denver
Jim Denver

4/23/2002
3,000,000
600,000
2,000,000
2,000,000
7,600,000

2001
3,000,000
600,000
2,000,000
2,000,000
7,600,000
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4/26/2001
3,000,000
600,000
300,000
1,000,000
4,900,000

2000
3,000,000
600,000
4,000,000
3,000,000
10,600,000

4/30/2000
4,000,000
600,000
60,000
20,000
4,680,000

1999
4,000,000
600,000
4,000,000
3,000,000
10,600,000

Disregard for Corporate Formalities

Common Business Locations
Entities at
123 South Street:
• Dutch (US Offices)
• DIG
• IA
• DIGMD
• DICG
• Decent
• DAICG
• DGICG
• Normal Idea
• NAFI
• IAC

25%

75%
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Entities at
Other Addresses:
• Dutch (Headquarters)
• DIGA
• Dirt
• Great

Commingling of Assets may indicate that “a corporation
is substantially controlled or manipulated by another entity”
In Our Hypothetical Case:
• Board meeting for all entities held on the same date, at the
same time, in the same place, and all share common
business address.
• Existence of Common Officers
• Held Similar Business Purposes among the Corporations
• Family acted to ignore, manipulate, and control the corporate
form – taking personal loans from business.
• Internal kiting scheme between entities via the use of intercompany loans
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Issues Found in this Hypothetical Case
• Use of similar corporate name
• Undercapitalization
• Absence of corporate records;
• Fraudulent representation by corporation’s shareholders or directors;

• Use of the corporation to promote fraud, injustice or illegal activities;
• Payment by the corporation of individual obligations;
• Commingling of assets and affairs;
• Failure to observe required corporate formalities; and

• Other shareholder acts or conduct ignoring, controlling, or
manipulating the corporate form.
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Issues Found in this Hypothetical Case

• Use of similar corporate names;
• Existence of common officers, directors, and employees;
• Similar business purposes among the corporations; and

• Use of same office location, telephone numbers, and business cards.
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Questions?

Thank You
for Attending This Webcast

