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BOARD AUTHORITY  
Cooperative directors often underestimate their legal responsibilities toward the co-
op and its members. While many view the cooperative as a social setting for 
friends, it operates as a corporate entity managed by the Board of Directors and 
staffed by employees and members. 
 
When a cooperative files for incorporation, it becomes a legal entity governed by 
the rules and regulations applicable to corporations. State or provincial laws require 
that corporations designate individuals to act on their behalf, forming a Board of 
Directors. According to the Model Business Corporation Act (MBCA), the affairs of a 
corporation must be managed under the direction of a board. Thus, directors' 
responsibilities lie not in managing daily operations but in supervising and directing 
the management of the cooperative. The Board is recognized as the ultimate 
decision-making authority within the cooperative’s governance structure. 
 
The authority of a Board of Directors is derived from statutes, bylaws, and the 
cooperative's membership. Board authority is granted through the Articles of 
Incorporation, which dictate the limits within which the cooperative may function. It 
is crucial for boards to ensure that their cooperative’s Articles of Incorporation 
provide a balanced scope of authority—sufficiently broadly to allow the Board to 
fulfill its purposes while being narrow enough to protect member interests. These 
Articles establish boundaries for the Board's authority, and the Board is responsible 
for operating within those parameters. 
 
While the Articles of Incorporation outline Board authority, the Bylaws define the 
specific powers and responsibilities of the Board. Directors and officers can only 
exercise the authority necessary to fulfill their duties as outlined in the bylaws. 
Authority is typically exercised during duly convened Board meetings, where 
decisions are made based on attendance, voting, and quorum requirements 
specified in the bylaws.  
 
There are generally three important limitations on the Board’s authority that require 
action from the cooperative's membership: 
 

1. The election of Board members. 
2. The removal of Board members. 
3. Amendments to the bylaws, policies, and other governing documents of the 

cooperative. 
 



Despite some ambiguity in the judicial definitions of a co-op's Board responsibilities 
and authority, there has been a trend in court rulings to uphold the contractual 
relationships between the cooperative and its members. Courts recognize certain 
aspects of the Board’s authority, such as the power to accept or reject membership 
applications and to delegate this authority. The Board's authority is considered 
"complete and without limit" as long as it is exercised without discrimination based 
on race, religion, ethnic origin, gender, sexual preference, or ability. When 
establishing membership qualifications, Boards should ensure that standards are 
reasonable and directly related to the well-being of the cooperative. 
 
Moreover, the Board has the authority to create and enforce rules that promote 
effective operations. In developing these rules, the Board acts in what it believes to 
be in the best interests of the community, and members consent to adhere to these 
rules through their occupancy agreements.  
 
When creating rules, the Board should ensure that: 
 

1. The objective serves overall community welfare rather than the personal 
interests of a few members. 

2. The rule's objective and implementation methods are clear and 
interconnected. 

3. The rule is applied uniformly to all members, avoiding discrimination against 
any individual or group. 

 

BOARD RESPONSIBILITIES 
The fundamental responsibility of a director is to act in the best interests of the 
cooperative and its members. According to the MBCA, “[a] director shall perform his 
duties as a director, including his duties as a member of any committee of the 
Board upon which he may serve, in good faith, in a manner he reasonably believes 
to be in the best interests of the corporation, and with such care as an ordinarily 
prudent person in a like position would use under similar circumstances.” 
 
This duty embodies the fiduciary responsibility of directors, who are expected to act 
in good faith and prioritize the welfare of the cooperative while safeguarding the 
interests and assets of its members.  
 
  



Generally accepted legal responsibilities of directors include: 
 

1. Directors cannot abdicate their responsibility directly. 
2. They must manage business operations in alignment with the Articles of 

Incorporation and Bylaws. 
3. Directors are tasked with appointing officers and delegating authority for 

executing the cooperative's functions. 
4. They must be knowledgeable about corporate affairs to fulfill their roles 

effectively. 
5. Directors must act in good faith and exercise reasonable care in managing the 

cooperative's affairs. 
6. They have a legal obligation to represent the cooperative as trustees for its 

members. 
7. Regular attendance at Board meetings is essential; absence does not absolve 

a director from responsibility for the Board's decisions. 
8. Directors may be held financially liable for losses incurred by the cooperative 

under specific circumstances, particularly in cases of gross negligence. 
 
By understanding their authority and responsibilities, cooperative directors can 
effectively uphold the well-being and growth of the cooperative while safeguarding 
the interests of its members. 
 

DUTIES OF DIRECTORS 
The law recognizes several categories of duties for corporate directors. 
 

DUTY OF CARE 
The Duty of Care establishes the level of competence expected from board 
members, defined as the care an ordinarily prudent person would exercise in similar 
circumstances. Consequently, board members are expected to make decisions on 
behalf of the organization with the same level of diligence they would apply in their 
personal and professional lives. 
 
Under common law, directors are required to exercise a standard of care and skill 
commensurate with their knowledge and experience. Central to this duty is the 
principle of good faith, which courts consider when determining whether a director 
is liable for a decision or merely made an error in judgment. Courts typically assess 
whether the director acted in the best interests of the cooperative, recognizing that 
board members do not need to oversee every detail of the organization’s affairs, as 
responsibilities can be delegated to qualified individuals. 



 
From judicial interpretations of the Duty of Care, board members should adhere to 
the following guidelines: 
 

1. Thoroughly understand the organization. 
2. Research issues meticulously and gather relevant facts. 
3. Dedicate the necessary time to prepare for and attend all meetings. 
4. Maintain the integrity of the office by keeping an open mind and setting aside 

personal egos. 
5. Insist on receiving complete and timely information. 
6. Allow sufficient time for thoughtful deliberation. 
7. Keep meticulous records of board actions. 
8. Approach their responsibilities with honesty and personal integrity. 

 
 
Examples of Breach of Duty of Care 
Breach of the Duty of Care can manifest in several ways, such as: 
 

• Excessive absenteeism from board meetings. 
• Neglecting to inquire about proposed actions or decisions. 

 
A board member can only perform effectively if they are present at meetings, 
actively engaging with the information necessary to make informed decisions. 
 
 
Legal Framework 
The Duty of Care for directors is outlined in Section 8.30(a) of the Model Act. 
According to this legislation, a director must act in good faith and in the best 
interests of the cooperative, exercising the prudence expected of a reasonable 
person in similar circumstances. This standard allows directors to take reasonable 
risks, accepting that the outcomes of their decisions may not always be favorable in 
hindsight. What is crucial is that decisions are made honestly and thoughtfully. 
 
While hindsight offers valuable lessons, it is important to note that directors are 
protected from criticisms of their past decisions through the legal doctrine known as 
the Business Judgment Rule. This rule affirms that directors should not be held 
liable for decisions that, while potentially flawed in retrospect, were made in good 
faith and with due diligence at the time. 
 



DUTY OF LOYALTY 
The Duty of Loyalty requires board members to prioritize the interests of the 
cooperative above their own personal or professional interests. This commitment to 
the organization means that directors must act honestly and reasonably believe 
that their actions serve the best interests of the co-op and its members. 
 
Directors must remain vigilant about potential conflicts of interest. A conflict may 
arise when an agreement between a director and the cooperative offers preferential 
terms or conditions. Such conflicts can expose directors to liability. In these 
instances, directors are expected to prioritize the cooperative's interests and fully 
disclose any divided loyalties, including the nature of the relationship that may 
provide a financial or business benefit. While the board may choose to approve a 
conflict, it is advisable for the director to recuse themselves from discussions and 
decision-making related to that conflict. 
 
When a director becomes aware of a business opportunity due to their position, 
they must defer to the cooperative as the first priority. A director may only pursue 
personal advantage from such opportunities after the cooperative has evaluated 
and decided not to act on them. Furthermore, directors have a responsibility to 
maintain confidentiality regarding the cooperative's affairs until such information is 
made public or regarded as part of the public record. This aspect can be 
challenging, as it involves balancing the need to keep members informed while 
maintaining a competitive edge for the cooperative. 
 
Examples of Breach of Duty of Loyalty 
Common breaches of the Duty of Loyalty typically involve failing to disclose or 
address conflicts of interest. Specific examples of problematic behavior include: 
 

• Hiring a company owned by a board member without a bidding process or 
proper disclosure. For instance, if the board chooses an HVAC company 
owned by a board member, and that member receives compensation from the 
cooperative for the work. 

• Renting event space from a board member's family without appropriate 
disclosure or discussion among the board. 

 
These actions might be permissible if the conflict is disclosed beforehand, a board 
discussion takes place, and a fair bidding process is followed. However, it is crucial 
to acknowledge that legality does not always align with public perception and 
ethical standards. 
 



Actions that are unlikely to be acceptable include: 
 

• Engaging in any conflict without a transparent process, discussion, or vote. 
• Allowing family members of board members to occupy organization-owned 

spaces rent-free while other members are charged fair market rates. 
 

Legal Framework 
Directors of a cooperative hold a position of trust and must not exploit this 
relationship for personal gain. This includes being cautious about two primary 
concerns: self-dealing and engaging with individuals or entities that would ordinarily 
transact with the cooperative. 
 
The legal stance on self-dealing has evolved over time. Previously, contracts 
between a director and the cooperative were voidable. Currently, a director can 
enter into a contract with the cooperative, provided that full disclosure of 
alternatives is made and if the contract is deemed fair and reasonable. In such 
cases, the director involved should abstain from participating in discussions or 
voting regarding the contract. 
 
Fairness is typically assessed by comparing the terms with those that would be 
negotiated at arm's length by disinterested parties. Agreements that fall within a 
reasonable range are generally considered valid. 
 
Since directors are also members and patrons of the cooperative, some transactions 
with the cooperative are inevitable. However, it is essential to ensure that directors 
are treated equally with other members, avoiding any special discounts or 
preferential treatment. 
 
The principle of "corporate opportunity" dictates that directors should refrain from 
capitalizing on business opportunities that would typically have been available to 
the cooperative unless the cooperative has thoroughly evaluated and declined to 
pursue those opportunities. Directors interested in such opportunities should not 
engage in discussions or votes related to them. 
 
Finally, part of the Duty of Loyalty encompasses maintaining the confidentiality of 
the cooperative's affairs until such information is properly disclosed to the members 
or made public. 
 



DUTY OF ATTENTION 
The Duty of Attention encompasses the responsibility of directors to actively 
participate in cooperative affairs and remain informed about their operations. This 
includes understanding what the organization should and should not be doing. 
Directors can be held liable for personal negligence in fulfilling their duties, which 
includes providing reasonable oversight of officers and employees, reviewing 
documentation, and attending meetings. Ignorance stemming from "gross 
inattention" does not exempt directors from liability. For example, a director cannot 
defend their failure to participate (such as being absent from meetings or 
abstaining from votes) or to stay informed (like not reading board packets or not 
asking questions). 
 
While directors are expected to rely on information prepared or presented by 
others—such as staff or external experts—they must have a reasonable belief in the 
reliability and competence of those sources. 
 
Active Participation and Responsibilities 
Directors are required to engage actively in the cooperative’s activities, which 
include: 
 

• Attending meetings regularly. 
• Reviewing information and data provided by employees and experts. 
• Monitoring the actions of employees and committee projects. 

 
Directors are entitled to rely on reports, opinions, or statements, including financial 
data—derived from officers, employees, or committees, if they have reasonable 
grounds to believe in the credibility of the information source. This also extends to 
professionals such as attorneys, consultants, and accountants engaged by the 
cooperative to inform or guide decision-making. For a director to legitimately rely 
on such reports, they must either read the information or be present during 
presentations of the data. 
  



Reasonableness of Reliance 
When determining the reasonableness of reliance on a report, the standards of 
good faith, ordinary care, and acting in the best interests of the cooperative are 
applied. Close monitoring of employees and committee activities is crucial. Directors 
must exercise prudence in delegating tasks to individuals, ensuring that any 
assigned responsibilities are being performed adequately. 
 
It is vital for the board to oversee that officers, employees, or committees fulfill 
their delegated tasks effectively. The board’s diligence not only helps in 
safeguarding the cooperative’s interests but also reinforces the accountability and 
performance of its leadership team. By actively participating and remaining 
informed, directors can better fulfill their Duty of Attention, thereby contributing 
positively to the cooperative’s governance and success. 
 

DUTY OF OBEDIENCE 
The Duty of Obedience mandates that board members comply with applicable 
federal, state, and local laws, adhere to the organization's bylaws and policies, and 
uphold the mission of the cooperative. This duty also extends to honoring donor 
intent and ensuring that contributions are used for their intended purposes. It's 
important to note that some states may have additional requirements or different 
terminologies regarding these obligations, so consulting the specific laws of your 
state is advisable. 
 
Examples of Breach of Duty of Obedience 
Several real-life scenarios illustrate potential breaches of the Duty of Obedience: 
 

• Allowing one exit to remain blocked at a homeless shelter, despite regulations 
requiring multiple egress points for safety. 

• Accepting a donation earmarked for a specific project but subsequently 
reallocating those funds for a different purpose. 

• Failing to follow established financial policies that mandate the separation of 
duties when handling money. 

 
Importance of Obedience 
The duties of care, loyalty, and obedience are fundamental responsibilities of a 
board of directors and are crucial for effective oversight of the organization. 
Upholding the Duty of Obedience not only ensures compliance with legal and ethical 
standards but also reinforces the integrity and trustworthiness of the cooperative, 
safeguarding its mission and the interests of its stakeholders. 
 



REDUCING DIRECTOR LIABILITY 
Incorporating a cooperative protects directors from direct liability for the 
cooperative's actions, as the co-op becomes a separate legal entity responsible for 
its own actions. However, board members can still face liability for mismanagement 
when their decisions lead to illegal activities, criminal actions, or significant 
damages.  
 
The Cooperative Corporations Act outlines specific examples of such liabilities, 
including: 

• Board-approved actions leading to environmental harm. 
• Noncompliance with legal requirements regarding member share capital and 

dividends. 
• Unequal financial assistance to certain members or staff, causing financial 

losses to the cooperative. 
• Hiring staff with the knowledge that the cooperative cannot afford their 

salaries. 
 

PREVENTATIVE MEASURES FOR LIABILITY PROTECTION 
To protect themselves from liability, the Board of Directors and individual directors 
can implement several preventative measures: 
 

Documentation: Thorough and accurate documentation of all major Board 
actions is essential. This includes detailed meeting minutes and 
comprehensive meeting packets. Minutes should reflect alternative options 
considered and document the rationale behind decisions to clarify the logic of 
those choices. Individual directors can safeguard themselves by recording 
their dissent in the minutes, thus avoiding liability for decisions they oppose. 
 
Clear Communication: Committee assignments should be clearly defined, 
and reporting forms can facilitate more in-depth discussions during Board 
meetings. Proposals must be well-written and accompanied by sufficient 
supporting information to assist in informed decision-making. 
 
Enhanced Involvement: Greater engagement between directors and 
management in the cooperative's planning processes can improve both 
understanding and collaboration, ultimately benefiting the cooperative’s 
strategies. 
 



Legal Counsel: Larger cooperatives with complex operations should consider 
retaining a “counsel to the Board.” In-house counsel may be preoccupied with 
routine managerial tasks, and having dedicated legal expertise can help 
navigate more complex legal issues. 
 
Member Ratification: For intricate or less conventional decisions (such as 
policy matters), the Board can seek ratification from stockholder-members to 
mitigate potential liability. This additional layer of approval demonstrates 
diligence in the decision-making process. 
 
Indemnification: The cooperative can offer indemnification, providing 
protection to directors against potential lawsuits or damages for actions taken 
in their capacity as Board members. This protection can be established 
through language in the cooperative's bylaws. Additionally, directors may 
obtain directors’ and officers’ liability insurance (commonly referred to as D&O 
insurance), ensuring financial backing for indemnification policies. 
 
Consistency and Enforcement 
Directors must recognize the significance of their roles in managing a 
multimillion-dollar cooperative. Consistent enforcement of bylaws and policies 
is crucial; any perceived inconsistencies can lead to legal challenges. Directors 
have a responsibility to treat all members equitably, reinforcing the 
cooperative's integrity while protecting themselves from potential liability. By 
proactively implementing these measures and diligently performing their 
governance duties, directors can significantly reduce their risk of liability while 
effectively overseeing the cooperative's operations. 
 

BUSINESS JUDGMENT RULE 
The Business Judgment Rule is a legal doctrine that provides a level of protection 
for directors when making decisions on behalf of a corporation. Broadly speaking, 
the rule states that if directors act on an informed basis and in good faith while 
making a decision, that decision will generally be upheld, even if it leads to negative 
consequences. Historically, this rule granted substantial deference to directors, 
shielding nearly all of their decisions from legal scrutiny, as long as there is no 
evidence of bad faith, fraud, or self-dealing. 
 
  



EVOLVING STANDARDS 
In recent years, courts have begun scrutinizing the decision-making processes of 
directors more closely. Judges are increasingly examining whether directors acted 
reasonably in their deliberations and decisions. This trend is particularly evident in 
Delaware, a state known for its favorable corporate laws where many companies 
are incorporated. 
 
Three landmark decisions from Delaware have drawn significant attention regarding 
this evolving interpretation of the Business Judgment Rule. The outcomes of these 
cases influence corporate governance practices widely, given that many 
corporations look to Delaware's legal framework for guidance. These decisions 
suggest a movement toward a more rigorous examination of directors’ actions and 
decisions, signaling to boards the importance of serious and thorough decision-
making processes. 
 
As a result, while the Business Judgment Rule continues to provide protection for 
directors, it is increasingly recognized that they must document their decision-
making processes and demonstrate that they acted with due diligence and good 
faith. This evolution in judicial scrutiny emphasizes the importance of transparency 
and accountability within corporate governance. 
 

LEGAL DUTIES 
In summary, a notable trend has developed where courts are more closely 
examining the decision-making processes of corporate directors to determine 
whether they acted reasonably. Traditionally, the Business Judgment Rule provided 
broad protection, allowing directors to make decisions with a significant degree of 
discretion as long as they acted in good faith and were well-informed. However, the 
current legal environment places greater importance on the rationale and 
thoroughness behind those decisions. 
 
This shift is particularly pronounced in Delaware, a state with a favorable business 
environment where many companies choose to incorporate. Three pivotal court 
decisions in Delaware are crucial because their implications can affect corporate 
governance at large. As judges increasingly scrutinize directors’ decision-making 
processes, they are looking for evidence of adequate deliberations, information-
gathering, and genuine consideration of the corporation's and its stakeholders' 
interests. 
 



INSURANCE AND INDEMNIFICATION 
Due to the increasing risk of lawsuits, which can be costly even for directors who 
prevail, many individuals are hesitant to accept positions on board. Cooperatives 
can alleviate these concerns and encourage participation through two primary 
mechanisms: indemnification and insurance. Additionally, certain states, such as 
Minnesota, allow cooperatives to limit the liability of their board members in their 
Articles of Incorporation. 
 
Indemnification 
Indemnification refers to the reimbursement of a director for expenses incurred as a 
result of serving as a director or officer of the cooperative. This 
can include attorney fees, costs related to legal actions, and reimbursements made 
to the cooperative, shareholders, or other parties. Some state statutes governing 
cooperatives permit reimbursement under specific circumstances. If indemnification 
is not explicitly mentioned in a state cooperative statute, it may still be possible to 
apply provisions from general business incorporation statutes. It is vital for the 
cooperative's bylaws to include a clear provision for indemnification under 
appropriate circumstances. 
Determining the appropriateness of indemnification can be complex. Generally, 
indemnification requires that the director acted in good faith, believed their conduct 
was in the best interests of the cooperative, and did not engage in unlawful actions, 
particularly in criminal proceedings. 
 
In many instances, definitive judgments regarding a director's culpability can be 
challenging to establish. Often, claims result in settlements, leaving questions of 
the director's good faith or intent unanswered. In such situations, indemnification 
may still be permitted. 
 
The process of deciding whether to indemnify a director—and determining the 
amount or recipients of any payments—can involve various parties, including the 
remaining board members, a board committee, an independent legal advisor, 
shareholders, or even a court.  
 
While indemnification is typically advantageous, it can be susceptible to misuse. 
Reimbursing a careless director could inadvertently encourage negligence; thus, 
bylaws concerning indemnification should be drafted meticulously to ensure 
appropriate safeguards are in place. 
 



INSURANCE 
Cooperatives can also obtain insurance coverage to protect against potential 
indemnification payments owed to directors. However, the provision of such 
insurance can be contentious. If the coverage is too broad, it may lead directors to 
act with less diligence in fulfilling their responsibilities.  
 
Therefore, it is crucial for cooperatives to evaluate which types of behaviors they 
wish to insure against and to consider the various terms of available policies 
carefully. 
 

LIMITING LIABILITY 
The cooperative incorporation statute allows cooperatives to eliminate or limit the 
liability of their board members in their Articles of Incorporation.  
 
However, there are critical exceptions where liability cannot be limited or 
eliminated, including cases of: 
 

1. Breach of duty of loyalty. 
2. Acts or omissions not made in good faith or involving intentional misconduct 

or knowing legal violations. 
3. Transactions where the director derived improper personal benefits. 

 
Cooperatives incorporated in states with similar provisions should contemplate 
amending their governing documents to include limits on liability where permissible. 
By implementing indemnification and insurance policies, cooperatives can lower the 
barriers to board service, ultimately encouraging a diverse range of individuals to 
contribute their expertise and perspectives to the organization. 
 
 

CONCLUSION 
Members of the cooperative who serve as directors play a crucial role in overseeing 
the management and operations of the cooperative. It is essential for directors to 
remain informed and make prudent decisions in their governance. When directors 
act in good faith, exercise care and diligence, and avoid conflicts of interest or 
preferential treatment, they can fulfill their legal obligations without encountering 
significant difficulties. 
 



Moreover, the unique nature of cooperative businesses necessitates that director be 
attuned to the needs of the members. Ensuring that members are well-informed 
empowers them to actively exercise their rights and participate meaningfully in the 
cooperative's governance. 
 
By adhering to the legal duties and responsibilities required of them, directors can 
proactively mitigate potential problems. Additionally, utilizing mechanisms such as 
indemnification, obtaining insurance, or implementing provisions in the Articles of 
Incorporation to limit liability (where permissible) can offer directors further 
protection against financial burdens. 
Serving as a director is a position of responsibility, but it does not have to be 
overwhelming. By carefully observing the legal requirements and best practices 
associated with their roles, directors can contribute positively to the cooperative 
while effectively managing the associated risks. 
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Document Destruction

The Sarbanes-Oxley Act addresses the destruction of business records and documents and turns
intentional document destruction into a process that must be carefully monitored.

Nonprofit organizations should have a written, mandatory document retention and periodic destruction
policy. Policies such as this will eliminate accidental or innocent destruction. In addition, it is important
for administrative personnel to know the length of time records should be retained to be in compliance.

This information is provided as guidance in determining your organization’s document retention policy.1

Type of Document Minimum Requirement
Accounts payable ledgers and schedules 7 years
Audit reports Permanently
Bank Reconciliations 2 years
Bank statements 3 years
Checks (for important payments and purchases) Permanently
Contracts, mortgages, notes and leases (expired) 7 years
Contracts (still in effect) Permanently
Correspondence (general) 2 years
Correspondence (legal and important matters) Permanently
Correspondence (with customers and vendors) 2 years
Deeds, mortgages, and bills of sale Permanently
Depreciation Schedules Permanently
Duplicate deposit slips 2 years
Employment applications 3 years
Expense Analyses/expense distribution schedules 7 years
Year End Financial Statements Permanently
Insurance Policies (expired) 3 years
Insurance records, current accident reports, claims, policies, etc. Permanently
Internal audit reports 3 years
Inventories of products, materials, and supplies 7 years
Invoices (to customers, from vendors) 7 years
Minute books, bylaws and charter Permanently
Patents and related Papers Permanently
Payroll records and summaries 7 years
Personnel files (terminated employees) 7 years
Retirement and pension records Permanently
Tax returns and worksheets Permanently
Timesheets 7 years
Trademark registrations and copyrights Permanently
Withholding tax statements 7 years

©2004 National Council of Nonprofit Associations, www.ncna.org
May be duplicated for non-commercial use, with attribution, by charitable organizations.

Record Retention Sample NCNA 11-07.doc

                                                
1 Be sure to seek legal and accounting counsel prior to adoption and implementation (RCH.)
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New Liability Ruling: How Does It Affect Boards?

Is an individual board member exempt from liability if acting in his or her capacity as a board member? That was one
of the many questions in Fletcher v. The Dakota Inc.

Alphonse “Buddy” Fletcher Jr. was a resident of The Dakota, a co-op apartment house at 1 West 72nd Street in
Manhattan. Fletcher, an African-American, alleged that the co-op and two of its directors discriminated against him
because of his race when the board refused to approve his purchase of an apartment adjacent to the one he already
owned, for the purpose of combining the two. Fletcher claimed that the co-op and two individual board members
retaliated against him because he sought to protect the rights of minority and Jewish shareholders and applicants.
He also claimed he was defamed by the defendants.

Before it addressed this particular case, the appellate court discussed potential individual director liability. In a prior
case, Pelton v. 77 Park Avenue Condominium, the same court that was deciding this motion discussed individual
director liability. Here, the defendants argued that claims should have been dismissed against two board members
because the complaint failed to show that they took action separate and distinct from the actions they took as board
members – in other words, that Fletcher failed to allege that they had engaged in any independent tort-related
conduct.

The court first reviewed the state human rights law (a discrimination statute), which prohibits discrimination by an
owner, “lessee, sub-lessee, assignee, or managing agent of, or other person having the right to sell, rent, or lease a
housing accommodation … or any agent or employee thereof.” The city human rights law similarly provided for
individual liability. The court noted that there were no exceptions in either statute for directors of co-ops or directors
of any other corporation.
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The court then discussed the “Business Judgment Rule,” as enunciated by New York’s highest court – the Court of
Appeals – in Levandusky v. One Fifth Avenue Corporation. The Levandusky court found that the rule was the proper
standard of judicial review so that the court would not review actions taken by corporate directors if taken in good
faith, in the exercise of honest judgment, and in the lawful furtherance of corporate purposes. In Levandusky and a
later case, the court cautioned that the rule should not serve as a rubber stamp for board actions. Accordingly, the
Fletcher court explained, arbitrary, malicious, or discriminatory acts were not protected.

The court found that there was nothing in these Court of Appeals cases to suggest that there was a safe harbor for
directors. There was also no principle of corporate law that a director would be liable only if he or she committed a
tort independent of the tort committed by the corporation itself. Indeed, the court explained that it had long been the
law that a corporate officer who participated in a tort could be individually liable.

In addition to reviewing case law, the court cited a leading treatise in corporate law. Directors could be personally
liable to third persons if they participated in, directed, controlled, approved, or ratified the decision that led to a
plaintiff’s injuries.

The court then discussed its 2006 decision in Pelton and determined that it had misapplied the dictates of a 1978
Court of Appeals case. The court noted that it had improperly conflated the concepts for breach of contract (where
an individual director would not be liable) and commission of a tort (where an individual director may be liable).

With respect to discrimination claims, the Court of Appeals recently determined that the city’s discrimination statutes
should be construed broadly in favor of plaintiffs who claim discrimination. Accordingly, the court did not dismiss
discrimination claims against the individual board member.

The court next discussed Fletcher’s claim of retaliation by the co-op and a board member. The New York State
discrimination statute stated that it was unlawful to retaliate against someone because he or she opposed any
practice of discrimination. The court explained that to make out a claim for retaliation under state law, the complaint
had to allege that (i) Fletcher opposed conduct protected by the statute, i.e., discrimination; (ii) the defendants knew
about Fletcher’s conduct; (iii) Fletcher was subject to an adverse action; and (iv) there was a causal connection
between Fletcher’s actions and the adverse action.

The city discrimination laws were similar – one could not retaliate against someone because the person opposed
discriminatory practices. With respect to the city law, however, the retaliation need not have resulted in an ultimate
action or in a materially adverse change but must be reasonably likely to deter a person from acting.

The court interpreted the city law, as it was required to, “broadly in favor of discrimination plaintiffs” to the extent
such a construction was “reasonably possible.” The court relied on an earlier case, which explained that when
reviewing a retaliation claim, the court had to have a “keen sense” of the realities and that the “chilling effect” of
conduct was dependent upon the surrounding circumstances. To make out a claim for retaliation under the city laws,
Fletcher had to allege that (i) Fletcher opposed discriminatory practices; (ii) the defendants took an action that
disadvantaged Fletcher; and (iii) a causal connection existed between Fletcher’s actions and the adverse action.

In the complaint, Fletcher alleged that he began to oppose conduct that he believed was discriminatory after he was
elected president of the co-op board in May 2007. In September of that year, Fletcher complained to one of the
individual defendants that another board member had referred to certain applicants as the “Jewish mafia.” Those
applicants were initially rejected, although Fletcher and one other voted to approve them. Fletcher claimed that the
board member asked him not to raise the issue again, but that Fletcher urged the board to meet the applicants and,
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upon doing so, it approved the application. Based upon Fletcher’s allegations of discussions about the Jewish
applicants’ ethnicity and religion, the first element of the retaliation claim had been established.

Fletcher alleged that the defendants denied him the benefit of a specific building policy concerning his application to
purchase another apartment, denied him an impartial and unbiased review of his financial disclosures, and
recommended rejection of his application. Thus, Fletcher alleged sufficient claims to establish that he was subjected
to an adverse action.

Because an individual director had knowledge of Fletcher’s actions, his knowledge was imputed to the co-op. The
court addressed whether the time lag between Fletcher’s challenge to the board’s initial rejection of the Jewish
applicants and the board’s alleged retaliation was an issue. It held that the approximate three-year gap did not
defeat the claim; Fletcher’s application to purchase another apartment was the first opportunity the board had to
retaliate.

As to another director who was individually named, he did not become a board member until after September 2007,
and the retaliation claims were dismissed against him on the theory that he did not know about Fletcher’s actions in
September 2007. If it was determined that he did know, Fletcher had the right to ask the court to reinstate the claim.
As to the co-op, the court refused to dismiss Fletcher’s claims as they related to the Jewish applicants.

The complaint also alleged that Fletcher “made it clear” to the board that its jokes about another shareholder’s
bathroom repairs were inappropriate. However, even though the shareholder was African-American, there was no
claim that Fletcher had made reference to her race. Accordingly, claims of retaliation based on statements made
about this shareholder were dismissed without prejudice so that if discovery showed that the defendants knew
Fletcher was opposing discrimination when discussing her, Fletcher could ask that the claim be reinstated.

The court then discussed that, because The Dakota is a corporation, it does not owe a fiduciary duty to its
shareholders. Claims based on fiduciary duty were dismissed against The Dakota with prejudice so that they cannot
be re-pleaded. As to the individuals, however, the fiduciary duty claims were dismissed without prejudice, so that if
discovery showed additional information, Fletcher could request that they be reinstated.

The court then turned its attention to the defamation claims. To the extent any defamation claims were based on
papers submitted in the lawsuit, they were dismissed because the statements were protected communications made
in the context of a lawsuit.

As to other statements, the assertion was that the defendants “knowingly and maliciously spread false statements
and rumors to third parties, including the media, concerning Fletcher’s financial condition.” The court acknowledged
that the complaint set forth specific allegedly defamatory statements verbatim. While the co-op claimed that the
statements were the subject of a “qualified privilege,” presumably because they were made only to shareholders at
The Dakota (the decision does not specify), the privilege can be defeated by a claim that the statements were made
with malice, which Fletcher alleged. As to the individuals, the defamation claim was not dismissed for one who
Fletcher alleged had made defamatory statements.

The court next turned to the claim that the co-op tortiously interfered with Fletcher’s contract to purchase the
apartment. The court stated that a cause of action could be present and did not dismiss the co-op’s claim. It did,
however, dismiss the claim against one individual board member as there was no evidence that he had committed an
independent tortious act outside his role as a board member. Comment

: While this decision is being reported by some as a departure from prior decisions, and it does specifically “overrule”
the Pelton v. 77 Park Avenue Condominium decision in which it was found that board members were not liable for
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discrimination, it is our belief that in many respects the appellate court is merely reiterating long-standing corporate
law, i.e., that in the context of a tort or a claim of discrimination (and not contract claims), if a board member acts in
furtherance of that tort, he or she may be liable. This is consistent with such well-known cases as the Broome v. Biondi
(Beekman Hill Apartments) matter, where board members were held personally liable for refusing to allow a mixed-race
couple to sublet based upon actions taken by board members, who, according to testimony, took the husband’s
African-American race into consideration when rejecting the couple.

Indeed, the court is clear that board members will not be responsible for the co-op’s breach of contract. What is of
concern is whether board members may be held liable for torts committed by their co-op, such as negligence. While
certain provisions of the decision would lead one to believe that this may be the case, the court specifically dismissed
the claim of tortious interference with contract against a board member, stating that “the complaint does not allege
that [the board member] committed independent tortious conduct outside of his role as a board member.” We believe
these aspects of the case will be reviewed and interpreted by the courts in future decisions.

As to the defamation claims, while there is a qualified privilege that permits board members and shareholders to
discuss information about their building without being subject to a claim for defamation, that privilege will not apply
in the event there is a claim of “malice,” i.e., that the statement was made with knowledge that it was false or with
reckless disregard of whether it was true. In this case, it appears that certain statements were alleged to have been
made to the press, and were not subject to the privilege in any event. Other statements made to board members and
shareholders were alleged to have been made with malice and therefore were not dismissed.

We note that the motion to dismiss the claims was made at the early stage of the case so that discovery may shed a
different light on certain allegations and defenses.
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By Kathleen Hughes

April 27, 2018

Let’s say you volunteer to serve on the board of your New York co-op apartment, and conflicts arise. Legal
threats follow.

Just how much personal risk have you taken on?

While most boards carry liability insurance for the directors and officers, would it protect you in the event of
legal action? Or could you be forced to pay legal fees and suffer damages?

No one seems to be keeping track of the total number of lawsuits filed against the boards and individual
directors of the roughly 6,000 cooperative apartment buildings in New York City. But lawyers say it is
extremely common for angry co-op members to file lawsuits and name individual directors — often as a
bullying tactic.

At the same time, court awards against individual directors are so rare that many co-op lawyers cannot name
a single recent example.

“Board members get sued on a regular basis as an act of extortion by a plaintiff wanting to get the board to
act in a particular way,” said Stuart M. Saft, the chairman of the Council of New York Cooperatives and
Condominiums and a partner at Holland & Knight.

It is a tactic that usually backfires. Most boards are covered by liability insurance, and those policies usually
kick in, covering the legal costs of the board and the individual directors.

The plaintiffs, however, are left paying their own mounting legal costs, winning mostly the enmity of their
neighbors. “The plaintiffs think, ‘We’ll sue the individuals, they will panic, and we will have them in our
grasp!’” said Mr. Saft. “But that’s not what happens.”

Most co-op boards, of course, are made up of volunteer shareholders elected at a building’s annual meeting.
The group then rules on everything from approving new buyers to reviewing and approving renovations and
building projects.

But because so many decisions involve the volatile combination of people’s homes, money and control,
conflicts can quickly become heated. Many suits seek to overturn a board decision, and many of those
decisions are about pets: the weight and size of the dogs allowed in the building.

“Mostly, no one is suing for money,” said Kevin Davis, president of Kevin Davis Insurance Services. “They
are fighting over every little detail, and particularly rules on pets. The more money and the more time people
have, the more lawsuits you are going to get.”

Mr. Davis added, “In New York City, you have a lot of money, so it’s more intense. Lawsuits are usually filed
by the people who live there who don’t want to follow the rules.”

Lawyers say New York courts have tended to protect individual directors of co-ops and condominiums as
long as they were acting legally, in good faith and using honest business judgment.

Could You Be Sued as a Co-op Board Member?

https://www.nytimes.com/
https://www.cnyc.com/
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The courts also tend to protect corporate boards acting in the best interest of the corporation, under what is
known as the business judgment rule. “As long as you are acting in the best interest of the corporation, you
won’t be held liable,” said Terrence A. Oved, chairman of the real estate and transactional department at
Oved & Oved LLP.

The big exception, of course, is willful legal wrongdoing such as discrimination and self-dealing. Not
surprisingly, directors’ and officers’ liability insurance is not likely to cover damages in those types of claims.

“The risks of legal liability are not high unless you engage in some sort of nefarious conduct,” said Steven D.
Sladkus, a partner with Schwartz, Sladkus, Reich, Greenberg, Atlas, LLP.

One inherently tricky part of being on a co-op’s board of directors is that while you have a legal obligation to
act in the best interest of the corporation, individual directors are also shareholders — and may have a
personal stake in the outcome of a board vote on something like whether to spend money on a roof garden or
a gym.

The best way for a board and for individual directors to avoid legal threats, lawyers advise, is to study all
corporate documents carefully — the bylaws, the proprietary lease, the offering plan, the house rules and the
certificate of occupancy — and follow them uniformly.

“Directors need to know they are handling a multimillion dollar corporation, and if you don’t enforce the
documents uniformly, you can be sued. You have to treat everyone the same,” Mr. Davis said.

And the best defense against getting hit with your own personal legal fees is to make sure the board has
adequate liability insurance. Not all policies are the same. Most co-op bylaws include legal indemnification for
directors — but directors should check.

Insurance brokers say smaller buildings often wind up underinsured either by oversight or because they
were trying to save money on insurance. Some try to save money by tacking a so-called endorsement for the
coverage on their general liability policy as opposed to having a more expensive stand-alone policy.

“I do run across buildings that don’t have coverage,” said Edward J. Mackoul, president of Mackoul Risk
Solutions, in Island Park, N.Y. “There are co-ops that don’t want to pay even $150 to add coverage because
there are just five units and they all know each other.”

Court-ordered monetary awards against individual co-op board directors are so rare that most lawyers can
name just one case, frequently referred to simply as Biondi. After a biracial couple was turned down for a
sublet in the upscale Beekman Place neighborhood on the East Side of Manhattan, the couple claimed they
were victims of racial discrimination.

In 1997, a federal jury in Manhattan awarded them $640,000 in damages, including $410,000 in punitive
damages against Beekman Hill House and its board members. The jury awarded $150,000 against the co-op,
$125,000 against Nicholas Biondi, the board president, $60,000 against Richard Appleby, another board
member, and $25,000 each against three other directors.

“In more than 30 years of doing this, that is the only case I know where there was any personal liability
against individual board members,” said Mr. Saft, the real estate attorney.

For weekly email updates on residential real estate news, sign up here. Follow us on Twitter: @nytrealestate.

A version of this article appears in print on , Section RE, Page 14 of the New York edition with the headline: Board Members Beware

https://www.nytimes.com/1997/05/14/nyregion/a-co-op-must-pay-640000-for-denying-sublet-to-black.html
http://www.nytimes.com/newsletters/realestate/
https://twitter.com/nytrealestate
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