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CIVIL REMEDIES IN BANKRUPTCY FOR CORPORATE FRAUD
WILLIAM T. VUKOWICH _
INTRODUCTION

When a corporation's economic fate turns from "in the black” to bleak, its owners have "powerful incentives
to extract whatever value they cahAnd cases of corporate insidénssing various devices to effectuate
transfers of corporate assets to themselves prior to their corporations filing bankruptcy aré legion.
bankruptcy of a corporation is initiated when some assets remain, creditors who are fraud victims have
various theories that might allow them to make special claims to those As&mtsver, if corporate insiders

have fraudulently removed or concealed the corporation's assets prior to bankruptcy, civil law provisions mu
provide for the recovery of these assets if creditors are to be treated fairly.

No doubt the criminal laws that are discussed in this article deter fraud in bankruptcy generally, including in
cases of corporate bankruptcies. However, as the United States Court of Appeals for the Seventh Circuit ha
recently observed, for insolvent companies "the difference between civil and criminal law is small.
Corporations cannot be imprisonetlAnd, of course, an insolvent corporate debtor cannot be made to pay
criminal fines or civil liabilities. It simply disappears and its creditors remain unpaid.

Like the criminal laws on bankruptcy, the Code has its own provisions that are designed to deter serious
debtor misconduct. Debts and other liabilities created by debtors' fraudulent pre—bankruptcy conduct are
nondischargeabl&.Moreover, debtors who fraudulently transfer assets within one year of their bankruptcies
are generally denied the benefits of a dischdr§milarly, debtors are denied discharge unless they are
generally honestand cooperativ during their bankruptcy proceedings. However, while these provisions
might be important and effective incentives for individuals, they are either meaningless or significantly
attenuated in the corporate context. No discharge is given to liquidating corporate Hebtdrthe incentives
created by the discharge provisions accordingly have little or no influence in corporate banktdptcies.
Additionally, the civil recovery remedies discussed in Part | of this article offer minimal deterrence against
corporate fraud. Even if fraud is discovered and a successful civil remedy action is brought, the wrongdoers
are usually® only required to restore to the estate the property they acquired by their fraud. Hence, it is often
virtually costless for insiders to engage in fraudulent conduct when corporate insolvency looms.

Because these civil provisions, at most, provide weak incentives against corporate fraud, vigilant enforceme
of the criminal laws in corporate bankruptcies is especially important. Even if the corporation cannot be
imprisoned or made to pay a fine because of insolvéitg, insiders who are responsible for various

fraudulent acts can be held criminally responsiffidnd, interestingly, the types of conduct that lead to

criminal Iiaglity of insiders are generally the same as the grounds for denying individual debtors discharge ¢
their debts=2

In addition to the use of criminal law to deter fraud by corporate insiders, civil laws should allow for the
recovery of improperly transferred assets. This article discusses those civil laws. Part | presents a broad
overview of the bankruptcy and related corporate law theories that allow for recoveries when corporate asse
have been improperly transferred before filing bankruptcy. Part 1l examines three other consequences of



corporate fraud that can improve the likelihood of creditor recovery: piercing the corporate veil, equitable
subordination and successor liability. Lastly, Part Il proposes reforms of the Bankruptcy Code that would
expand trustees' power slightly and clarify creditors' right to exercise the trustee's powers when a
debtor-in—possession refuses to do so.

I. AN OVERVIEW OF RECOVERY THEORIES FOR THE FRAUDULENT TRANSFER OF
CORPORATE ASSETS

Fraudulent corporate conduct can give rise to different civil legal consequences. When corporate assets are
transferred, fraudulent conveyance law can be invoked to recover the assets from the trafidferees.

addition, the corporate insiders who are responsible for the corporation’s fraudulent acts might be held
personally liable to the corporation or its creditors under various corporate law theories.

Obviously, the most important tool for the recovery of fraudulently transferred assets is fraudulent
conveyance law. Available to trustees and debtors—in—possession are both 11 U.S X ag&4®rough
section 544(b), state fraudulent conveyance &%or many types of transfers, provisions of state corporation
law offer additional theories of recovery.

In many cases, corporate owners brazenly transfer corporate assets for their own personai bemesfers

of corporate funds to pay owners' deftgransfers to purchase assets for an owner's other busifésses,
transfers for no consideration to reduce related companies' fabasisfers to third parties who in turn

provide insiders with significant gair€,and cash transfers directly to owners for no legitimate business
purpose® are examples of rather obvious fraudulent transfers. In all of these examples, the corporate debtor
receives nothing in consideration for the transfers of corporate assets. Rather clearly, these facts justify a
finding that the transfers were made with an intent to defraud the corporations’ crétitatsed, both the
common law's traditional "badges of fraifd'and the Uniform Fraudulent Transfer A&indicate that the

main characteristics of these kinds of transfers — to or for the benefit of corporate insiders, for no
consideration and when the corporation is insolvent — justify the inference that the transfers were made with
fraudulent intent.

Even when actual intent cannot be established, a transfer for less than a "reasonably equivaléhtaalue"
nevertheless be set aside if the corporation is "insolv&if the corporate property remaining after the
transfer represents "an unreasonably small capitady'if the corporation is likely to incur debts that it will
not be able to repas?

If a fraudulent transfer is established, the trustee may recover the property transferred from "initial
transferees?® regardless of their good faitl. Recovery is denied against subsequent transferees who take for
value, in good faith, and without knowledge of the voidability of the trariSfer.

Because the cases for voidability are strongest when transfers are for no or less than fair consideration,
transfers to corporate owners are often disguised as routine and proper business transactions. Transfers ar
commonly alleged to be justified as part of the salary or bonus for an insider's services or in redemption of
stock owned by an inside And some transfers are alleged to be routine payments of corporate dividends.
The discussion of these transfers focuses primarily on the reasonable equivalency criterion and assumes th
the corporation is insolvent or has unreasonably small capital.

A. Payment of Dividends

The payment of a dividerid to corporate owners is one possible means for removing corporate assets during
a corporation's decline. However, state corporation laws and fraudulent conveyance law generally protect
creditor interests by prohibiting dividend payments that would render a corporation insilemthermore,
fraudulent transfer law and some states' corporations laws might offer even greater protection.



State corporation laws on the regulation of dividends afford creditors various levels of protection. The Model
Business Corporations Act and other state laws prohibit a distribution to shareholders if the distribution
renders the corporation insolvent in either the eqliey bankruptcy?® sense. Moreover, some corporation

laws go further and require that an additional layer of protection exist after dividends have be&n paid.

If dividends are paid in violation of these proscriptive levels of creditor protection, the directors who declarec
the dividend can be held liable if their violation is "willfut?"negligent,"** or in bad faith2 In our context,

which assumes fraudulent conduct, the directors would be liable in all jurisdictions.

Generally, on both legal and practical grounds, shareholder liability for illegally paid dividends is more
difficult to establish than is director liability. Most state corporation laws do not impose liability on
shareholders unless they received the illegal dividends "with knowledge of facts indicating the impropriety."
% Moreover, collection against shareholders of large corporations might be logistically impracifdabtiee
context of our discussion of bankruptcy fraud, if insiders are or should be aware of their company's insolven
and effectuate dividend transfers to themselves, recovery should be both legally and practically possible.
Whether the insiders are directdfor only shareholderé® given their awareness of the insolvency, liability
should be clear.

Payments of dividends might also be attacked under fraudulent transfer law if the corporation is insolvent or
left with unreasonably small capital after the paymé@t®ividend transfers of money or other corporate
property to shareholders are not properly characterized as gifts of corporatea€sethe other hand, they
clearly are "without consideratiore? Unlike a payment to satisfy an indebtedness, which reduces both assets
and liabilities and is accordingly considered a transfer for "vatde, tlividend reduces assets alone.

Fraudulent conveyance law offers three possible advantages over state corporation law. First, fraudulent
conveyance law defines "insolvency" more narrowly than some corporate dividend laws. The former values
corporate property "at a fair valuatiod>In contrast, some corporation laws use a "going concern” value
standard>? More generally, in the corporation laws that, like fraudulent conveyance law, use the balance
sheet test, valuation standards are purposely vague. The Official Comment to the Model Business Corporat
Act's balance sheet insolvency test explains,

Section 6.40 does not utilize particular accounting terminology . . . or specify accounting
concepts. In making determinations . . ., the board of directors may make judgments about
accounting matters, giving full effect to its right to rely upon professional or expert ogihion.

Second, fraudulent transfer law's unreasonably small capital standard for business debtors has the potentia
"go a significant step further" than the insolvency standards of corporate restrictions on dividend pa$ments.
However, the practical significance of this has been questiah€Hird, and possibly most important,

whereas corporate law generally denies recovery of improperly paid dividends from innocent sharéholders,
fraudulent transfer law is not as limited. Because, as analyzed above, the shareholders do not give value in
exchange for dividends and the shareholders are clearly "immediate transferees"” of the dividends, their
innocence would not protect thern.

Some have suggested that fraudulent conveyance law should not apply in the context of dividend payments
because corporate law's dividend statutes are very specific whereas fraudulent conveyance law £ general.
However, this suggestion has not been follovitMoreover, the creditor protection policies embodied in

state corporation laws should not preempt federal creditor protection policies in the bankruptcy laws'
fraudulent conveyance provisios.

B. Compensation for Services
Paying a corporate owner a salary that exceeds the value of his services is, of course, one way to attempt tc

disguise an improper transfer of corporate assets to°hiémother explanation of the excessive salary is that
the "salary" is in reality a disguised divideG8Corporations might characterize corporate distributions as



salaries rather than dividends because the former is tax deductible while the latte? i reither case, an
amount by which the compensation exceeds the reasonable value of the services should be recoverable un
both fraudulent conveyance and corporate law.

Fraudulent conveyance law's reasonably equivalent value criterion as well as corporate law's proscription
against wast&® demand that "'salaries of officers in an efficiently managed corporation must bear a
reasonable relation not only to the services rendered but to the income of the business, both gros€’and net.’
Compensation must be in proportion to ability, services rendered and time devoted to the corporation's affai
%8 Moreover, the corporation's financial condition must be considered in establishing sX|&iiesly,

because the insiders themselves determined their compensation, they bear the burden of proving the fairne:
and good faith of that compensatidh.

Insiders often take extreme measures when financial collapse is imminEmy have a special incentive to
provide retroactive raise& award themselves bonuses, or take substantial payment as part of employment
termination agreement& Retroactive raises and bonuses in these circumst&haesalmost certainly

voidable as fraudulent conveyances because the past services have already been compensated and the
corporation receives no considerati@hAnd under corporate law, such raises and bonuses are recoverable as
gifts of corporate asset€ Similarly, moneys paid a retiring officer as part of severance packages and other
termination agreements entered shortly before bankruptcy will generally be voidable. The corporations'
insolvency prevent them from continuing in business and hence the corporation receives little or no value in
being relieved of its future financial obligations to retiring officéfs.

C. Redemption of Shares

Redemption of a failing firm's stock is another strategy for some corporate owners in their quest to garner
whatever they can from their investment. Like a dividend payment, stock redemption is a form of distribution
to a corporation's owner€ When stock is redeemed, the corporation receives the stock in exchange for a
payment to a shareholder, whereas when a dividend is paid, nothing is received in return. Nonetheless, fron
the perspective of corporate creditors, the economic effects of dividend payments and stock redemptions ar
identical: Payments to redeem stock reduce assets while the amount of outstanding debt remainsthe same
For this reason, corporation laws place restrictions on redemptions that are similar to or entibal
restrictions on dividend payments. And the liability of directors who vote for an improper redemption and of

shareholders whose shares are redeemed is generally the same as the liability for improper dividend payme
81

As with dividends, stock redemptions can also be attacked with fraudulent conveyance law. Because
corporations receive nothing of value when they redeem $fo@demption payments to shareholders are
voidable if they leave a corporation insolv&hor with unreasonably small capit&f.

Authority is divided on a rather common redemption issue: If a salventporation redeems stock by

issuing its promissory note to a shareholder, rather than cash, should the debt owed the shareholder on the
note be equitably subordinated to creditors' claims if the corporation lands in bankruptcy? One theory holds
that "to give the redemption claim parity with the claims of other creditors is opposed to the priority which
creditors enjoy over stockholders in bankrupt&&nd accordingly equitably subordinates the redemption
debt.2” Others rely on the usual and traditional prerequisites for equitable subordfiaimhsubordinate

only when the shareholder has engaged in some inequitable cdfduct.

II. OTHER CONSEQUENCES OF INSIDER FRAUD

Insiders' fraud can give corporate creditors additional opportunities for improving their collection rights.
Fraudulent transfers of corporate assets and other fraudulent conduct by insiders for their own gain are clea
manifestations of disregard of the corporate form and are often bases for "piercing the corporate veil" and,
thus, permitting creditors to hold the insiders personally liable for the corporations’ debts. Further, fraudulen
conduct by insiders is a traditional ground for subordinating their claims to other creditors' claims. Finally, th



fraudulent transfer of a debtor corporation's assets to a new corporation for the purpose of escaping liability
the debtor's creditors is grounds for imposing upon the successor corporation liability for those creditors’
claims.

A. Insider Fraud & "Piercing the Corporate Veil"

If creditors are able to pierce a corporation’s veil, they are able to hold the corporate insiders with whom the!
dealt or who injured them generally liable for their claitifecovery is not limited to property that was
transferred to the insiders. Insiders' fraudulent transfers of corporate assets and other fraudulent conduct ar
often considered as important factors in favor of piercing the corporate veil.

Reported cases of creditors' efforts at "piercing the corporate veil" are legion and scholarship on the topic is
vast.2! The law is vagué? and the states' approaches to the "piercing" issue vary considétalityeover,

in bankruptcy cases, some courts have applied state law whereas others have applied an emerging federal
of "piercing."2* Under all approaches, however, fraudulent transfers of corporate assets to insiders has
provided strong support for piercing the corporate ¥2Even those with conservative approaches to piercing
issues agree that fraudulent conduct by insiders is per se a significant factor in favor of gercing.
Furthermore, when an insolvent or inadequately capitalized corporation transfers assets to insiders for
inadequate or no consideration, other traditional reasons for piercing the corporate veil are present. First, sit
by hypothesis the corporation ends up in bankruptcy, it was almost certainly either insolvent or nearly so at
the time of the fraud; and undercapitalization is an important factor in favor of disregarding the cor@dration.
Moreover, fraudulent transfers are almost never in furtherance of the corporation's business but rather are
harmful to it and, of course, its credito?ﬁFinalIy, fraudulent transfers are commonly made without regard

for corporate formalities; and this is a major factor in favor of disregarding the corpatation.

If a corporation has made a fraudulent transfer but has otherwise generally followed corporate laws and
formalities, the creditors' recovery theory is likely limited to a fraudulent conveyance a¥ion.

B. Fraud & Equitable Subordination of Insider's Claims

In bankruptcy, corporate insiders who are creditors of their corporations are treated differently than other
creditors in at least two important respects. First, the preference period is one year for insiders but only 90
days for other creditord®* Second, insiders' claims are more likely than other creditors' claims to be equitably
subordinated:®? Moreover, insiders' fraudulent conduct arms creditors with a potent case in favor of the
equitable subordination of the insider's claifi.

When the insider's claim is subordinated to the claims of all other creditors, the effect is less drastic than wh
the corporate veil has been piercBdPiercing the corporate veil results in general liability for the
corporation's debtd® Subordination only denies the insider the right to collect her debt until other creditors'
claims have been satisfied® Thus, subordination in effect transforms insiders' "loans" to their corporations
into "contributions to capital X or "equity."1°® Indeed, undercapitalization of corporations by its owners has

been a major factor in decisions to subordinate insiders' clHfiins.

Most courts use a three—part test to analyze whether a claim should be equitably subattifatedreditor

must have engaged in inequitable conduct, that conduct must have injured the corporation or its creditors, a
equitable subordination must be consistent with Code provisidi&raud by corporate insiders will almost
always meet all three of these criteria. First, fraud is invariably identified as inequitable cdfdndt as a
practical matter, defrauding creditors is sometimes identified as one of "only three typical" causes for
equitable subordinatiod®® Moreover, fraudulent transfer of or concealment of corporate assets prior to
bankruptcy obviously prejudices other creditors. And, finally, the fraudulent trdfiséerd discharga!®

provisions indicate that equitable subordination for insiders' fraudulent conduct is compatible with Code
provisions and policy.



If a court finds that the three part test for subordination has been satisfied, it must decide the extent of
subordination that is appropriate. If the insider holds an unsecured claim, it will normally be subordinated to
other unsecured creditors' claim If it is possible to quantify the extent of the harm that the insider's fraud
caused to creditors, the court may limit subordination to that exté&imilarly, subordination might be

limited only to those creditors who were prejudiced by the inequitable codtfitdowever, usually the

effects of the inequitable conduct will be diffused and difficult or impossible to quantify. In these cases, the
entire claim is generally subordinatétf If the claim to be subordinated is a secured claim, the court will,
depending on its view of the insider's culpability, subordinate the claim to all creditors' claims or merely
reduce the secured claim to the status of an unsecured ¥&im.

C. Fraud & Successor Liability

Fraud by corporate insiders can give creditors an alternative theory for recovery in certain circumstances. A
frequent stratagem employed by corporate insiders is to create a "new" corporation to which the insolvent
debtor corporation transfers, frequently through a maze of transactions, substantially all of its assets. The
insiders own the stock of the new corporation and operate it as they did the old corporation. Meanwhile, the
debtor corporation files bankruptcy and its creditors are left to battle over the funds that the debtor received
exchange for its assefé! Of course, as discussed above, if the consideration received by an insolvent debtor
is not reasonably equivalent in value to the property transferred, the transfer is avoidable and the property is
recoverable under fraudulent conveyance |dffs.

An alternative approach when one corporation's assets have been transferred to a new corporation in this
manner is to attempt to impose upon the new, or "successor," corporation general liability to the old
corporation's creditors. The successor is treated either as the practical or as the equitable continuation of th
old corporation and the sale of the debtor's assets is in reality "merely a merger or some other type of
corporate reorganization that leaves real ownership unchadggd.”

Successor liability law is, unfortunately, complex and vadif&he law's abstruseness is compounded when

it is applied to certain groups of creditors because policy considerations affect the formulation of the law anc
case outcomes? However, one of four commonly accepted grounds for imposing liability on a suct¥ssor

is that the sale of assets transaction between the debtor corporation and the successor "is entered into
fraudulently, in order to escape liability for the obligations of the selling corporatitiFraudulent” in this
context "characterizes or modifies not the actual means of the transfer of assets or the conduct undertaken |
furtherance thereof, but rather the purpose of such tradé&¥er'to escape liability for the old corporation's

debts while continuing to own and operate its busité3mdeed, the transfer of assets to a commonly

owned, new corporation without insuring that creditors will be treated fairly appears to be the crux of the law
of successor liability:*

If a debtor corporation receives reasonably equivalent value from the successor corporation for its assets,
including intangibles such as good wii! presumably the debtors' creditors will receive all that they are
entitled to 232 Many courts accordingly emphasize the fairness of the consideration received in their analysis
of the fraud issue in particular and the successor liability issue in gefidea the other hand, if a court
concludes that the general effect of transfers from a debtor corporation to its successor is to defraud credito
it may impose successor liability even when it has not determined that the consideration paid to the old

corporation was less than a fair equivaledie.

Finally, in the long run, impaosition of successor liability might generally tend to harm, rather than help,
creditor interest. When a debtor—corporation's assets are sold to pay creditors, the threat of potential succes
liability dissuades potential buyers, which thereby lowers demand and ultimately reduces the sales price. Mc
generally, buying firms will reduce their prices to reflect this d&kCases reflect that, to some extent, courts
have been sensitive to this potentially adverse consequence of successor 1&bility.

lll. REINFORCING CREDITORS' RIGHTS AGAINST CORPORATE FRAUD



As discussed in the Introduction, the Bankruptcy Code's discharge provisions discourage fraudulent conduc
before and during bankruptcy. However, these provisions are largely meaningless in corporate bankruptcies
because no discharge is given to liquidating corporalifrend because those provisions are generally
inapplicable to reorganizing corporatiot® As a result, the criminal law and civil provisions of the Code

and corporate law must be the sources for deterrence against corporate bankruptcy fraud. And, when fraud
occurs notwithstanding this deterrence, the civil provisions are the source of creditor redress.

The Bankruptcy Code clearly vests in the trustee and debtor-in—possgsghenpower to void and recover
transfers that the Code renders voidalif®lt further allows them to "avoid any transfer" that "is voidable

under applicable law by a creditor holding an unsecured claffrHowever, the Code is unclear on two

related matters. First, may a trustee assert other rights — in particular the right to pierce the corporate veil —
that creditors of the estate have against third parties? And, if a trustee or debtor-in—possession refuses to
assert a voidability right, may the estate's creditors do so?

To better deter fraud and increase the rates of recovery for creditors, the Code should address these questi
It should statutorily expand the standing rights of interested parties to hold responsible all who the Code or

state law provides may be held liable for fraudulent actions. The trustee's right to assert unsecured creditors
voidability rights,#? should be expanded to allow the trustee to assert creditors' rights to pierce the corporate
veil. Furthermore, if a trustee or, more likely, a debtor-in—possession, refuses to pursue a voidability action,

the Code should clarify that the creditors may do so if such action would be in the best interest of the estate
A. The Trustee's Right to Pierce the Corporate Veil

As the previous discussion of piercing the corporate veil indicated, the effect of disregarding the corporate
veil is to hold the shareholders liable for the corporate dEEhe right to pierce is a "substantive rule of
liability" 144 rather than a cause of action or property ritfitNonetheless, most courts base their analysis of
the issue, whether a trustee may disregard the corporate entity and hold the shareholders liable for estate
debts, on 11 U.S.C. 8§ 541: Does the right to pierce the corporate veil belong to the corporation, and therefor
the estate, or is it a right of creditot$21n answering this question, the courts rely upon the state law of
veil-piercing to resolve the questiddd! at least in the absence of an overriding federal intéf&&®ecause
different states answer this question differently, some cases hold that it is the right of the estate and asserta

by the trusteé?® while others conclude that it is the right of creditors and may not be asserted by the trustee.
150

A few courts take a more liberal approach to the issue and recognize the trustee's right to pierce the corpore
veil in his capacity as representative of creditors generally and under 11 U.S.C. § 847 3. approach

has serious drawbacks, however, and most courts rejEétrtrst, 11 U.S.C. § 544(b) is hardly authority for

this approacht>® The section only allows a trustee to "avoid any transfer of an interest of the debtor in
property" that is "voidable by a creditof> This is, however, quite dissimilar to suing to pierce the corporate
veil and to impose personal liability on shareholders for all of their corporation’s liabilities. Second, this more
expansive view of the trustee's power to pierce the corporate veil is arguably inconsistent with the Supreme
Court's decision in Caplin v. Marine Midland Grace Trust Company of New:¥akd lower court

decisions that deny trustees the more general right to pursue creditors' claims against thirtEpirties.

Caplin, the Court addressed the issue of whether a corporate reorganization trustee under chapter X of the
former Bankruptcy Act could pursue claims on behalf of debenture owners against the debenture trustee. Tt
Court characterized the issue as being "diffictif'and held that the trustee did not have standing to

represent the debenture holders. It pointed out that no provision of the bankruptcy laws "enables [a trustee]
collect money not owed to the estatg®'As indicated above, 11 U.S.C. § 544(b) of the Code does not grant
such authority*>° Moreover, the debtor corporation itself had no claim against the debenture trustee. If, as
was conceivable on the facts, the debtor and debenture trustee were in pari delicto, then the estate would b
no better off; If the reorganization trustee succeeded in recovering against the debenture trustee, the latter
would be "substituted for the debenture holders as the claimant™ under principles of subriij&iioally,

the Court opined, recognition of the trustee's right to assert the creditors' rights would not necessarily "reduc
litigation" but, on the contrary, litigation might "be increaséf:'This follows because a suit by the



reorganization trustee would not pre—empt suits by the individual debenture holders and various incentives
would likely cause the debenture holders to £ife.

The Court uncharacteristically seemed to offer Congress advice and then to suggest that congressional acti
based upon that advice would be constitutional. The Court prefaced its opinion with the statement that the
difficult issue raised by the case "is capable of resolution by explicit congressional a&fiemd after

concluding that trustees do not now have standing, the Court added:

This does not mean that it would be unwise to confer such standing on trustees in
reorganization. It simply signifies that Congress has not yet indicated even a scintilla of an
intention to do so, and that such a policy decision must be left to Congress and not to the
judiciary.

. .. Congress could determine that the trustee in a reorganization was so well situated for
bringing suits against indenture trustees that he should be permitted to do so. In this event,
Congress might also determine that the trustee's action was exclusive, or that it should be
brought as a class action on behalf of all debenture holders, or perhaps even that the
debenture holders should have the option of suing on their own or having the trustee sue on
their behalf. Any number of alternatives are available. Congress would also be able to answe
qguestions regarding subrogation or timing of law suits before these questions arise in the
context of litigation. Whatever the decision, it is one that only Congress canifake.

A short while later, in 1973, the Commission on the Bankruptcy Laws of the United States recommended th:
Congress modify what is now 11 U.S.C. § 544 to enable the trustee, "when in the best interest of the estate,
[to] enforce any claim which any class of creditors has against any pefSarhe Commission's proposal

also addressed some of the concerns raised by the £8iittis recommendation was redrafted and became
section 544(c) of the House of Representative's bankruptcy reford? bilowever, without explanation, this
provision was deleted from the lﬁﬁ?and, of course, is not part of the Code. More recently, the National
Bankruptcy Review Commission did not consider the is€e.

A general grant of power to trustees to sue third parties on behalf of creditors may be dé8bableraises

many collateral issues of the type raised by the Court in Caflim contrast, granting all trustees the limited
power to sue to pierce the corporate veil averts virtually all of the collateral concerns. As discussed above,
piercing the corporate veil results in shareholder liability for all of the corporation's Hékthen a decision

is made to pierce the corporate vell, "it is a judgment that the debts of the corporation are the debts of the al
ego,"the corporation's owners. The fiction of the corporation is ignored and the shareholders are
recognized as the true debtors and their property is appropriately subjected to creditors’¢i@mtiateral

issues of the type identified in Caplin do not arise. Disregard of the corporate fiction is for the benefit of all
estate creditor¥”> and hence "a more equitable result occurs” than if each creditor acts on it&%own.
Moreover, concerns about the corporation being in pari delicto with the third party are obviated since the thir
party is the debtor and his liability is co—extensive with the debtaf'Binally, allowing the trustee to act to
pierce the corporate veil in a "single effort eliminates the many wasteful and competitive suits of individual

creditors."’®

Granting all bankruptcy trustees the right to pursue alter ego actions, irrespective of state law characterizatic
of it as the right of the corporation or of the creditdfSrecognizes that, once the corporate fiction is
disregarded, creditors are entitled to have their claims satisfied from the shareholder®&Ehatsight of
creditors is too fundamental to depend on state law conceptualizations about who has the right to pursue an
action to disregard the corporate veil.

B. Clarifying Creditors' Rights to Exercise the Trustee's Powers

Granting creditors the statutory right to assert the trustee's rights and powers in certain circumstances woulc
enhance creditors' recovery rights and deter fraudulent conduct by corporate insiders and debtors in



possession. Moreover, it would generally further bankruptcy policy by insuring that estate assets are recove
and preserveclg_l The Code provides that, "to the extent . . . a transfer is avoided," "the trustee" or debtor in
possessiot®? "may recover, for the benefit of the estate, the property transfelf2d@itte Code gives a

creditors' committee the right to investigate a debtor's financial matters, consult with the debtor in possessio
about the "administration of the estate,” and request the appointment of a trustee under sectibui104,

does not give the committee explicit authority to exercise the rights of a trustee. Therefore, when a trustee o
debtor in possession sues to recover assets under a fraudulent conveyatier e preference provision,

18 any similar recovery action by creditors is clearly pre—emfiteahd stayed®

The Code places upon the trustee a clear, statutory duty to "collect . . . the property of thE®state"

provides that the property recovered through the exercise of voiding powers and assertion of other claims is
property of the estaté®® Courts emphasize that this is equally a duty of a debtor-in—posségsibthis

duty is breached, the courts generally allow the creditors' committee or individual creditors to assert the
voiding power on behalf of the estaféif certain conditions are met. The claim that the creditors want to
assert is colorablé® the debtor-in—possession has unjustifiably refused the creditors' demand to pursue the
claim;ﬁ‘the bankruptcy court determines, "based on a cost-benefit analysis," that the estate would benefit

from the creditors' actiod®® and the court has given the creditors leave to pursue the Haim.

In many cases, a debtor in possession's real reason for refusing to act is obvious: The voiding power or clai
is against the debtors' controlling officers, directors or shareholders. These circumstances strongly suggest
likelihood that the refusal is unjustifief! More generally, if a debtor-in—possession offers no reason for
failure to pursue a colorable claim that a creditor has shown would benefit the estate, the
debtor-in—possession must then come forward with a justifiable reason or the court will allow the creditor to
pursue the claint?® In some cases, although the debtors—in—possession will not pursue actions, they have
agreed with the creditors' committees, subject to court approval, that the committees may pursue the action:
on behalf of the estat&?®

Clear and detailed statutory authorization of creditors' and creditors' committees' rights to act when a trustee
or debtor-in—possession refuses to do so would obviate doubts and litigation about this issue.

CONCLUSION

This article has reviewed most of the diverse remedies for corporate fraud that are available to trustees and
creditors. Fraudulent conveyance law is the primary tool. Its general policy against transfers for unfair
consideration while insolvent is reflected in state corporation statutes' limitations on dividends and stock
redemptions and the more general corporate law prohibition against waste. These remedies generally resull
recoveries for improper transfers of corporate assets. Usually the transferees are liable but corporate directc
can also be held liable for improper distributions to others.

Other equitable theories are available to improve the likelihood of creditor recovery when corporate insiders'
actions towards them have been fraudulent. Corporate liability can be imposed upon corporate insiders
individually if they have failed to respect the separate corporate entity and have dealt with corporate assets
and business as if it were their private property. Alternatively, if insiders continue ownership of the debtor
corporation's business in a new corporate form, the successor corporation can be held liable to the debtor's
creditors. Finally, insiders' claims against a debtor can be subordinated to the claims of other creditors.

Although these rights and remedies are important to protect creditor interest, it would be a mistake to assun
that they, even with other Bankruptcy Code provisions, provide effective deterrence against fraud by insider
when their corporations are threatened with insolvency. As discussed, the Code's use of the discharge
provision to deter objectionable debtor conduct prior to and during bankruptcy is ineffective in the corporate
setting because those provisions are largely irrelevant. Moreover, the recovery theories discussed in this
article provide little discouragement to insider fraud. When successful, the most important of these theories
no more than require that the insiders return the property that has been improperly transferred to them. Hen
without other possible consequences, engaging in the fraudulent conduct might be viewed by some as beint



costless. True, under some theories, insiders face risks of having greater liability imposed upon them. But tt
threat of greater liability is greatly attenuated by at least two factors: First, often the fraudulent conduct will
not be discovered. And, second, even if it is, trustees and creditors might not succeed given difficulties of
proof, uncertainties about the law and facts, and costs of litigation. Consequently, especially in corporate
bankruptcies where bankruptcy law's deterrent provisions are inapposite, bankruptcy and corporation laws
must be complemented by effective criminal law enforcement.
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To Text

® See Henn & Alexander, supra note 45, § 245, at 669, n.18 (stating that retroactive compensation is usuall
without consideration).Back To Text

" See Joshua Slocum, 103 B.R. at 627-28 (noting that value of termination agreement to corporation was
"negligible™) Back To Text

8 See, e.g., Cal. Corp. Code § 166 (Deering 1977) (defining "distribution to shareholders" to include both
dividends and redemption of shares); Model Bus. Corp. Act 8 1.40(6) & cmt. 3 (1984) (same); LibcoCorp. v.
Leigh (In re Reliable Mfg. Corp.), 703 F.2d 996, 1001 (7th Cir. 1983) (calling redemption of shares
"redistributing [corporate] assets to shareholders")Back To Text



"9 See Cal. Corp. Code § 166 (transfer "without consideration” when for "purchase or redemption of its
shares"); Stoumbos v. Kilimnik, 988 F.2d 949, 965 (9th Cir. 1993) (stating that redemption of shares is not
preference since it is not payment of corporate debt). The shares that the corporation receives upon a
redemption have been called "treasury shares." Henn & Alexander, supra note 45, § 337, at 942. The court
Consove v. Cohen (In re Roco Corp.), 701 F.2d 978, 982 (5th Cir. 1983), explains the economic consequen
of a stock redemption:

Under generally accepted accounting principles this treasury stock would be reported on the
balance sheet . . . as a reduction of stockholders' equity, not as an asset. See generally R.
Anthony & J. Reese, Accounting Principles 215 (4th ed. 1979) ("Treasury stock is clearly not
an 'economic resource' of an entity."”) . . . [T]reasury stock is a form of shareholder
distribution from which the corporation receives no assets.

Accord In re Main Street Brewing Co., 210 B.R. 662, 664-65 (Bankr. D. Mass. 1997). The Model Business
Corporation Act eliminated the concept of "treasury shares" in 1980. See Model Bus. Corp. Act § 6.31
cmt.Back To Text

80 see Model Bus. Corp. Act § 6.40 (amended 1987) (providing that distribution rules apply to all kinds of
"distributions"); Cal. Corp. Code 8§ 500 (same); Del. Code Ann. tit. 8, 88 160, 244 (1991 & Supp. 1996)
(providing general prohibition against reduction of capital unless assets sufficient to pay debts); Joshua
Slocum, Ltd., v. Boyle (In re Joshua Slocum Ltd.), 103 B.R. 610, 627-28 (Bankr. E.D. Pa. 1989)
(Pennsylvania law). The Delaware Code's restrictions on redemption do not provide for the preference class
"cushion” that is built into its dividend restriction. Compare Del. Ann. Code tit. 8, § 160(a)(1), with title 8, §
170(a).Back To Text

81 See Cal. Corp. Code §§ 316, 506 (providing that liability provisions apply to "any distribution" that is
improper); Model Bus. Corp. Act 8§ 8.33(a), (b)(2) (same); Del. Ann. Code tit. 8, 8 174(a), (c) (liability
provisions apply to both unlawful dividend and redemption); see also Kummert, supra note 44, at 200. For a
discussion of indemnity of directors for such liability, see Marcia M. McMurray et al., Notes, Special Project:
Director and Officer Liability, 40 Vand. L. Rev. 599, 759-761 (1987); supra notes 42-44 and accompanying
text_Back To Text

82 See Cal. Corp. Code § 166 (providing that redemption of shares is "without consideration"); see also supr
note 79 and accompanying text.Back To Text

8 See, e.g., Roco, 701 F.2d at 982, 983 (finding that redemption of "virtually worthless" stock and
corporation "insolvent"); Joshua Slocum, 103 B.R. at 619-20 (holding that stock in insolvent or nearly
insolvent firm did not benefit firm and that payment for stock recoverable); Hargrave v. Boehmer (In re
F.H.L., Inc.), 91 B.R. 288, 299-302 (Bankr. D. N.J. 1988) (ruling that payments to redeem stock by insolven
corporation were voidable as fraudulent transfers); see also Stoumbos, 988 F.2d at 965 (pointing out that
recovery for redemption by insolvent corporation should be based upon fraudulent transfer, not preferential
transfer, theory).Back To Text

84 See Lunsford v. Haynie, 175 F.2d 603, 606 (5th Cir. 1949) (stating that cancellation of insider's stock for
cash left corporation unreasonably vulnerable to becoming insolvent). Back To Text

8 |f a corporation is insolvent when it redeems stock, the preceding discussion in this section indicates that
payments would be recoverable as fraudulent transfers or violations of state corporation laws.Back To Text

86 Main Street Brewing, 210 B.R. at 665; see also In re Envirodyne Indus., 79 F.3d 579, 582-83 (7th Cir.
1996).Back To Text

87 See, e.g., Robinson v. Wangemann, 75 F.2d 756 (5th Cir. 1935); In re SPM Mfg. Corp., 163 B.R. 411, 41-
(Bankr. D. Mass. 1994) (finding support for subordination in 8 510(c)).Back To Text



88 See infra Part 11-B.Back To Text

89 35eeInre Stern—-Slegman-Prins Co., 86 B.R. 994, 1000 (Bankr. W.D. Mo. 1988); Main Street Brewing,
210 B.R. at 665. The Model Business Corporations Act treats debt that is issued in compliance with its
redemption provisions "at parity with" debt to creditors. See Model Bus. Corp. Act § 6.40(f). Its rationale is,
"General creditors are better off . . . than they would have been if cash . . . had been paid out for the shares
and no worse off than if cash had been paid or distributed and then lent back to the corporation . .. ." Id. cm
8.c.Back To Text

% see Henn & Alexander, supra note 45, § 146, at 349 (discussing that, although shareholders not normally
liable for corporate debts, they may nonetheless be held liable if corporate entity disregarded); id. § 148, at
356 (stating that if one corporation is under control of another, former will be treated as agent and latter as
principal); see also United States v. Bestfoods, 118 S. Ct. 1876, 1885 (1998) (stating that when corporate
form is misused, "corporate veil may be pierced and the shareholder held liable for the corporation's
conduct"); Berlin v. Boedecker, 887 P.2d 1180, 1188 (Mont. 1994) (holding 97% shareholder and corporatio
jointly and severally liable); Econ Marketing, Inc. v. Leisure Am. Resorts, Inc., 664 So.2d 869, 871 (Ala.
1994) (holding shareholder personally liable for corporate debts after corporate veil pierced). Usually, to be
held liable, an insider must himself have acted in a manner that justifies disregard as to him; passive investc
who did not engage in the objectionable conduct are not subject to liability. See William P. Hackney & Trace
G. Benson, Shareholder Liability for Inadequate Capital, 43 U. Pitt. L. Rev. 837, 876-78 (1982).Back To
Text

%1 See Henn & Alexander, supra note 45, § 146, at 345 n.6; Hackney & Benson, supra note 90, at 838—-39
nn.2-3; Robert B. Thompson, Piercing the Corporate Veil: An Empirical Study, 76 Cornell L. Rev. 1036,
1036 (1991) (most litigated topic in corporate law).Back To Text

92 See, e.g., AMFAC Foods, Inc. v. International Sys. & Controls Corp., 654 P.2d 1092, 1096 (Or. 1982)
(observing that there are no "articulated rules with the specificity typical of rules applied in actions at law");
Franklin A. Gevurtz, Piercing Piercing: An Attempt to Lift the Veil of Confusion Surrounding the Doctrine of
Piercing the Corporate Veil, 76 Or. L. Rev. 853, 853 (1997); Dale A. Oesterle, Subcurrents in LLC Statutes:
Limiting the Discretion of State Courts to Restructure the Internal Affairs of Small Business, 66 U. Colo. L.
Rev. 881, 898 (1995) (noting confusion causes lawyers to be "frustrated"); see also Thompson, supra note ¢
at 1036—37 (quoting Cardozo who "described this corner of the law as ‘enveloped in the mists of metaphor™
Back To Text

9 See Henn & Alexander, supra note 45, § 146, at 346 n.10 (noting variations from state to state). Moreovel
some state laws and courts resolve piercing issues more conservatively when the plaintiff is a contract credi
than when the plaintiff is a tort creditor. See Western Horizontal Drilling, Inc. v. Jonnet Energy Corp., 11 F.3
65, 68 (5th Cir. 1994) (noting that under Texas statutory and case law, fewer grounds for piercing corporate
veil are available to contract creditors); Frank H. Easterbrook & Daniel R. Fischel, Limited Liability and the
Corporation, 52 U. Chi. L. Rev. 89, 107-12 (1985) (stating that "[c]ourts are more willing to disregard the
corporate vell in tort than in contract cases"). Back To Text

94 See United States v. Bestfoods, 118 S. Ct. 1876, 1879 n.9 (1998) (context of federal environmental
liability); United States v. Vitek Supply Corp., 151 F.3d 580, 585 (7th Cir. 1998); Note, Piercing the
Corporate Veil: The Alter Ego Doctrine Under Federal Common Law, 95 Harv. L. Rev. 853, 860-61 (1982)
[hereinafter Piercing Veil]. See also Subway Equip. Leasing Corp. v. Sims (In re Sims), 994 F.2d 210, 218
n.11 (5th Cir. 1993) (stating not necessary to determine one of two state standards for piercing or "federal
common law" standard applies since standards comparable given issues in case). Compare, e.g., Gough v.
Titus (In re Christian & Porter Aluminum Co.), 584 F.2d 326, 337 (9th Cir. 1978) (state law controls), with,
e.g., Inre Pittsburgh Rys., 155 F.2d 477, 483 (3d Cir. 1946) (holding federal standard applies).Back To Texi

% See, e.g., Vitek Supply, 151 F.3d at 585 (stating insiders "cannot escape . . . obligations . . . by playing a
shell game with assets"; transfers to owner, lawyers and affiliated companies); Benson v. Richardson, 537



N.W.2d 748, 761 (lowa 1995) (cannot use corporation as conduit for fraudulently transferring assets from or
spouse to another); Berlin v. Boedecker, 887 P.2d 1180, 1189 (Mont. 1994) (owners' transfer of corporate
assets to themselves for no consideration was evidence that owners were alter egos); see also Bestfoods, ]
S. Ct. at 1885 (corporate veil may be pierced to hold shareholder liable for corporation’s acts when corporat
form would otherwise be "misused to accomplish certain wrongful purposes, most notably fraud, on the
shareholder's behalf’).Back To Text

% See, e.g., Carte Blanche (Singapore) Pte., Ltd. v. Diners Club Intl, Inc., 2 F.3d 24, 26 (2d Cir. 1993)
(noting that although New York "reluctant to pierce corporate veils," exceptions include "to prevent fraud");
Easterbrook & Fischel, supra note 93, at 112 (stating fraud or misrepresentation should be required to pierci
when plaintiff is contract creditor). Back To Text

97 See Packer v. TDI Sys., Inc., 959 F. Supp. 192, 201-02 (S.D.N.Y. 1997) (stating "inadequate
capitalization” relevant to piercing determination); State v. McKinney, 508 N.E.2d 1319, 1321 (Ind. Ct. App.
1987) (stating that "the entire initial capitalization of the corporation came from items he transferred to it; ‘a
typewriter, couple of desks, and a copy machine, files, storage cabinets, that's about it.""); Gevurtz, supra nc
92, at 886-87 (stating that proof of inadequate capitalization may prove that defendant's self-dealing was
abusive); Hackney & Benson, supra note 90, at 854-60 (discussing judicial reliance upon inadequate capita
as grounds for imposition of shareholder liability); Thompson, supra note 91, at 1063 tbl.11 (showing that
where undercapitalization was factor, veil was pierced more than 73% of time).Back To Text

% See Geyer v. Ingersoll Publications Co., 621 A.2d 784, 787 (Del. Ch. 1992) (declaring that upon
insolvency directors owe fiduciary duties to creditors); Hackney & Benson, supra note 90, at 850-51
("spoilation, mismanagement and faithless stewardship,” "stripping corporation of assets"); Stephen R.
McDonnell, Comment, Geyer v. Ingersoll Publications Co.: Insolvency Shifts Directors' Burden From
Shareholders to Creditors, 19 Del. J. Corp. L. 177, 191-92 (1994) (stating that corporate insolvency gives
rise to fiduciary duty to creditors). In addition, a minority of courts continue to recognize the "trust fund
doctrine" which holds that corporation's "assets constitute a trust fund for the benefit of its stockholders and
creditors. . . . "™ American Nat'| Bank of Austin v. MortgageAmerica Corp. (In re MortgageAmerica Corp.),
714 F.2d 1266, 1270 (5th Cir. 1983). The doctrine allows creditors to sue for waste of corporate assets. See
at 1270-72.Back To Text

% See Carte Blanche, 2 F.3d at 28 (noting that all of debtor's revenues were put into affiliates' account); K.C
Roofing Ctr. v. On Top Roofing, Inc., 807 S.W.2d 545, 547 (Mo. Ct. App. 1991) (no annual meeting,
insufficient number of directors); Oesterle, supra note 92, at 920, n.86 (noting no case found where corporal
"entity has been disregarded when corporate formalities have been respected"); Hackney & Benson, supra
note 90, at 851 (stating that failure to maintain records or comply with formalities is basis for piercing
corporate veil); Thompson, supra note 91, at 1063 tbl.11.

Failure to follow corporate law formalities might also be an independent basis for holding shareholders liable
See, e.g., Minich v. Gem State Developers, Inc., 591 P.2d 1078,1082 (Idaho 1979) (failure to file articles of
incorporation); Truces Qil Co. v. Keeney, 455 P.2d 954 (Wash. 1969); Mountain States Supply, Inc. v.
Mountain States Feed & Livestock Co., 425 P.2d 75, 77 (Mont. 1967) (failure to file annual report); see also
Henn & Alexander, supra note 45, 88 138-45, at 326—44 (discussing defective incorporation and potential
liability of individuals who attempt to form corporation).Back To Text

100 5ee Oesterle, supra note 92, at 920 n.86 (noting no case found where corporate “"entity has been
disregarded when corporate formalities have been respected”).Back To Text

101 5ee 11 U.S.C. § 547(b)(4)(B) (1994); Hargrave v. Boehmer (In re F.H.L), 91 B.R. 288, 294 (Bankr. D.
N.J. 1988) ("However, the presumption of insolvency [under § 547(f)] applies only during the ninety days
immediately preceding the date of the filing of the petition.").Back To Text



102 5ee Pepper v. Litton, 308 U.S. 295, 303-310 (1939) (discussing claims of insiders); Summit Coffee Co. \
Herby's Foods, Inc. (In re Herby's Foods, Inc.), 2 F.3d 128, 131 (5th Cir. 1993) (stating less egregious condl
needed to subordinate when claimant is insider); Fabricators, Inc. v. Technical Fabricators, Inc. (In re
Fabricators, Inc.), 926 F.2d 1458, 1465-66 (5th Cir. 1991) (stating that claims between debtor and insider
"rigorously scrutinized"; standard of scrutiny higher for insiders); Wilson v. Huffman (In re Missionary
Baptist Found. of Am.), 818 F.2d 1135, 1145-47 n.5 (5th Cir. 1987). See, e.g., In re Lifschultz Fast Freight,
132 F.3d 339, 343-44 (7th Cir. 1997) ("Equitable subordination typically involves closely—held corporations
and their insiders."); Official Comm. of Unsecured Creditors v. Cajun Elec. Power Coop., Inc. (In re Cajun
Elec. Power Coop., Inc.), 119 F.3d 349, 357 (5th Cir. 1997) (same); Kham & Nate's Shoes No. 2, Inc. v. Firs
Bank of Whiting, 908 F.2d 1351, 1356 (7th Cir. 1990) (same).Back To Text

103 5ee Pepper, 308 U.S. at 304-05 (stating that equitable powers of bankruptcy courts invoked "to the end
that fraud will not prevail"); id. at 312 (observing that it is proper to exercise equitable powers and
subordinate secured claim of insider to all creditors' claims when insider's actions taken pursuant to
and fraudulent scheme™); Fabricators, 926 F.2d at 1465 (stating that fraud may be basis for equitable
subordination even as to one who is not insider); Missionary Baptist Found., 818 F.2d at 1142 (stating that
fraud is sufficient ground for equitable subordination). Back To Text
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104 see Hackney & Benson, supra note 90, at.882. Back To Text
105 5ee supra note 90 and accompanying text.Back To Text
106 see infra notes 116—20 and accompanying_text.Back To Text

107 see Pepper, 308 U.S. at 309-10 (when "so—called loans" are subordinated they are "treated in effect as
capital contributions"); Fabricators, 926 F.2d at 1469; see also Hackney & Benson, supra note 90, at 879-8.
Whereas "piercing the corporate veil" in effect converts

an investor into a guarantor, . . . . [tJhe doctrine of equitable subordination, . . . operates on th
assumption that the amount loaned by the shareholder is roughly equal to the amount of the
capital inadequacy, and yields a result which in effect requires the shareholder to make such
amount available for other creditors . . . .

Id. at 888. The quotation refers to piercing the corporate veil and subordination because of
undercapitalization. However, the ultimate effect on insider and creditor alike is the same when fraud or othe
inequitable conduct is found.Back To Text

108 see Lifschultz Fast Freight, 132 F.3d at 344 (“court will strip her of her debt claim and recharacterize it a:
what it truly is — equity").Back To Text

109 5ee, e.g., Fabricators, 926 F.2d at 1469 (declaring that insider loan to undercapitalized corporation is
factor in favor of recasting "loans as contributions to capital”); Hackney & Benson, supra note 90, at 883-90
(discussing undercapitalization as sole factor in piercing and subordination). However, undercapitalization
alone is generally not viewed as a sufficient ground for equitable subordination. See Lifschultz Fast Freight,
132 F.3d at 349 (stating that undercapitalization alone insufficient without other inequitable conduct;
"extraordinary circumstances" possible exception); Herby's Foods, 2 F.3d at 131-33 (stating that
subordination requires undercapitalization plus other inequitable insider actions).Back To Text

19 Most courts are guided by the analysis in Benjamin v. Diamond (In re Mobile Steel Co.), 563 F.2d 692 (5
Cir. 1977). See Lifschultz Fast Freight, 132 F.3d at 344 (characterizing Mobile Steel as "magisterial” and
"most influential”); First Nat'l Bank of Barnesville v. Rafoth (In re Baker & Getty Fin. Servs., Inc.), 974 F.2d
712, 717-18 (6th Cir. 1992). See generally Fabricators, 926 F.2d at 1464-67 (discussing Mohile test).Back
To Text



111 see Lifschultz Fast Freight, 132 F.3d at 344; Cajun Elec. Power Coop., 119 F.3d at 357; EEE Comm.
Corp. v. Holmes (In re ASI Reactivation, Inc.), 934 F.2d 1315, 1321 (4th Cir. 1991) (listing "fraudulent
conduct” in place of more traditional "inequitable conduct”); Mobile Steel, 563 F.2d at 699-700; accord
Stoumbos v. Kilimnik, 988 F.2d 949, 958 (9th Cir. 1993); Andres DeNatale & Prudence B. Abram, The
Doctrine of Equitable Subordination as Applied to Nonmanagement Creditors, 40 Bus. Law. 417, 423 (1985
Courts have equitably subordinated claims without requiring inequitable conduct on the part of the creditor.
See In re Envirodyne Indus. Inc., 79 F.3d 579, 581-584 (7th Cir. 1996); see also supra notes 85-89 and
accompanying text (notes given to shareholders to redeem shares subordinated to creditors' claims). Back -
Text

12 g5ee, e.g., Herby's Foods, 2 F.3d at 131, 134 (stating inequitable conduct includes “fraud, illegality, breac
of fiduciary duties"; insiders' secured claims relegated to equity where debtor undercapitalized and insiders'
"deceptive practices" concealed debtor's financial condition); ASI Reactivation, 934 F.2d at 1321 (denying
subordination because insider's conduct not shown to be "fraudulent”).Back To Text

113 cajun Elec. Power Coop., 119 F.3d at 357; United States Abatement Corp. v. Mobil Exploration &
Producing U.S., Inc. (In re United States Abatement Corp.), 39 F.3d 556, 561 (5th Cir. 1994). The other two
causes are when fiduciaries misuse position to the disadvantage of creditors and when parties control debtc
to the prejudice of creditors. Id.

Although the inequitable conduct often relates to the claim asserted by the insider, it need not do so. See
Herby's Foods, 2 F.3d at 131 (stating inequitable conduct by claimant may be sufficient to warrant
subordination whether or not misconduct related to acquisition or assertion of claim); Mobile Steel, 563 F.2d
at 700-01 (stating improper acts unconnected with acquisition or assertion of particular claim frequently
formed at least part of basis for subordination); Bostian v. Schapiro (In re Kansas City Journal-Post Co.), 1¢
F.2d 791, 803-04 (8th Cir. 1944). Thus an insider who was involved in the debtor's fraudulent transfer — as
an officer or transferee — might nonetheless have an unrelated claim subordinated for such fraudulent
conduct. Back To Text

114 5ee 11 U.S.C. § 548 (1994).Back To Text
15 seeid. § 523(a)(2), (4); § 727(a)(2), (3),(5).Back To Text

118 see Pepper v. Litton, 308 U.S. 295, 309-10 (1939) (explaining that effect of subordination is
transformation of insider's debt to capital contribution); Lifschultz Fast Freight, 132 F.3d at 344 (stating that
creditor loses debt claim and debt treated like equity); Fabricators, 926 F.2d at 1469_(same). Back To Text

117 see Wilson v. Huffman (In re Missionary Baptist Found. of Am.), 818 F.2d 1135, 1147-48 (5th Cir.
1987) (discussing creditor's attempt to quantify precisely amount of harm); Mobile Steel, 563 F.2d at 701
(noting subordination should only be to extent necessary to offset harm). But see Clark, supra note 31, at
518-25 (stating that partial subordination is uncommaon).Back To Text

118 5ee Stoumbos v. Kilimnik, 988 F.2d 949, 960-61 (9th Cir. 1993) (stating claim subordinated only to
claims of creditors disadvantaged by inequitable conduct).Back To Text

119 5ee DeNatale & Abram, supra note 111, at 427 (stating where injury difficult to quantify, court may
subordinate entire claim).Back To Text

120 compare Pepper, 308 U.S. at 311-13 (holding judgment lien for dubious salary claims subordinated to a
creditors' claims) and Summit Coffee Co. v. Herby's Foods, Inc. (In re Herby's Foods, Inc.), 2 F.3d 128, 131
134 (5th Cir. 1993) (holding that, because security interests given to insiders while debtor was
undercapitalized and loan records irregular, appropriate to subordinate to all creditors' claims) with
Fabricators, 926 F.2d at 1470 (considering both that creditor unfairly obtained security for loan and that som
aspects of creditor's conduct also "positive," therefore proper to subordinate secured claim to status of



unsecured claim). Back To Text

121 This discussion assumes that the transfers occur prior to bankruptcy. Different policy issues arise when
creditors attempt to impose successor liability on an entity that purchases a debtor's assets at a bankruptcy
sale. See Chicago Truck Drivers, Helpers & Warehouse Workers Union (Independent) Pension Fund v.
Tasemkin, Inc., 59 F.3d 48, 50 (7th Cir. 1995) (stating fear that successor liability would "chill" sales in
bankruptcy and harm debtors' creditors); Hon. William T. Bodoh & Michelle M. Morgan, Inequality Among
Creditors: The Unconstitutional Use of Successor Liability to Create a New Class of Priority Claimants, 4
Am. Bankr. Inst. L. Rev. 325 (1996); Michael H. Reed, Successor Liability and Bankruptcy Sales, 51 Bus.
Law. 653 (1996).Back To Text

122 5ee Stoumbos, 988 F.2d at 963-64 (holding that transfer of old corporation's good will to new corporatiol
was fraudulent); 15 Stephen M. Flanagan et al., Fletcher Cyclopedia of the Law of Private Corporations, 8
7122, at 232 (1990); § 7125, at 297 (discussing fraudulent transfer of assets from old corporation to
successor); supra notes 29-30. Back To Text

123 chicago Truck Drivers, 59 F.3d at 49.Back To Text

124 see Howard Johnson Co. v. Detroit Local Joint Executive Bd., 417 U.S. 249, 256 (1974) (referring to "the
difficulty of the successorship question" and "absence of congressional guidance as to its resolution™);
Atchison, Topeka & Santa Fe Ry. v. Brown & Bryant, Inc., 1997 WL 1047644, at *7 n.5 (9th Cir. Dec. 30,
1997) (noting "conflicts and uncertainties" in federal decisions in attempts to fashion a federal law of
successor liability); Steinbach v. Hubbard, 51 F.3d 843, 846 (9th Cir. 1995) (noting differences in approache
to resolving successor liability issues); Nathan F. Coco, Note, An Examination of Successor Liability in the
Post-Bankruptcy Context, 22 J. Corp. L. 345, 347 (1997) (no "common framework with which to analyze"
successor liability issues); see also 15 Flanagan et al., supra note 122, 8 7122, at 231-32 (citations omitted
("Before a decision can be made as to liability, the many facts and policy factors must be weighed in the
balance, and the policy protecting corporate creditors must be weighed against the equally important policy
respecting separate corporate entities.").Back To Text

125 5ee Chicago Truck Drivers, 59 F.3d at 49 (observing that when “federal rights" or "federal policies"
involved, federal common law of successor liability is "broader still" than state law); Steinbach, 51 F.3d at
845 (listing various federal employment law policies); City Management Corp. v. U.S. Chemical Co., 43 F.3c
244, 251-52 (6th Cir. 1994) (discussing Michigan product liability law and federal environmental law); 15
Flanagan et al., supra note 122, § 7122.40, at 259 (collective bargaining agreements), id. 8§ 7123, at 262
(torts); id. 8 7122, at 233 & supp. at 43. Doubt exists about when a recently fashioned federal law of succes:
liability should apply. See Atchison, 1997 WL 1047644, at *3 (concluding that recent Supreme Court
decisions indicate that state law is appropriately applied under CERCLA).Back To Text

126 The other grounds are that "(1) . . . the purchasing corporation expressly or impliedly agrees to assume t
selling corporation's liabilities; (2) . . . the transaction amounts to a consolidation or merger of the two
corporations; [and] (3) . . . the purchasing corporation is a mere continuation of the selling corporation . . . ."
City Management, 43 F.3d at 251; Atchison, 1997 WL 1047644, at *2; accord Chicago Truck Drivers, 59
F.3d at 49; Nachazel v. Mira Co., 466 N.W.2d 248, 254 (lowa 1991); 15 Flanagan et al., supra note 122, §
7122, at 232; Coco, supra note 124, at 347-48 (discussing four grounds in which asset purchasing corporat
may be liable for claims against its predecessor). Back To Text

127 city Management, 43 F.3d at 251. See Raytech Corp. v. White, 54 F.3d 187, 192 n.6 (3d Cir. 1994)
(stating general rule of successor liability that purchasing corporation does not assume debts and liability of
selling corporation except in situation where four grounds for liability apply, including fraudulent purpose for
evading liability); Stoumbos, 988 F.2d at 961 (concluding that bankruptcy court should have considered
successor liability in situation where purchase of corporation involved theory of fraud); Nachazel, 466
N.W.2d at 254 (concluding successor corporation did not meet the four independent requirements necessar
impose personal liability); 15 Flanagan et al., supra note 122, § 7122, at 231 (listing four exceptions to rule



that transferee corporation not liable for transferor's debts); see also Ed Peters Jewelry Co. v. C&J Jewelry
Co., 124 F.3d 252, 266 (1st Cir. 1997) (determining fraud requirement involves transfer of assets with
fraudulent intent).Back To Text

128 Raytech, 54 F.3d at 192.Back To Text

129 5ee id. at 192-93 (discussing imposition of liability when debtor had significant liabilities and transferred
only profit—generating assets to successor); Eagle Pac. Ins. Co. v. Christensen Motor Yacht Corp., 959 P.2c
1052 (Wash. 1998) (holding successor liable where transfer of assets and business operations stripped
transferor of source of income).Back To Text

130 5ee Chicago Truck Drivers, 59 F.3d at 51 (stating that sale of debtor's assets had effect of “frustrating
unsecured creditors while resurrecting virtually the identical enterprise"); Raytech, 54 F.3d at 193
("transferring assets for the purpose . . . of escaping liability" is a fraudulent purpose); Schmoll v. Acands,
Inc., 703 F. Supp. 868, 873 (D. Or. 1988) (stating that tort claimants "left with little"); Eagle Pac. Ins., 959
P.2d at 1060 (finding assets were transferred "to avoid the reach of creditors"); see also Nachazel, 466
N.W.2d at 254-55 (finding case not appropriate for imposition of successor liability, but equitable lien
imposed upon assets transferred "without making adequate provision for the payment of . . . unsecured
debts").Back To Text

131 see Stoumbos, 988 F.2d at 962, 963 (noting need to value good will, including employee base, customel
relations, other intangible assets); Budd Tire Corp. v. Pierce Tire Co., 370 S.E.2d 267, 270 (N.C. 1988)
(affirming finding that successor paid inadequate consideration for assets, including good will, of transferor);
15 Flanagan et al., supra note 122, 8 7122, at 232 (observing that, if goodwill is transferred without adequat
consideration, creditors have claim against successor for its value). In Schmoll v. Acands, Inc., 703 F. Supp
868, a debtor's profitable businesses were transferred to a new corporation for cash, stock and notes. The c
did not compare the value of the assets transferred with this consideration. The court nonetheless imposed
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