GEYER v. INGERSOLL PUBLICATIONS CO.: INSOLVENCY
SHIFTS DIRECTORS' BURDEN FROM SHAREHOLDERS
TO CREDITORS
I.

INTRODUCTION

As a result of the continued increase in the number of corporations facing bankruptcy,' Geer v. Ingersoll Publications Co. 2 may have
a profound impact on the standard of corporate governance in Delaware, America's leading corporate state. In Gejer, the Delaware
Court of Chancery held that directors of a corporation owe a fiduciary
duty to the corporation's creditors upon "insolvency in fact" or at
4
3
the moment its liabilities exceed the fair market value of its assets.

Ambiguities created by the language applied by the court of chancery
in Credit Lyonnaise Bank Nederland, N V. v. Pathe Communications Corp.5

1. Lewis U. Davis, Jr. et al., Corporate Reorganization in the 1990's: Guiding
Directorsof Troubled Corporations Through Uncertain Territory, 47 Bus. LAw. 1, 1 (1991).
In 1989 the filings of Chapter 11 business reorganizations rose five percent
to 16,303. In 1990, the number of Chapter 11 business reorganizations
was 18,282, an increase of approximately 12% over 1989. In addition,
the size of the bankruptcies is also increasing. The total asset size of
bankruptcies of publicly-held companies has increased since 1985 as follows
($ in billions): 1985-S5; 1986-$12; 1987-$40; 1988-S43; 1989-$72;
1990-$83; through June 1991-S52.
Davis, supra, at 1 n.1 (citations omitted).
2. 621 A.2d 784 (Del. Ch. 1992). This decision by Vice- Chancellor Chandler
of the Delaware Court of Chancery considers the defendant Ralph Ingersoll's motion
to dismiss for failure to state a claim upon which relief may be granted and for
lack of personal jurisdiction. Id. at 784.
3. "Fair market value" is defined as the reasonable cash price for which
the property may be sold on the market. BLAcK's LAw DICrIONARY 597 (6th ed.

1990).

4. Ge'er, 621 A.2d at 787, 789.
5. No. 12,150, 1991 WL 277613 (Del. Oh. Dec. 30, 1991), reprinted in 17

DEL. J. CORP. L. 1099 (1992). In Credit Lyonnaise, Chancellor Allen addressed the
duties of directors toward creditors and stated that "[a]t least where a corporation
is operating in the vicinity of insolvency, a board of directors is not merely the
agent of the residue risk bearers, but owes its duty to the corporate enterprise."
Id. at *34, reprintedin 17 DEL. J. CORP. L. at 1155. In addition, in a now infamous
footnote, Chancellor Allen provided an illustration of what he cor~idered to be a
situation where a director may be held liable to creditors for failing to adequately
consider their interests. Id. at *36 n.55, reprinted in 17 DEL. J. CORP. L. at 115556 n.55. The illustration implied that where a corporation's only asset was a favorable
judgment against a third party (which is being appealed), the corporation's directors
may be held liable for failing to settle the lawsuit for an amount greater or equal
to the corporation's liabilities in the event the judgment is overturned. Id.
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left nervous directors of financially troubled Delaware corporations
anxioutsly awaiting the Geyer decision. 6 In Credit Lyonnaise, the court
of chancery implied that a director of a corporation which was in
the "vicinity of insolvency" may owe a duty to the corporation's
creditors. 7 This implication was ambiguous as to when a director's
duty to creditors arises and was also ambiguous as to the standard
by which a director's decisions are to be reviewed. The court in
Geyer attempted to clarify these ambiguities.
Ingersoll Publishing Company evolved out of a partnership be-

tween the plaintiff, Thomas P. Geyer, and the defendant, Ralph
Ingersoll, II.8 Mr. Ingersoll was the controlling stockholder, presi-

dent, and chairman of the new corporation; Mr. Geyer was an
employee and the only other shareholder. 9 In the fall of 1988, Ingersoll
Publishing used a $2 million note to repurchase Mr. Geyer's shares
of stock.' 0 Ingersoll Publishing defaulted on the note in June of
1991.11 Mr. Geyer alleged that the default was the result of Mr.
Ingersoll's fraudulent conveyance of the company's major assets to

2
a third party in return for personal benefits.'
In determining whether it had jurisdiction over the defendant
as the director of a Delaware corporation,' 3 the court of chancery

6. Barbara Franklin, Directors' Duties; Insolvency Shifts Burden From Shareholder
to Creditor, 208 N.Y. L.J. 5, 5 (1992).
7. Credit Lyonnaise, No. 12,150, 1991 WL 277613, at *34, reprintedin 17 DEL.
J. CORP. L. at 1155 (emphasis added).
8. Geyer, 621 A.2d at 786.
9. Id.
10. Id.
11. Id.
12. Geyer, 621 A.2d at 786.
13. Id. at 786. The defendant was served with process in accordance with
§ 3114(a) of the Delaware Code. Id.
Section 3114(a) provides for service of process on nonresident directors, trustees,
or members of the governing body of a Delaware corporation. Id. at 786-87. The
statute states in pertinent part:
(a) Every nonresident of this State who after September 1, 1977, accepts
election or appointment as a director, trustee or member of the governing
body of a corporation organized under the laws of this State or who after
June 30, 1978, serves in such capacity and every resident of this State
who so accepts election or appointment or serves in such capacity and
thereafter removes his residence from this State shall, by such acceptance
or by such service, be deemed thereby to have consented to the appointment
of the registered agent of such corporation (or, if there is none, the Secretary
of State) as his agent upon whom service of process may be made in all
civil actions or proceedings brought in this State, by or on behalf of, or
against such corporation, in which such director, trustee or member is a
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held that upon "insolvency in fact" a director owes a fiduciary'4
duty to the corporation's creditors."5 The court rejected the defendant's assertion that statutory proceedings were necessary to invoke
the insolvency exception, which would cause a director's fiduciary
duty to "shift" from the corporation's shareholders to its creditors.' 6
The court of chancery based its decision upon Delaware case
law and also upon its interpretation of the ordinary meaning of the
word insolvency.1 7 The court particularly noted Bovay v. H.M. Byllesby

necessary or proper party, or in any action or proceeding against such
director, trustee or member for violation of his duty in such capacity,
whether or not he continues to serve as such director, trustee or member
at the time suit is commenced. Such acceptance or service as such director,
trustee or member shall be a signification of the consent of such director,
trustee or member that any process when so served shall be of the same
legal force and validity as if served upon such director, trustee or member
within this State and such appointment of the registered agent (or, if there
is none, the Secretary of State) shall be irrevocable.
DEL. CODE ANN. tit. 10, § 3114(a) (Gum. Supp. 1992).
14. A fiduciary is "[a] person having [a] duty, created by his undertaking,
to act primarily for another's benefit in matters connected wilh such undertaking."
BLACK'S LAW DICTIONARY 625 (6th ed. 1990).
15. Geyer, 621 A.2d at 787. A prerequisite for obtaining service of process
under § 3114(a) is a breach of an existing fiduciary duty. Id. Se Pcstolite Inc. v.

Cordura Corp., 449 A.2d 263, 266- 67 (Del. Super. Ct. 1982) (finding jurisdiction

lacking where claims involved breach of contract and tort relating to affairs of a
corporation, but not stemming from breaches of a fiduciary duty); Armstrong v.

Pomerance, 423 A.2d 174, 176-77 n.5 (Del. Super. Ct. 1980) (holding § 3114 to
be constitutional as applied by the Delaware courts only when "directors, trustees,
or members of the governing body of a Delaware corporation are necessary and
proper parties or where the cause of action is grounded on such individuals' breach
of the fiduciary duties owed to the corporation and its owners"). See also PrudentialBache Sec. Inc. v. Franz Mfg. Co., 531 A.2d 953, 954 n.2 (Del. Super. Ct. 1987)
(determining that in personam jurisdiction over a director did not exist because
creditor's cause of action could not be characterized as an action for breach of
fiduciary duty).
Delaware law recognizes that
[i]f the statute permits in personam jurisdiction over a director, it must
be because a qualitative rather than a quantitative analysis shows such a
relationship between the defendant, the forum, and the litigation.., that
the exercise of such jurisdiction does not offend traditional notions of fair
play and substantial justice.
Pestolite, 449 A.2d at 265 (quoting Shaffer v. Heitner, 433 U.S. 186, 204 (1977)).
16. G er, 621 A.2d at 788-90.
17. Id. at 787-89. The court stated that the ordinary meaning of insolvency
occurs when an entity "is unable to pay its debts as they fall due to the usual

course of business." Id. at 789 (citing WEBsTER's NirNrH NEw
TIONARY

626 (1988)).

CoLLEciATE
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& Co.,18 in which the Supreme Court of Delaware stated, "'[T]he

fact which creates the trust [for the benefit of creditors] is the
insolvency, and when that fact is established, the trust arises, and
the legality of the acts thereafter performed will be decided by very
different principles than in the case of solvency."" ' 9 Vice-Chancellor
Chandler interpreted this language as switching a director's fiduciary
obligation, imposed for the benefit of the corporation's stockholders
during solvency, to the corporation's creditors at the moment the
2
corporation becomes insolvent .0
While the shifting of duties is not a new concept, Geyer appears
to be the first modern Delaware decision to specify when the shift
occurs. 2' This comment will discuss the evolution, development, and

application of the insolvency exception. Specifically, this comment
addresses the effect of the Geyer decision on a director's business
decisions which are made during insolvency, but prior to the declaration of bankruptcy, and also the decision's effect upon future
litigation involving creditors' rights.
The ambiguities created by the court of chancery may have a
negative impact upon Delaware's position as America's leading state
of incorporation. 22 Directors of Delaware corporations, fearing the
imposition of personal liability, may be hesitant to accept or remain
in their positions. This negative impact may only be avoided if
Delaware follows other jurisdictions and continues to apply the business judgment rule for informed business decisions made in good
faith after the corporation has been deemed insolvent.
II.
A.

BACKGROUND

Duties of Directors of Solvent Corporations

A basic principle of corporate governance is that a solvent
corporation's board of directors has the ultimate responsibility of
18. 38 A.2d 808 (Del. 1944). In Bovay, corporate officers perpetrated fraud
by transferring funds of the corporation for their personal benefit, rendering the
corporation insolvent from its inception. Id. See Gregory Varallo & Jesse A. Finkelstein, Fiduciary Obligations of Directors of the Financially Troubled Company, 48 Bus.
LAw. 239, 250-51 (1992) (discussing Bovay and the principles upon which the
Supreme Court of Delaware based its decision).
19. Geyer, 621 A.2d at 787 (quoting Bovay, 38 A.2d at 813).
20. Id. at 788.
21. Franklin, supra note 6, at 5.
22. As of December 28, 1987, Delaware was the home of approximately
179,000, companies, including 56% of the Fortune 500 companies and 45% of the
companies which appeared on the New York Stock Exchange. Delaware Eyes Takeover
Laws, CH!. TRIB., Dec. 28, 1987, at 7.
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managing the business and affairs of the corporation. 2s In discharging
this duty, the board owes fiduciary duties of care and loyalty to the

corporate shareholders. 24 The duty of care requires the directors to
inform themselves of all material information before making a business decision. 25 After reviewing all of the relevant information, the
directors must act with "requisite care in the discharge of their
duties." 26 The duty of care is imposed to "ensure that the board
in fact fulfills its function of monitoring management, or at least to
provide legal redress in the event that it fails to do so." 2' Thus, a

director may not claim ignorance where information which affects
his decision is readily available.
The duty of loyalty requires that a director not stand on both
sides of the transaction or have any financial interest in the transaction
other than the "benefit which devolves upon the corporation or all
stockholders generally. "28 If a majority of the directors are tainted
with self-interest, they may delegate their authority to a committee

23. Aronson v. Lewis, 473 A.2d 805, 811 (Del. 1984). InAronson, the Supreme
Court of Delaware addressed the issue of whether a board of directors or committee
of independent disinterested directors could properly secure the dismissal of a
stockholder's derivative action. Id. at 811-15. In setting forth its interpretation of
the Delaware business judgment rule the court noted the following language of 5
141(a) of the Delaware Code: "The business and affairs of a corporation organized
under this chapter shall be managed by or under the direction of a board of directors
except as may be otherwise provided in this chapter or in its certificate of incorporation." Id. at 811 (quoting Da.. CODE ANN. tit. 8, 9 141(a) (1983)).
24. See id. at 811 (noting that in discharging their function the directors owe
certain "fiduciary" obligations to the corporation and its shareholders). &e also
Smith v. Van Gorkom, 488 A.2d 858, 872-73 (Del. 1985) (holding that fiduciary
duties apply with equal force when a board approves a corporate merger).
25. Aronson, 473 A.2d at 812. See Lawrence E. Mitchell, The Fairness Rights
of CorporateBondholders, 65 N.Y.U. L. REV. 1165, 1172 & n.19 (1990) (discussing
a director's duty of care in monitoring corporate management).
Many state corporation statutes provide a formulation of the directors'
duty of care similar to that of Rev. Model Business Corp. Act 5 8.30
(1984), which provides that: "[a] director shall discharge his duties as a
director . .. (1) in good faith; (2) with the care an ordinarily prudent
person in a like position would exercise under similar circumstances; and
(3) in a manner he reasonably believes to be in the best interests of the
corporation."
Id. at 1172 n.19 (quoting REV. MODEL BusiNEss CORP. AcT 5 8.30 (1984)).
26. Aronson, 473 A.2d at 812.
27. Mitchell, supra note 25, at 1172.
28. Aronson, 473 A.2d at 812. The independence of a director is directly
related to disinterestedness. Id. A director must not be subject to influence from
outside sources such as a majority shareholder or corporate officer. Id. at 816.
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of independent disinterested directors to determine the issue.2 9 The
duty of loyalty, which evolved from fiduciary principles, is imposed
to prevent any improper use of position by directors for personal
30
benefit.
In determining whether the directors of a solvent corporation
have breached their fiduciary duties, Delaware courts apply the
business judgment rule.3 1 This rule creates a presumption that, absent
an abuse of discretion, any action taken by the director of a corporation was made "on an informed basis, in good faith and in the
honest belief that the action taken was in the best interests of the
company. "32 This presumption includes conscious decisions to refrain
from acting. However, the rule will not apply if the directors stood
on both sides of the transaction, had a personal financial interest in
the transaction, lacked independence, did not inform themselves of
all information that was reasonably available, or failed to exercise
33
the requisite level of care.

29. Id. at 813. See also Weinberger v. UOP, Inc., 457 A.2d 701, 710 (Del.
1983) (holding that when directors stand "on both sides of a transaction, they are
required to demonstrate their utmost good faith' and the most scrupulous inherent
fairness of the bargain").
See generally Alison G. Anderson, Conflicts of Interest: Efficiency, Fairnessand Corporate
Structure, 25 UCLA L. REv. 738, 776-91 (1978) (discussing legal controls or conflicts
of interest between shareholders and corporate management); Harold Marsh, Jr.,
Are Directors Trustees?: Conflict of Interest and CorporateMorality, 22 Bus. LAW. 35, 7376 (1966) (suggesting a fairness standard for evaluating actions of corporate directors
where there is a conflict of interest).
30. Mitchell, supra note 25, at 1172.
31. See Aronson, 473 A.2d at 812-13.
32. Id. at 812 (citing Kaplan v. Centex Corp., 284 A.2d 119, 124 (Del. Ch.
1971)). Legal redress for the breach of a director's fiduciary duties is usually in
the form of a stockholder derivative action which is two-fold in nature: it is the
equivalent of a "suit by the shareholders to compel the corporation to sue"; and
it is a suit by the corporation, asserted by the shareholders on [the corporation's]
behalf against those liable to it. Id. at 811. Under Delaware law, a shareholder
must make a "demand" on the board of directors that the action desired be taken
by the directors on behalf of the corporation. Id. at 811-12. The board's decision
to refuse demand is subject to the traditional business judgment rule standard. Id.
at 812. See generally Donald E. Pease, Aronson v. Lewis: When Demand is Excused
and Delaware's Business Judgment Rule, 9 DEL. J. CORP. L. 39 (1984) (discussing
demand requirements under Delaware law).
33. Aronson, 473 A.2d at 812. Delaware applies the standard of gross negligence
in determining the validity of a director's decision which falls under the protection
of the business judgment rule. Id. See also Van Gorkom, 488 A.2d at 874 (holding
that a board of directors was grossly negligent in approving a merger where the
facts indicated that the board's decision was made in a hurried manner, without
reading all of the reports or considering alternatives).
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Generally, the fiduciary duty of loyalty and the duty of care do
not extend to a corporation's creditors. This is based upon the fact
that creditors do not have an existing property right or an equitable
interest which supports these duties when a corporation is solvent.4
The basic relationship between a corporation and its creditors is
contractual in nature.3 5 Consequently, the rights of the parties are
determined by principles of contract law, not by the. broad concept

of fiduciary obligations.3 6 Modern contract law has recognized that
an implied covenant of good faith and fair dealing is inherent in all
contracts.3 7 This implication, however, does not rise to the level of
a fiduciary duty. 38 The purpose of the covenant is to ensure that
the "reasonable expectations" of the parties are met and that neither
party deprives the other of the "fruits of the agreement." 3 The

34. Simons v. Cogan, 549 A.2d 300, 304 (Del. 1988). In determining that
directors of a solvent corporation owed no fiduciary duty to holders of convertible
debentures, the Supreme Court of Delaware noted that "[b]cfore a fiduciary duty
arises, an existing property right or equitable interest supporting such a duty must
exist." Id. In Association of Haystack Property Owners, Inc. v. Sprague, the court stated,
"It is true . . . that while corporate directors do owe fiduciary duties, the duties
are not owed to the world at large." Association of Haystack Property Owners,
Inc. v. Sprague, 494 A.2d 122, 125 (Vt. 1985).
35. Harff v. Kerkorian, 324 A.2d 215, 222 (Del. Ch. 1974). In Harf/, the
court noted, "[U]nIess there are special circumstances which affect the rights of
the debenture holders as creditors of the corporation, e.g., fraud, insolvency, or a
violation of a statute, the rights of the debenture holders are confined to the terms
of the Indenture Agreement .... " Id. See also Katz v. Oak Indus. Inc., 508 A.2d
873, 879 (Del. Ch. 1986) (holding that bondholders' rights are governed by the
terms of the contract). In Katz, bondholders sought an injunction to prevent the
consummation of an exchange offer and consent solicitation made by the corporation
to holders of its long term debt. Id. at 873. In refusing to grant the injunction,
the court noted that the directors generally owed no fiduciary duties to debt holders
and the exchange offer did not violate any express contractual provisions. Id. at
879 n.7 & 881.
36. Katz, 508 A.2d at 879.

37. Id. at 880. See

RESTATEMENT (SECOND) OF CONTRACT LAW

§ 205 (1981)

(imposing "upon each party [to a contract] a duty of good faith and fair dealing
in [the contract's] performance and ... enforcement").
38. See Guth v. Loft, 5 A.2d 504, 510 (Del. 1939). The Supreme Court of
Delaware has described a director's fiduciary duty toward a corporation's shareholders as a duty
not only affirmatively to protect the interests of the corporation committed
to his charge, but also to refrain from doing anything that would work
injury to the corporation, or to deprive it of profit or advantage which
his skill and ability might properly bring to it, or to enable it to make
in the reasonable and lawful exercise of its powers.
Id.
39. Metropolitan Life Ins. Co. v. RJR Nabisco, Inc., 716 F. Supp. 1504,
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covenant may only aid in the interpretation of the contract and will
never impose an obligation inconsistent with its terms.4 0 The "implied
covenant of good faith is breached only when one party seeks to
' 41
prevent the contract's performance or to withhold its benefits."
Where a party's contractual rights have not been violated, there can
be no breach of an implied covenant.4 2 While the duties owed by a
director to a solvent corporation's creditors are clear, the duties owed
to creditors upon insolvency are ambiguous.
B.

Duties of Directors of Insolvent Corporations

A corporation is considered insolvent when either the fair market
value of its assets is less than its total liabilities, 43 when it is unable
to meet its obligations as they become due, 44 or when the company
has instituted statutory bankruptcy proceedings. 45 Upon insolvency,
1517 (S.D.N.Y. 1989). See, e.g., Greenwich Village Assocs. v. Salle, 493 N.Y.S.2d
461, 464 (N.Y. App. Div. 1985).
40. Metropolitan Life Ins. Co., 716 F. Supp. at 1517 (citing Sabetay v. Sterling
Drug, Inc., 506 N.E.2d 919, 922 (N.Y. 1987)).
41. Id. See Collard v. Incorporated Village of Flower Hill, 427 N.Y.S.2d 301,
302 (N.Y. App. Div. 1980).
42. Broad v. Rockwell Int'l Corp., 642 F.2d 929, 957-58 (5th Cir.) (en banc),
cert. denied, 454 U.S. 965 (1981).
43. Geyer, 621 A.2d at 789.
44. Under § 1302 of the Delaware Code, a "person is insolvent when the
present fair salable value of his assets is less than the amount that will be required
to pay his probable liability on his existing debts as they become absolute and
matured." DEL. CODE ANN. tit. 6, § 1302 (1975).
45. Congress has defined "insolvency in § 101(32) of the United States Code.
Section 101(32) states, in pertinent part:
"insolvent" means:
(A) with reference to an entity other than a partnership and a municipality,
financial condition such that the sum of such entity's debts is greater than
all of such entity's property, at a fair valuation, exclusive of(i) property transferred, concealed, or removed with intent to hinder,
delay, or defraud such entity's creditors; and
(ii) property that may be exempted from property of the estate under
section 522 of this title [11 U.S.C. § 522];
(B) with reference to a partnership, financial condition such that the sum
of such partnership's debts is greater than the aggregate of, at a fair
valuation(i) all of such partnership's property, exclusive of property of the kind
specified in subparagraph (A)(i) of this paragraph; and
(ii) the sum of the excess of the value of each general partner's
nonpartnership property, exclusive of property of the kind specified in
subparagraph (A) of this paragraph, over such partner's nonpartnership
debts ....

11 U.S.C. § 101(32) (1988).
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the "duties" of the directors of the financially troubled corporation
shift from the stockholders to the creditors. 46 The rationale for the
shift upon insolvency is that creditors become the equitable owners
of the corporation because they are the only parties with an interest
in the corporation's assets. 47 Therefore, the officers and directors of
the corporation which becomes insolvent or in a failing condition no
longer represent stockholders, but due to the insolvency become
trustees, 4 or quasi- trustees, of the corporation's assets for the benefit
of its creditors. 49 The directors are then charged with the fiduciary
duty of assuring that creditors of the corporation are either paid in
full or pro-rata from the remaining assets.S0 Consequently, directors
cannot give preference to themselves or particular creditors by transfer
of corporate property or cash payments. 5'
Notwithstanding the almost universal recognition. of a director's
heightened or shifting duty upon insolvency, 52 case law provides little

46. See Clarkson Co. Ltd. v. Shaheen, 660 F.2d 506, 512 (2d Cir. 1981)

(quoting New York Credit Men's Adjustment Bureau Inc. v. Weiss, 110 N.E.2d
397, 398 (N.Y. 1953)) (noting that "[i]f the corporation was insolvent at that time
it is clear that the defendants, as officers and directors thereof, were to be considered
as though trustees of the property for the corporate- beneficiaries"); Davis v. Woolf,
147 F.2d 629, 633 (4th Cir. 1945). "The law by the great weight of authority
seems to be settled that when a corporation becomes insolvent, or in a failing
condition, the officers and directors no longer represent the stockholder, but by the
fact of insolvency, become trustees for the creditors. . . ." Davis, 147 F.2d at 633
(quoting Arnold v. Knapp, 84 S.E. 895, 899 (W. Va. 1915)).
47. Steven R. Gross et al., Shifting Duties: Directors Face Risks in Workout,
NAT'L L.J., Apr. 15, 1991, at 19 (citation omitted).

48. Federal Deposit Ins. Corp. v. Sea Pines Co., 692 F.2d 973, 977 (4th
Cir. 1982) (quoting Davis, 147 F.2d at 633). "The general standard of conduct for

trustees is 'to exercise such care and skill as a man of ordinary prudence would
exercise in dealing with his own property."' Margaret A. Brown et al., Fiducaiy
Duties of Directors of Financially Troubled Corporations, in FORMULATING REORGANIZATIO
PLANS: STRATEGIES FOR SUCCESS 137, 146 (PLI Com. Law & Prac. Course Handbook
Series No. 611, 1991) (quoting AusTi W. Scorr, THE LAw OF TRUSTS $174 (3d
ed. 1967)).
49. Brown et al., supra note 48, at 146. Se Gross et al., supra note 47, at
16. See generally New York Credit Men's Adjustment Bureau, 110 N.E.2d at 398 (holding
that upon insolvency, directors are to be considered trustees for the benefit of the
corporation's creditors).

50. In re Mortgage Am. Corp., 714 F.2d 1266, 1271 (5th Cir. 1983) (quoting

Waggoner v. Herring-Showers Lumber Co., 40 S.W.2d 1, 5 (Tex. 1931)).
51. Davis, 147 F.2d at 633 (quoting Arnold, 84 S.E. at 899). Cf. Pepper v.
Litton, 308 U.S. 295 (1939) (holding that directors may not prefer their salary
claims over the claims of outside creditors).
52. Federal Deposit Ins. Co. v. Sea Pines Co., 692 A.2d 973, 977 (4th Cir.
1982) (quoting Davis, 147 F.2d at 633).
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guidance about the extent of this duty or when it arises.5 3 In order
to fully understand the impact of Geyer, and its bearing on Delaware
law, it is necessary to look at the historical basis of the insolvency
exception and the modern trend toward the recognition of a duty
or obligation to protect the rights of constituencies other than stockholders.
1. Recognition of the Insolvency Exception
In its earliest form, the insolvency exception held that the assets
of an insolvent corporation were to be held in "trust" for the benefit
of the corporation's creditors. The "trust fund doctrine" was first
asserted by Justice Story in Wood v. Dummer.5 4 In Wood, an action
was brought by the holders of a corporation's notes who alleged
fraud on the part of the corporation's directors regarding certain
distributions made to stockholders. 5 Relying upon principles of trust,
Justice Story promulgated a rule of priority giving preference to debt
holders once a corporation became insolvent.5" In reaching his conclusion, Justice Story noted that "stockholders have no right to
anything but the residuum of the capital stock, after payment of all
the debts of the bank. The funds in their hands, therefore, have an
equity attached to them, in favour of the creditors, which it is against
conscience to resist." ' 57 Thus, the court concluded that the assets
were to be held in trust for the corporation's creditors.
As the trust fund doctrine developed, it was generally applied
in cases of director's self-dealings after bankruptcy had been declared
or when the corporation was hopelessly insolvent.58 The Supreme

53. See Pepper, 308 U.S. at 306-07 (discussing the rigorous standard of review
applied to directors' business decisions upon insolvency).
54. Wood v. Dummer, 30 F. Cas. 435 (C.C.D. Me. 1824) (No. 17,944);
Varallo & Finkelstein, supra note 18, at 245. See Reif v. Equitable Life Assurance
Soc'y of U.S., 197 N.E. 278, 280 (N.Y. 1935).
55. Varallo & Finkelstein, supra note 18, at 245. In Wood, the opinion is
unclear about whether the corporation was insolvent prior to the distribution or
whether the distribution caused the insolvency. In either case, the corporation was
not in a financially healthy condition when the distribution was made.
56. Wood, 30 F. Cas. at 436.
57. Id. at 439-40.
58. See Wieboldt Stores, Inc. v. Schottenstein, 94 B.R. 488 (Bankr. N.D.
Ill. 1988) (involving a creditor's action against corporation's controlling shareholders,
officers and directors alleging that a leveraged buyout transaction was fraudulent);
In re STN Enterprises, Inc., 73 B.R. 470 (Bankr. D. Vt. 1987) (involving a suit
brought by a creditor's committee petitioning the court for leave to sue the estate
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Court of the United States discussed the extra-contractual duty in
a bankruptcy context in Pepper v. Litton.59 In Pepper, the Court addressed the salary claims of a controlling shareholder in a bankrupt
corporation. 60 Disallowing the shareholder's claim, the Court de-

scribed the fiduciary obligations of officers, directors, and dominant
shareholders with respect to shareholders and creditors. The Court
stated:
Their powers are in trust. Their dealings with the corporation are subjected to rigorous scrutiny and where any of
their contracts or engagements with the corporation is challenged the burden is on the director or stockholder not only
to prove the good faith of the transaction but also to show
its inherent fairness from the viewpoint of the corporation
and those interested therein. The essence of the test is
whether or not under all the circumstances the transaction

carries the earmarks of an arm's[-]length bargain. If it does
not, equity will set it aside. While normally that fiduciary
obligation is enforceable directly by the corporation, or
through a stockholder's derivative action, it is, in the event
of bankruptcy of the corporation, enforceable by the [bankruptcy] trustee. For the standard of fiduciary obligation is
designed for the protection of the entire community interests
in the corporation-creditors as well as stockholders. 6'
While many courts have adopted the reasoning of Pepper to impose
a heightened duty toward creditors upon insolvency, the extent to
which this extra-contractual duty applies is, at best, ambiguous. 2

of the corporation's sole shareholder alleging, inter alia, waste, fraudulent transfers

and mismanagement); Clarkson, 660 F.2d at 513 (noting that the evidence was
sufficient to show that the corporation was dearly insolvent). See generally Meredith
M. Brown, Fiduciar Duties of Directors of Financially Troubled Companies: WTAm and
s: NEW
How Do the Rules Change?, in CORPORATE DELEVERACINGS AND RESTrUCTUc
STRATEGIES AND OPPORTUNITIES 409, 419 (PLI Corp. Law & Prac. Course Handbook
Series No. 733, 1991) (discussing instances when a duty to creditors arises).
59. 308 U.S. 295 (1939).

60. Id. at 296.

61. Id. at 306-07 (citations omitted).

62. Brown et al., supra note 48, at 146 (noting that case law provides little
guidance as to the extent of a director's duty towards creditors or shareholders
upon insolvency).
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C. Extent of a Director's Duties
The advent of insolvency brings with it profound changes in
the ordinary scheme of corporate governance. In articulating the
duties owed upon the insolvency of a corporation, courts often apply
language which suggests that the directors and officers are to be
63
considered trustees, or quasi-trustees, of the corporation's creditors.
Notwithstanding, courts have generally applied a standard well below
that of a trustee in evaluating directors' conduct. 64
1. The Majority View
The majority view indicates that directors of insolvent corporations owe fiduciary duties to the corporations' creditors, just as
6
directors of solvent corporations owe such duties to the shareholders. 1
Courts have generally applied the principles of corporate law, not
the law of trusts to the actions of directors of financially troubled
corporations. 66 Indeed, despite the characterization of the officers as
trustees for the corporation's creditors, a number of cases appear to
apply a standard similar to the business judgment rule in determining
whether a director of an insolvent corporation can be held liable to
creditors.67 Under this standard, a director has a duty to be adequately
63. See supra notes 46 & 52 and accompanying text.
64. See Federal Deposit Ins. Corp. v. Sea Pines Co., 692 F.2d 973, 976 (4th
Cir. 1982) (stating that directors will be held liable to creditors where the transaction
is fundamentally unfair and unjust); Fox v. MGM Grand Hotels, Inc., 187 Cal.
Rptr. 141, 143 (Cal. Ct. App. 1982) (holding that corporate directors owe a fiduciary
duty not to prejudice unsecured creditors).
65. Gross et al., supra note 47, at 19 (citing In re STN Enterprises, 779 F.2d
901 (2d Cir. 1985)). See also Brown et al., supra note 48, at 147 (quoting In re
Xonics, 99 B.R. 870, 876 (Bankr. N.D. Ill. 1989)) (noting actions of the board
"must suffice unless (creditors] can show that the conduct ... offends accepted
notions of fiduciary duties.").
66. Gross et al., supra note 47, at 19.
67. Xonics, 99 B.R. at 876. In Xonics, the court stated, "This court must be
able to rely on officers' and directors' actions, even for an insolvent corporation
unless those seeking damages show that such actions are venal [as to] require less
...
would constrain the commercial world in developing means to aid the floundering
corporation." Id. In Wieboldt, the court applied a standard similar to the business
judgment rule in evaluating the merits of a suit by creditors challenging defensive
measures taken by a board in response to a hostile takeover attempt. Wieboldt, 94
B.R. at 510. In denying the defendant's motion to dismiss, the court stated,
"Although the directors may have adequately investigated the terms of the LBO
and had anticipated the effect the LBO would have on the corporation, the court
can reasonably infer from the complaint that the directors did not act in good faith
and in the furtherance of the corporation's best interests." Id. See also Devereux
v. Berger, 284 A.2d 605 (Md. 1971) (applying a business judgment rule standard
in the context of insolvency).
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informed and should be able to demonstrate that specific thought
was given to the corporation's financial status prior to taking any

action.6 This requirement creates a presumption that the actions of
officers and directors of the insolvent corporation were taken in good

faith and on an informed basis. 69 The burden of proof shifts to the
creditor to demonstrate bad faith on the part of the director in any
70
action against the director.
However, under a business judgment analysis, while directors

of an insolvent corporation owe fiduciary duties to its creditors, they
"may continue to take ordinary operational risks in the court of
trying to save the company through a workout they reasonably believe
has a good chance of success." '71 It may even be appropriate for a
director to continue to look out for the interests of the corporation's
shareholders, or to negotiate for the recovery of the shareholders, as
against conflicting claims by creditors. 72 In addition, Delaware continues to recognize the right of shareholders to elect directors after
73
the corporation has become insolvent or has declared bankruptcy.
The expansion of the business judgment rule is based upon the
recognition of the inherent conflict between a director's duty toward
a corporation's shareholders and his duty toward the financial interests of its creditors upon insolvency.7 4 The shareholders, who have
lost their equity interest in the corporation, have nothing to lose and
will desire to use what remains of the corporate assets to resuscitate

68. See supra notes 23-33 and accompanying text (discussing the application

of the business judgment rule in the context of solvency).
69. See supra notes 23-33 and accompanying text.

70. See Xonies, 99 B.R. at 876 (noting the actions of the board must suffice
unless the creditors can demonstrate that the board's actions were Violative of
fiduciary duties).
71. Gross et al., supra note 47, at 20 (citing Peter F. Coogan et al., Pane!
Discussion: The Problems of the Sinking Ship, 31 Bus. LAw. 1371, 1375 (1976)). "'If

there is an honest belief on the part of management that the debtor can be
resuscitated, ... the directors have the duty to do their very best to preserve the
debtor's viability and maximize the recovery to the shareholders."' Id. at 22 n.24
(quoting Coogan, supra, at 1375).

72. Id. See also Brown et al., supra note 48, at 427-28 (discussing a shareholder's

rights after bankruptcy proceedings have been instituted).
73. Saxon Indus., Inc. v. NKFW Partners, 488 A.2d 1298, 1300 (Del. 1984).
In Saxon, stockholders sued to compel an annual meeting in order to elect new
directors. Id. at 1299. In holding for the shareholders, the court stated, "Insolvency

alone, irrespective of degree, does not divest the stockholders of a Delaware corporation of their right to exercise the powers of corporate democracy." Id. at 1300.

74. See generally Gross et al., supra note 47, at 19 (discussing the conflicting
interests of creditors and shareholders of an insolvent corporation).
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the corporation, regardless of any risk involved. 7- Conversely, creditors will never receive more than the full amount of the debt owed
to them. 76 Creditors will be paid the same amount no matter how
well the corporation does, so they have less to gain and more to
lose from risky corporate behavior. 77 The application of the business
judgment rule continues to shield disinterested directors from liability
for those business decisions which are made in good faith for the
benefit of the corporation and the corporation's constituents as a

whole .78
The application of the business judgment standard generally
protects a director from liability in the absence of fraud or illegality.
Some scholars have suggested that, in reality, a director's duty toward
79
creditors, upon insolvency, is only to act legally.
2.

Fiduciary Duty or Duty Only to Act Legally?

The suggestion that a director's duty towards an insolvent corporation's creditors is only to act legally is based upon the fact that

75. Id.
76. Id.
77. Id.
78. The'application of the business judgment rule to protect directors' decisions
which are based upon the interest of other constituencies has been criticized as
being against a fundamental tenet of corporate law which was emanated by the
seminal work of Adolph A. Berle, Jr. and Gardiner C. Means. ADOLPH A. BERLE,
JR.

&

GARDINER

C.

MEANS,

THE MODERN CORPORATION

AND PRIVATE PROPERTY

(1934). This tenet holds that the board of directors, as managers of the firm, have
a duty to maximize the long-term profits which will, in turn, maximize the value
of the shareholders stock. Id. This theory is premised upon the separation of
ownership and control. Id. The shareholders as owners provide the necessary capital
while the managers manage the business affairs of a corporation. Id. The balance
of these two functions is achieved by the creation of the fiduciary duties of care
and loyalty that the directors owe to the corporate shareholders. Id. To facilitate
the board in the discharge of these functions, the courts have afforded substantial
deference to the board's decisions; this is the bedrock of the business judgment
rule. See Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984).
There is some evidence, however, that this gap between ownership and control
is being bridged by modern institutional investors. See Bernard S. Black, Agents
Watching Agents: The Promise of Institutional Investor Voice, 39 UCLA L. REV. 811
(1992) (suggesting that the separation of ownership and control is becoming negligible
with the presence of large institutional investors).
79. Gross et al., supra note 47 (citing 15a TIMOTHY P. BJUR ET AL., FLETCHER
CYCLOPEDIA OF THE LAW OF PRIVATE CORPORATIONS 9 7385 (1990)); 3a STEPHEN
M.

FLANAGAN

& CHARLES

R.P.

KEATING, FLETCHER CYCLOPEDIA OF THE LAW OF

1182 (1986). See also Lynn M. LoPucki, Corporate Governance
in the Troubled Company Context, in CURRENT DEVELOPMENTS IN BANKRUPTCY AND
REORGANIZATION 1992, at 887, 890-91 (PLI Coin. Law & Prac. Course Handbook
Series No. 618, 1992) (noting that virtually every case decided under the trust fund
doctrine might have been decided under statutory law).
PRIVATE CORPORATIONS §
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a majority of cases discussing fiduciary duties to creditors could have

been decided under state or federal statutes governing fraudulent
conveyances, 80 preferences, or illegal dividends. 81 These cases usually
involve allegations of a director's self-dealing or allegations that a
director negligently failed to safeguard the assets of a creditor.82 The
latter type of allegation often arises in situations involving leveraged
buyouts, where protective measures taken by the board of directors
force the corporation into a state of insolvency which affects the
83
company's ability to meet its debt payments as they become due.
Although it is true that many cases addressing the "insolvency

exception" have been decided under statutory law, courts continue
to recognize a fiduciary obligation on the part of directors upon
insolvency.84 The continued recognition of this duty is consistent
with the modem trend in corporate governance. This trend recognizes
a director's obligation to other constituents (including creditors) prior

to insolvency."' In addition, a minority of jurisdictions strictly apply

80. Section 1305 of the Delaware Fraudulent Conveyances Act states:
Every conveyance made without fair consideration when the person making
it is engaged or is about to engage in business or transaction for which
the property remaining in his hands after the conveyance is an unreasonably
small capital, is fraudulent as to creditors and as to other persons who
become creditors during the continuance of such business or transaction
without regard to his actual intent.
DEL. CODE ANN. tit. 6, § 1305 (1975).
81. Clarkson, 660 F.2d at 508. In Clarkson, creditors sought repayment of loans
illegally made by corporate directors while the company was insolvent. Id. In Boray,
directors fraudulently transferred assets for their personal benefit. Boray, 38 A.2d.
at 809. In Fox, directors used corporate assets for their personal benefit. Fox, 187
Cal. at 142-43. In Sea Pines, creditors brought suit alleging unfair transfer of assets
between a subsidiary and its parent corporation. Sea Pines, 692 F.2d at 977.
82. See supra note 81. See generally David F. Heroy & Janet V. Creevy, Indirect
Liabilityfor FraudulentConreyances. Breach of Fiduciamy Duty, Aiding andAbetting, Negligence
and Contribution Rights, in FRAUDULENT CONVEYANCES, PREFERENCES AND VALUATION
325 (PLI Com. Law & Prac. Course Handbook Series No. 608, 1992) (discussing
director liability under fraudulent conveyances laws).
83. See supra note 81.
84. E.g., Geyer v. Ingersoll Publications Co., 621 A.2d 784 (Del. Ch. 1992).
85. In response to the surge of corporate takeovers and leveraged buyouts
which occurred in the mid-1980s, many states (Delaware not among them) have
enacted expanded constituency laws which allow directors to consider the interests
of non-shareholders, including creditors, in making business decisions. Gross et al.,
supra note 47, at 19. However, most of these states (Connecticut being the exception)
"do not require the directors to consider non- shareholders, and some allow consideration of other constituencies only as a factor in determining the best interest
of the shareholders." Id.
For example, Pennsylvania has a constituency statute which provides that:
[i]n discharging the duties of their respective positions, the board of
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the "trust fund doctrine" and hold directors strictly liable for any
action which impairs the corporation's assets and results in a lower
recovery for creditors.

3.

Strict Application of the Trust Fund Doctrine: New York
Law

New York courts have held that "a trust arises, whether or not
equitable proceedings have been commenced, immediately upon insolvency of the corporation.' '86 New York Credit Men's Adjustment Bureau
Inc. v. Weiss87 appears to be the governing case in New York. 88 In
Weiss, the trustee in bankruptcy sued two directors of a bankrupt
company seeking to impose personal liability on the directors for
failure to obtain maximum value in selling the insolvent corporation's
assets.8 9 The action was based upon a New York statute"0 which
permitted suit to be brought against directors for neglect or failure
to perform their duties. 9' The defendant directors, after cutting expenses, attempted to obtain additional funds and sought legal advice

directors, committees of the board and individual directors of a business
corporation may, in considering the best interests of the corporation,
consider to the extent they deem appropriate:
(1) The effects of any action upon any or all groups affected by such

action, including shareholders, employees, suppliers, customers and creditors of the corporation, and upon communities in which offices or other
establishments of the corporation are located.
15

§ 1715(a)(1) (1992).
For an in-depth discussion on this topic, see generally Lawrence E. Mitchell,
A Theoretical and PracticalFrameworkfor Enforcing Corporate Constituency Statutes, 70 TEX.
L. REv. 579 (1992); William J. Carney, Does Defining Constituencies Matter?, 59 U.
CIN. L. REv. 385 (1990).
86. Varallo & Finkelstein, supra note 18, at 247.
87. 110 N.E.2d 397 (N.Y. 1953).
88. Varallo & Finkelstein, supra note 18, at 247.
89. Weiss, 110 N.E.2d at 399.
90. Id. at 397-98. The plaintiff relied on § 60 of the New York General
Corporation Law. Id. Section 60 states in pertinent part:
An action may be brought against one or more of the directors or officers
of a corporation to procure judgment for the following relief or any part
thereof:
2. To compel them to pay to the corporation, or to its creditors, any
money and the value of any property, which they have acquired to themselves, or transferred to others, or lost, or wasted, by or through any
neglect of or failure to perform or other violation of their duties.
N.Y. Bus. CORP. LAW § 60 (Consol. (1943)), re-enacted and modified in N.Y. Bus.
CORP. LAW § 720 (Consol. 1986 & Supp. 1993).
91. Weiss, 110 N.E.2d at 397.
PA. CONS. STAT.
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about possible insolvency.9 The directors determined that they were
unable to continue their business.9 3 As a result, they decided to
liquidate the corporation's assets at public auction." Although the
assets had been purchased for approximately $60,000 and had a
book value of approximately $73,000, the auction netted only $20,000
95
which was paid to the subsequently appointed trustee in bankruptcy.
The New York Court of Appeals held that the case should not be
dismissed, despite a complete failure by the plaintiffs to demonstrate
fraud or insider benefit by the corporate directors.96 The court noted
that if a corporation was insolvent at the time of the alleged breach
of duty, "it is clear that [the] defendants, as officers and directors
thereof, were to be considered as though trustees for the property
of the corporate creditor-beneficiaries.' 97 Therefore, as more money
could have been realized by a different disposition of the property,
the directors could be held liable for the difference, regardless of
their good faith or motive in the transaction.9 3 This standard would
apply even if the corporation was technically solvent, if insolvency
was imminent.9 9 Also, the directors would have the burden of proving
that the auction yielded full value.' 0a
Although a strict application of the trust fund doctrine fully
protects the creditors of an insolvent corporation, the doctrine may
make qualified persons reluctant to become directors, as they may
fear the imposition of personal liability. The trust fund doctrine may
also make the directors of nearly insolvent corporations reluctant to
attempt a "work out" for fear of repercussions by creditors if the
plan should result in a depletion of assets.' 0' Therefore, only a
92. Id. at 398.

93. Id.
94. Id.
95. Weiss, 110 N.E.2d at 399.
96. Id.
97. Id. at 398. A trustee is defined as "one who holds the legal title to
property for the benefit of another .... ." BLACK'S LAW DICTIONARY 1357 (5th ed.
1979).
98. Weiss, 110 N.E.2d at 398. This is not in accordance with the business
judgment rule standard which places the burden on the plaintiff (creditor or stockholder) to prove a director's breach of fiduciary duty. See Aronson v. Lewis, 473
A.2d 805, 812 (Del. 1984).
99. Weiss, 110 N.E.2d at 398.
100. Id. at 400.
101. Ironically, the court in Weiss suggested that the defendant directors should
have protected themselves by filing for bankruptcy or entering into an assignment
"for the benefit of the creditors under the [New York] [diebtor and [cireditor
[1law." Id. at 398.
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minority of jurisdictions (Delaware not included) strictly adhere to
the trust fund doctrine.
4.

Delaware Law

One of the first Delaware cases which addressed the insolvency
exception was Asmussen v. Quaker City Corp.10 2 In Asmussen, a plaintiffcreditor sought to hold the directors of an insolvent corporation
personally liable after they had allowed the corporation to distribute
its assets to certain creditors but not to the plaintiff.10 3 The court
noted that "[t]he risks of liability on the part of honest directors
... are so great and hazardous, that . . . the courts should not
subject them to [these risks]" by strictly applying the trust fund
doctrine in these particular circumstances.' 04 Thus, the directors were
not held to be "trustees" of the corporation's assets for the benefit
of all of the corporation's creditors.
Shortly thereafter, the court of chancery affirmed the Asmussen
decision in Pennsylvania Co. for Insurance v. South Broad Street Theater
Co. 105 In Pennsylvania Co., the court held that directors of an insolvent
10 6
corporation may not prefer their own claims over other creditors.
However, the court claimed to base its decision upon principles of
"common honesty," not principles of trust. 0 7 In fact, the court
concluded that the trust fund doctrine was "nothing more than a
particular expression of the fundamental principle which good morals
exact, that men should act in honesty and fairness."' ' 08 Pennsylvania
Co., therefore, affirmed and expanded upon the principles annunciated in Asmussen.
While Delaware has historically rejected a strict application of
the trust fund doctrine, the exact standard to which directors are
held and the level of protection afforded to their business decisions
has never been clearly articulated. 0 9 An additional ambiguity arises

102. 156 A. 180 (Del. Ch. 1931).
103. Id. at 180.
104. Id. at 182.
105. 174 A. 112 (Del. Ch. 1934).
106. Id. at 115-16.
107. Id. at 116.
108. Id.
109. The Supreme Court of Delaware has considered the effect of insolvency
on challenges to directors' decisions by shareholders. See Unocal Corp. v. Mesa
Petroleum Co., 494 A.2d 946 (Del. 1985). In Unocal, the court considered the
validity of defensive measures undertaken by the board of directors in response to
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from recent Delaware court decisions which potentially recognize an
increased duty to creditors upon insolvency."10 Consequently, a director of a financially troubled Delaware corporation may face personal liability for good faith decisions which he believed met the
requisite level of care.
D.

Determination of Insolvency

The two most common tests of insolvency are the "equitable
insolvency test" and the "bankruptcy test."'" Under the equitable
insolvency test, a corporation is considered insolvent when it is unable
to pay its debts as they mature." 2 Under the bankruptcy test, a
corporation is deemed insolvent when the fair market value of its
3
total assets is less than all of its liabilities at the time of valuation."
This test provides directors with a definitive time at which their
4
duties switch from the corporation's shareholders to its creditors."
A corporation is clearly insolvent when statutory proceedings
under state law or Chapter 7 or 11 bankruptcy proceedings under
the United States Code have commenced. However, prior to the
commencement of such statutory proceedings, determining when a
corporation becomes insolvent is, "at best, an inexact science" and

a hostile takeover bid. Id. The court held that when the board decides to undertake
defensive measures, the modified business judgment rule applies in which the
directors bear the burden of demonstrating that the action was reasonable to the
threat posed and consideration was given to the effects on the corporation. Id. at
955. In considering the effects on the corporation, the board may consider "the
impact on 'constituencies' other than shareholders," including creditors. Id.
This protection granted to directors was subsequently limited. Revlon, Inc. v.
MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986). In Rerlon, the
Supreme Court of Delaware held that when a corporation goes up for sale the
"directors' role changes from defenders of the corporate bastion to auctioneers
charged with getting the best price for the stockholders at a sale of the company."

Id. at 182. However, it is believed that this is limited to the particular circumstances
where the corporation is in such bad financial condition that the final selling off
of its assets is inevitable. Paramount Communications, Inc. v. Time Inc., 571 A.2d
1140, 1150 (Del. 1989).
110. See Haff, 324 A.2d at 222 (noting that directors owe no duty to debenture
holders absent special circumstances such as fraud, insolvency or violation of statute);
Gejer, 621 A.2d at 788 (adopting the standard articulated in Harf); Credit Lyonnaise,
No. 12,150, 1991 WL 277613, at *36 n.55, reprinttd in 17 DEL. J. Cor"'. L. at
1155-56 n.55 (recognizing that directors of insolvent or nearly insolvent corporations
owe a duty to constituencies other than the stockholders).
111. Brown et al.,
supra note 48, at 144.
112. Id. at 145.
113. Id. at 144-45.
114. See, e.g., Geyer, 621 A.2d at 789.
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at worst, unduly burdensome or impossible, due to the difficulty in
valuing a corporation's assets. ' 5 Different jurisdictions often have
varying definitions of insolvency.11 6 In addition, there are several
methods which may be used to value a corporation's assets."' This
makes it very difficult, if not impossible, to confidently predict the
methodology a court would use in deciding whether a corporation's
directors had breached their fiduciary duties to creditors." 8
In addition to the practical difficulties of valuing assets and the
conflicting definitions of insolvency, courts have determined that
directors are responsible for knowing the corporation's financial
status."19 In determining when a fiduciary duty to creditors arises,
the courts have applied such language as, "[alt least where a corporation is operating in the vicinity of insolvency, 1 20 or when a
corporation is in a "failing condition.' 12' Although some jurisdictions, including Delaware, suggest that a director may be held liable
for acts committed prior to insolvency when the acts result in the
corporation becoming insolvent, 2 2 other jurisdictions appear to re115. Brown et al., supra note 48, at 145 (citing Neuger v. Casgar, 20 B.R.
179 (Bankr. N.D. Ohio 1980)).
116. Gross et al., supra note 47, at 20.
117. Id.
Corporate assets can be valued at the price they would bring if sold
separately or at the price they would bring if sold as a unit-the latter
incorporating the company's "going concern value." The method used
depends on the statute and the situation. If a corporation is to be liquidated,
it is proper to measure the corporation's assets at the value they would
bring if sold separately. Going-concern value [the value of the business if
sold as a whole] should be used to determine the solvency of a corporation
that is attempting to negotiate a workout and survive.
Id.
118. Id.
119. Brown et al., supra note 48, at 145.
120. Credit Lyonnaise, No. 12,150, 1991 WL 277613, at *34, reprinted in 17 DEL.
J. CORP. L. at 1155. Credit Lyonnaise involved the breach of a corporate governance
agreement. Id. at *1, reprinted in 17 DEL. J. COR'. L. at 1103. The applicable part
of the opinion addressed the defendant's counterclaim which alleged that the plaintiff
had breached its fiduciary duties to the corporation by failing to institute the sale
of certain corporate assets which would have reduced the corporation's debt. Id.
at *30-36, reprinted in 17 DEL. J. CORP. L. at 1150-59. The debt reduction would
have nullified the governance agreement allowing the defendant to regain control
of the corporation. Id. at *30, reprintedin 17 DEL. J. CoRP,. L. at 1150. In addressing
the counterclaim, the court noted that while "operating in the vicinity of insolvency"
the directors owe a "duty to the corporate enterprise." Id. at *34, reprinted in 17
DEL.

J.

CoR'. L. at 1155.

121. Sea Pines, 692 F.2d at 977.
122. See Sea Pines, 692 F.2d at 977; Clarkson, 660 F.2d at 512; Credit Lyonnaise,
No. 12,150, 1991 WL 277613, at *34, reprinted in 17 DEL. J. CORP. L. at 1155.
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quire that the corporation be insolvent before any fiduciary duty
toward creditors is imposed upon a director, absent fraud or other
illegal conduct.s2 In fact, most of the case law that discusses a
director's shifting duties involves directors of bankrupt corporations
or situations where the corporation is hopelessly insolvent.12 1
1. Statutory Filing
Under the bankruptcy test, a corporation is considered to be
insolvent when the fair market value of the debtor's assets, at the
time of valuation, is less than its total liabilities.12s Directors may prefer
this approach, as it provides them with a readily ascertainable point
in time to rely upon when making decisions.ls2 Further, since a
director is often involved in deciding when to institute bankruptcy
proceedings, the director would retain a degree of control as to when
the shift in duties occurs.
However, this approach may not adequately protect creditors.
First, a corporation may begin statutory proceedings well after the
fair market value of the corporation's assets has fallen below its
liabilities. 12 1 Second, the corporation's creditors may not be in a
position to determine the financial condition of the debtor corporation.12 Finally, directors of corporations which are facing financial
difficulties may choose to act in the best interest of the shareholders,
even if the act is detrimental to the interests of the corporation's
1

creditors.

29

123. The exception to the general rule may be New York. &re, e.g., Weiss,
110 N.E.2d at

398 (stating that a director's fiduciary duty to creditors arises when

insolvency is imminent).
124. See, e.g., Clarkson, 660 F.2d at 513 (noting that there was abundant evidence
demonstrating that the corporation was hopelessly insolvent); Kidde Indus., Inc.
v. Weaver Corp., 593 A.2d 563, 564 (Del. Ch. 1991) (discussing the insolvency
exception as applied to a dissolved corporation). See generally In re Xonics, 99 B.R.

870 (Bankr. N.D. Ill. 1989) (discussing the insolvency exception in the context of
bankruptcy); In re STN Enterprises, Inc., 73 B.R. 470 (Bankr. D. Vt. 1987) (same).
125. See supra text accompanying note 43.

126. See generally Gejer, 621 A.2d at 789 (discussing this alternative interpretation
of the term insolvency).
127. See Ge'er, 621 A.2d at 789.
128. Id. Cf. Credit Lyonnaise, No. 12,150, 1991 WL 277613, at

"36 n.55, reprinted

J. CoRp. L. at 1155-56 n.55 (noting that constituencies other than
creditors will often be more willing to take higher risks as they have less to lose
when the corporation is nearing insolvency).
129. See Gross et al., supra note 47, at 19. See supra text accompanying note
79. A basic tenet of corporate governance is that a director will act in the best
in 17

DEL.
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Insolvency in Fact

Under the equitable insolvency test, or insolvency in fact test,
a corporation is considered insolvent at the moment its liabilities exceed
the fair market value of its assets. 30 The equitable insolvency test
protects creditors at a time when stockholders are becoming more
willing to attempt high risk business plans to enhance earnings since
the risk to stockholders, whose investment has been depleted, may
be negligible.' M The rationale for this test is that it may influence
directors to consider the best interest of the entire corporate enterprise
rather than any single group when choosing a course of action at a
time when shareholder interests should not dictate the directors'
priorities. 32 Directors are thus forced to consider other constituencies
before taking any action which may result in the corporation's insolvency. '33
However, the insolvency in fact test lacks specificity, as it fails
to provide corporate directors of troubled companies with a basis
for determining precisely when their fiduciary duties shift from the
shareholders to the creditors. This lack of specificity may negatively
affect a director's ability to exercise his business judgment and undertake corporate governance. 34 First, directors may be reluctant to
attempt an out-of-court restructure for fear of imposing personal
liability upon themselves. Similarly, directors may become extremely
risk averse and refuse to take actions which could allow the corporation to continue operating. 35 Finally, litigation may increase and
place an immense burden on the assets of corporations and the
courts, as creditors attempt to determine when a corporation became
insolvent and whether the directors breached their fiduciary obligations.

36

interest of the corporation's shareholders in order to perpetuate his existence as a
director, since directors are elected by the shareholders. See LoPucki, supra note 79,
at 891-92.
130. See supra text accompanying notes 44 & 112.
131. See Harvey R. Miller & Erica M. Ryland, Directors on the Brink, Bus. L.
ToDAY, May/June 1992, at 47, 48.
132. Geyer, 621 A.2d at 789.
133. Id.
134. See Franklin, supra note 6, at 5 (discussing the effects of the decision in
Geyer on directors' decisions).
135. Id.
136. Id.
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III. ANALYSIS
In Geyer v. Ingersoll, the Delaware Court of Chancery addressed
whether a creditor could obtain statutory service of process'3 7 over
an out-of-state director'- by alleging that a director had breached
his fiduciary duties imposed upon insolvency to the creditor13 9 The
plaintiff, Mr. Geyer, brought an action to recover on a promissory
note, on which Ingersoll Publications had defaulted.140 Mr. Geyer
alleged, inter alia, that the defendant, Mr. Ingersoll, had breached
his fiduciary duties as the director of the corporation by making
certain fraudulent conveyances for his personal benefit.'
Mr. Ingersoll and Ingersoll Publications filed a motion to dismiss and to

stay discovery, and for judgment on the pleadings of various counts
of the complaint.142 The motion to dismiss alleged that the plaintiff
had failed to state a claim upon which relief could be granted and
that the court lacked personal jurisdiction over Mr. Ingersoll.' 43 In
determining whether the court had jurisdiction over the plaintiff, the
court of chancery addressed the issue of when and if a director of
137. The Fourteenth Amendment of the U.S. Constitution requires that prior
to adjudicating a claim, a court must establish that it has the authority to exercise
personal jurisdiction over each individual in the action. Section I of the Fourteenth
Amendment reads in full:
All persons born or naturalized in the United States, and subject to the
jurisdiction thereof, are citizens of the United States and of the State
wherein they reside. No State shall make or enforce any law which shall
abridge the privileges or immunities of citizens of the United States; nor
shall any State deprive any person of life, liberty or property, without
due process of law; nor deny to any person within its jurisdiction the
equal protection of the laws.
U.S. CONST. amend. XIV, § 1.
138. A state may obtain jurisdiction over an individual who is outside of its
borders if the individual has the requisite minimal contacts with the forum state.
International Shoe Co. v. Washington, 326 U.S. 310, 318-20 (1945). Due process
requires only that in order to subject a defendant to a judgment in personam, if he
is not present within the territory of the forum, he has certain minimum contacts
with it such that the maintenance of the suit does not offend the traditional notions
of "fair play and substantial justice." Id. See also Shaffer v. Heitner, 433 U.S. 186,
212 (1977) (holding that jurisdiction must comply with the InlernationalShoe minimum
contacts standard); Hanson v. Denckla, 357 U.S. 235, 253 (1958) (holding "it is
essential in each case that there be some act by which the defendant purposefully
avails itself of the privilege of conducting activities within the forum State, thus
invoking the benefits and protections of its law").
139. G ger, 621 A.2d at 787.
140. Id. at 786.
141. Id.
142. Id. at 785.
143. G jer, 621 A.2d at 786.
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an insolvent corporation owes a fiduciary duty to the corporation's
creditors. 14

A.

Facts

Ingersoll Publications, a Delaware corporation, was principally
engaged in the business of managing newspapers. 145 The corporation
was originally formed as a partnership in the mid-1980s by Mr.
Geyer and Mr. Ingersoll, who served as the principals. 14 6 Mr. Ingersoll became the president, chairman of the board, and controlling
shareholder of the corporation. 47 Mr. Geyer received forty shares
14 8
and became an employee.

In the late 1980s, Mr. Ingersoll joined with the New York
investment firm of E.M. Warburg, Pincus & Co. (Warburg) to build
an international publishing empire. 4 9 Following a disagreement in
1990, Mr. Ingersoll took control of the international newspapers and
relinquished control of the domestic newspapers to Warburg. 150
Meanwhile, in 1988, Mr. Geyer exchanged his shares of Ingersoll
Publications for a note in the principal amount of $2 million. 151 This
note, due on October 15, 1991, provided for monthly payments of
principal, increasing amounts of interest, and a balloon payment of
almost $1 million. 5 2 Ingersoll Publications did not meet the June
1991 payment nor did it make any payments thereafter.'53

According to plaintiff, Mr. Ingersoll caused the corporation to
surrender its major assets to a third party for his personal benefit,
thereby breaching his duty as a director of Ingersoll Publications.154
This allegedly occurred while Ingersoll Publications remained indebted to Mr. Geyer. 5 5 Specifically, Mr. Geyer alleged that Mr.
Ingersoll caused Ingersoll Publications to cancel a management agree-

ment with Goodson Newspapers (Goodson) worth approximately $50

144. Id. at 786-90.

145. Id. at 786.

146. Id. Messrs. Geyer and Ingersoll each received shares in Ingersoll Publications in exchange for their interests in the partnership. Id.
147. Geyer, 621 A.2d at 786.
148. Id.
149. Id.
150. Id.
151. Geyer, 621 A.2d at 786.
152. Id.
153. Id.
154. Id.
155. Geyer, 621 A.2d at 786.
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million, in return for an agreement by Goodson to sell the New
Haven Register to Warburg and Mr. Ingersoll."5 6 In addition, Mr.
Geyer alleged that when Warburg and Mr. Ingersoll divided their
empire, Mr. Ingersoll caused Ingersoll Publications to cancel several
lucrative domestic management agreements in return for Mr. Ingersoll's receipt of certain foreign holdings. 157
As a result, Mr. Geyer instituted an action alleging, inter alia,
fraudulent conveyances, breach of fiduciary duties, and the right to
judgment on the promissory note.' 13
B.

Procedural Posture

1. Delaware Court of Chancery Decision
The Delaware Court of Chancery, in an opinion delivered by
Vice-Chancellor Chandler, denied the defendant, Ralph Ingersoll's,
motion to stay discovery and motion to dismiss for lack of personal
jurisdiction and for failure to state a claim upon which relief could
be granted. 59 The motions were based on the assertion that the court
could not obtain personal jurisdiction over the defendant, since no
fiduciary duties were owed to the plaintiff as a creditor of the
corporation.

60

The court held that a director owes a fiduciary duty to the
corporation's creditors upon insolvency in fact,' 6' citing the insolvency

exception enunciated in Harf v. Kerkorian.

62

In Haff,the court stated

that a director may owe a fiduciary duty to creditors under "special

circumstances" such as "fraud, insolvency, or violation of a statute.'

1

63

Although Mr. Ingersoll conceded that the holding in Haff

was controlling, he asserted that in order for the insolvency exception

156. Id.
157. Id.
158. Id. at 785.
159. Geer, 621 A.2d at 794.
160. Id. at 786-87.
161. Id. at 787. One of the circumstances in which a Delaware court may
obtain jurisdiction over a director who is outside of the forum state occurs when
there has been a breach of a fiduciary duty. ee supra notes 15-16 and accompanying
text.
162. 324 A.2d 215 (Del. Ch. 1974), rev'd on other grounds, 347 A.2d 133 (Del.

1975).
163. Id. at 223.
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to apply, statutory proceedings, e.g., bankruptcy, must have been
initiated by the corporation or by the court.'6
In reviewing prior Delaware case law interpreting the term
insolvency, the court distinguished its decision from Kidde Industry,
Inc. v. Weaver Corp. , 16 which held that the insolvency exception
applied after the institution of statutory proceedings.' 66 The court in
Kidde failed to hold that in order to apply the insolvency exception,
the institution of statutory proceedings was a necessary prerequisite. 67
Rather, statutory proceedings are merely another category of special
circumstances where personal jurisdiction is established. 16
The court also distinguished its decision from the holding in
Asmussen v. Quaker City Corp. ,169 in which the Delaware Court of
Chancery addressed the question of whether directors of a bankrupt
corporation could prefer certain creditors over others, where the
favored creditors were not corporate insiders. 7 0 Ruling for the defendants, the court in Asmussen held that the trust fund doctrine
would not apply until the corporation had declared bankruptcy.'
Vice-Chancellor Chandler determined that the decision should be
interpreted narrowly. He stated:
[T]he [ijnstitution of [statutory] proceedings [was] necessary
in order for the establishment of fiduciary duties to creditors
as to claims that the directors unjustly preferred one creditor
over another. The court in Asmussen did not hold that the
institution of statutory proceedings was necessary for the
establishment of fiduciary duties via the insolvency exception
as to claims against directors for unjustly favoring shareholders over creditors, committing corporate waste or favoring creditors who are also directors over all other
creditors.'

164. Geyer, 621 A.2d at 787.
165. 593 A.2d 563 (Del. Ch. 1991).
166. Id. The court in Kidde also considered the insolvency exception in the
context of obtaining personal jurisdiction over a defendant director. Id. at 565-66.
167. Geyer, 621 A.2d at 788.
168. Id. In a footnote, the chancery court stated that the three other special
circumstances included fraud, insolvency, or a statutory violation. Id. at 788 n.2
(citing Harff v. Kerkorian, 324 A.2d 215, 222 (1974)).
169. 156 A. 180 (Del. Ch. 1931).
170. Id.
171. Id. at 182.
172. Geyer, 621 A.2d at 788.
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The basis for this conclusion was that the court in Asmussen continually
made a distinction between the institution of statutory proceedings
and the existence of insolvency in fact, yet failed to expressly state

that the institution of statutory proceedings was necessary to prohibit
an insolvent corporation from turning its assets over to shareholders
73

thereby leaving creditors unpaid.'
The court in Geyer also found the plaintiff's reliance on Continental

Illinois NationalBank & Trust Co. of Chicago v. Hunt InternationalResources
Corp.17 4 to be unfounded.'75 Hunt involved a class action brought on
behalf of holders of debenture instruments alleging fraudulent conveyances and breach of fiduciary duties by the defendant directors.'7 6
The court immediately dismissed the breach of fiduciary duty claim
holding that no duty existed.' 7 In finding this decision to be unpersuasive, the court in Geyer stated that Hunt "merely held that a
creditor could not maintain a claim for breach of fiduciary duty, as
distinguished from a claim for fraud, against a director .... 1,a
The court also found that in Hunt, the court failed to address whether
fiduciary duties to creditors arise upon insolvency.17 9 Therefore, the
decision in Hunt did not apply to the situation presented in Geyer.
Vice-Chancellor Chandler concluded, "I am not aware of any
authority which indicates that the ordinary meaning of the word

insolvency means the institution of statutory proceedings.'"", He
instead relied upon what he determined to be the ordinary meaning
of the word insolvency."8 ' Referring to the definition in Webster's
Ninth New Collegiate Dictionay, Vice-Chancellor Chandler noted that
"an entity is insolvent when it has liabilities in excess of a reasonable
market value of assets held."'1

173. Id. The court in Asmussen did recognize that creditors may be able to
sustain an action against directors in certain circumstances stating, "If an insolvent
corporation should undertake to turn its assets over to stockholders leaving creditors
unpaid, I think no dissent can be found to the proposition that the law would
condemn the effort." Asmzussen, 156 A. at 181.
174. No. 7888, 1987 WL 55826 (Del. Oh. Feb. 27, 1987).
175. Geyer, 621 A.2d at 789.
176. Hunt, No. 7888, 1987 WL 55826, at 02.
177. Id. at *4.
178. Geyer, 621 A.2d at 789.
179. Id.
180. Id.
181. Id.
182. Ge'er, 621 A.2d at 789 (citing WEaasrER's NiNrH COLLEGIATE DicTiO.ARY

626 (1988)).
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In addressing the policy concerns raised by Mr. Ingersoll, ViceChancellor Chandler noted:
[w]hile it is true .

.

. that defining the exception as arising

when statutory proceedings have begun would give directors
a clear and objective indication as to when their duties to
creditors arise, there are other policy concerns which suggest
that . . . the insolvency exception [should be interpreted]
to arise when insolvency exists in fact. . . The existence

of the fiduciary duties at the moment of insolvency may
cause directors to choose a course of action that best serves
the entire corporate enterprise . . . at a point of time when

the shareholders' wishes should not be the directors' only
concern. Furthermore, the existence of the duties at the
moment of insolvency rather than upon the institution of
statutory proceedings prevents creditors from having to
prophesy when directors are entering into transactions that
would render the entity insolvent and improperly prejudice
1
creditors' interests.

3

However, this analysis fails to consider what standard a director
would be held to or what protection would be extended to a director's
business decision made in good faith after insolvency. In addition,
this reasoning fails to adequately consider the effect of this decision
on Delaware's status as America's leading state of incorporation.
2.

Current Posture

The parties have not filed an appeal of the vice-chancellor's
decision. 184 Discovery is continuing and a trial date has been set.8 5
IV.

EVALUATION

In Geyer v. Ingersoll, the Delaware Court of Chancery determined
that a director of a Delaware corporation owed a fiduciary duty to
the corporation's creditors at the moment its liabilities exceeded the
fair market value of its assets. 186 This holding has a myriad of potential

183. Id.
184. Franklin, supra note 6, at 5.
185. Id.
186. Geyer, 621 A.2d at 787. Vice-Chancellor Chandler notes that this interpretation applies for personal jurisdiction purposes as well as for actual liability
purposes. Id. at 787 n.1. "That is, either the fiduciary duty existed or did not
exist no matter why its existence is an issue." Id.
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ramifications for the directors, officers, and creditors of an insolvent
or nearly insolvent Delaware corporation. Unfortunately, the nature
and extent of these ramifications will remain unclear until the numerous issues left unanswered by the court are clarified by subsequent
decisions or legislative actions.
A.

The Effect on Directors' Business Decisions

The court of chancery in Ggyer v. Ingersoll devoted a large portion
of its opinion to justifying its holding that the insolvency exception
arises prior to the institution of statutory proceedings.' 87 In contrast,
negligible inquiry was given to which asset valuation method is to
be utilized in determining a corporation's financial status~r 3 or to
the nature and extent of the directors' duties imposed upon insolvency. 8 9 Delaware courts may choose to adopt a strict application
of the trust fund doctrine or continue to provide protection for
directors' decisions as stated in the business judgment rule.
If a strict application of the trust fund doctrine is applied,
directors may face the imposition of personal liability for decisions
which are made in good faith. This may result in the loss of qualified
directors fearing personal liability. Taking into consideration the
protection traditionally afforded to directors of a solvent Delaware
corporation'9 0 and prior case law,' 9' it may be assumed that Delaware
187. Id. at 787-89.
188. Id. at 790-91.
189. Id. at 187.
190. In 1986, Delaware amended § 102(b)(7) of the Delaware Code to allow
a Delaware corporation to include in its original certificate of incorporation (or an
amendment thereto) a provision which will limit a director's personal liability to
the corporation or its stockholders in limited situations. DEL. CODE ANN. tit. 8,
§ 102(b)(7) (1991). Section 102(b)(7) states in full:
A provision eliminating or limiting the personal liability of a director to
the corporation or its stockholders for monetary damages for breach of
fiduciary duty as a director, provided that such provision shall not eliminate
or limit the liability of a director: (i) For any breach of the director's duty
of loyalty to the corporation or its stockholders; (ii) for acts or omissions
not in good faith or which involve intentional misconduct or a knowing
violation of law; (iii) under § 174 of this title; or (iv) for any transaction
from which the director derived an improper personal benefit. No such
provision shall eliminate or limit the liability of a director for any act or
omission occurring prior to the date when such provision becomes effective.
All references in this paragraph to a director shall also be deemed to refer
to a member of the governing body of a corporation which is not authorized
to issue capital stock.
Id.
191. See supra notes 23-33 and accompanying text (discussing the application
of the business judgment rule in the context of solvency).
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will continue to provide protection to directors' decisions made in
the context of insolvency.
The amount of protection and the precise method of determining
the financial status of the corporation remain unclear. 9 2 Directors
of financially troubled Delaware corporations are burdened with the
enormous practical problem of attempting to determine the company's current financial status 93 and uncertain as to the evaluation
of their actions after the fact. 94 As one commentator has noted:
If the corporation is determined to be solvent, the directors'
action will be evaluated in light of their determination as
to the best interests of the corporation's shareholders. In
the event the corporation is later found to [be] insolvent,
the directors may be held liable to the extent that they
acted other than in the best interests of the creditors. 93
In other words, directors of financially troubled corporations are left
in the unenviable position of having to second guess their business
decisions.
Vice-Chancellor Chandler suggests that the finding that directors
owe a duty to the corporation's creditors upon insolvency may best
serve the corporation as a whole. The vice-chancellor stated that this
duty "may cause directors to choose a course of action that best
serves the entire corporate enterprise rather than any single group
interested in the corporation at a point in time when shareholders'
wishes should not be the directors' only concern.' ' 96 Absent the
granting of certain protection to a director's decisions, this statement
ignores the potential adverse effects of imposing a fiduciary duty
towards creditors at the moment of insolvency.
Creditors and equity holders often have competing interests
which they wish to have protected through managerial action or
inaction on the part of the corporate directors. 97 The imposition of
fiduciary duties may result in corporate directors becoming more

192. See supra notes 102-10 and accompanying text (discussing the application
of the insolvency exception in Delaware).
193. The determination of "insolvency is a tough task that requires expensive
expert opinions and analysis." Franklin, supra note 6, at 5.
194. Brown et al., supra note 48, at 148.
195. Id.
196. Geyer, 621 A.2d at 789.
197. See generally Franklin, supra note 6 (stating that "if a company is a little
insolvent, a high risk strategy can sometimes be good for the entire enterprise and
stockholders and bad for the creditors"). Id. at 5.
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risk averse for fear of personal liability, 193 despite the fact that a
high-risk strategy sometimes benefits the corporate enterprise as a
whole. 19 This may discourage out-of-court restructurings and lead

to suits by bondholders, large unsecured creditors, and other lenders
against directors for debts which arose before bankruptcy proceedings
but after insolvency in fact. 200 Ultimately, this will result in directors
of troubled companies filing for bankruptcy protection sooner than
necessary, rather than risking uncertain liabilities.20 '
Although the institution of bankruptcy proceedings may be pre-

ferred in some instances, it may prevent directors from considering
other courses of action. 202 Since the goal of imposing fiduciary duties
on corporate directors is to promote rational decision making in the
face of a variety of situations, certain protections must be provided
20 3
to directors' decisions after insolvency.
The holding in Geer puts the director of a financially troubled
Delaware corporation at grave risk of incurring personal liability
during periods of questionable solvency. Transactions undertaken
during such periods should be done cautiously in light of the intense
scrutiny they are apt to be subjected to after the fact.2 ' It is likely
that these decisions will be closely analyzed by creditors, in order
to determine if there were any breaches of fiduciary duties.2 5 As a
general rule, directors should review all available material information
pertaining to the financial condition of the corporation before taking
any action which may have a negative effect upon the interests of
shareholders or creditors, including impairing corporate assets which
could have been used to satisfy creditors' claims. 216 In addition,
directors may wish to seek legal counsel prior to implementing any
20
management decisions.

7

198. Id.
199. Id.
200. Id. (citing Interview with James Patton, a partner at Young, Conaway,
Stargatt & Taylor in Wilmington, Delaware).
201. Franklin, supra note 6, at 5 (citing Interview with Patton).
202. Varallo & Finkelstein, supra note 18, at 254. Also, once a corporation is

in bankruptcy, all decisions made by the director will be judicially protected through
a court-appointed trustee. Miller & Ryland, supra note 131, at 49.
203.
204.
205.
206.
207.

Varallo & Finkelstein, supra note 18, at 254.
Miller & Ryland, supra note 131, at 48.
Id.
Brown et al., supra note 48, at 148.
Id.
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Effect on Creditor Litigation

The decision in Geyer clearly will have a beneficial impact on
the ability of creditors bringing suit against insolvent corporations.""8
In particular, the decision creates a forum in which creditors may
force out-of-state directors to justify their business decisions after
insolvency has occurred. Similarly, an out-of-state director may be
forced to appear before a Delaware court in order to prove that a
business decision was made while the corporation was solvent and,
therefore, no duty was owed to the creditor. One commentator has
predicted, "[W]here equity is given in workouts, creditors will get
bigger pieces of the company ....,,209 Assuming this is true, creditors will also gain increased leverage in negotiating workout plans
prior to litigation.

21 0

There are negative aspects which have been generally ignored
in discussing the effect on corporations' creditors. It is likely that
multiple creditors will assert competing claims against the directors
alleging a breach of fiduciary duties. In order for the creditors'
litigation efforts to be effective, a preliminary injunction prohibiting
the transfer of the corporation's assets will be necessary. After a
lengthy proceeding, an accounting will be needed to determine which
assets were wrongfully depleted by the directors and which assets
remain available for distribution. Consequently, creditors may not
receive any of the debt owed to them for years after the claim is
made. In addition, the costs to the corporation in defending the
creditors' actions may result in a reduction of the assets available
for distribution.
C.

Remedies

In order to provide adequate protection to both directors and
creditors, Geyer should be modified in two ways. First, the insolvency
exception should not apply until it is clear that a director knew or
should have known the corporation was insolvent. Although it is
recognized that this standard does not remove all of the ambiguity
created by Geyer, it is the most equitable standard for directors and
creditors. In order to protect the director, the burden should be

208. See Franklin, supra note 6, at 5 (noting that the decision could clearly
spur litigation over creditors' rights).
209. Id. (citation omitted).
210. Id.
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placed upon the creditor to demonstrate that the director either knew
or should have known of the corporation's precarious financial condition, protecting directors' decisions made in the shadow of insolvency. The creditor will still gain crucial protection at the time it
is most necessary, after the corporation is clearly insolvent.
Second, once the creditor has demonstrated that the directors
knew that the corporation was insolvent, the burden should shift to
the directors to demonstrate the reasonableness of their actions. 2 1' A
modified business judgment rule analysis should be applied requiring
directors to demonstrate that they did not stand on both sides of
the transaction, have a personal financial interest in the transaction
not shared by the corporation as a whole, lack independence, fail to
inform themselves of all material information available, and fail to
act with requisite care prior to the implication of the business judgment rule. 212 In addition, directors should continue to be held to the
standard of gross negligence applied in the context of solvency. This
approach would give creditors greater leverage in asserting their
rights, while allowing the board a certain degree of latitude in
developing business plans designed to return the corporation to solvency.

213

There are several strong policy justifications for implementing
this plan. 214 First, an opposite interpretation may ultimately result
in the exclusion of qualified board members due to a fear of personal
liability.21 5 Also, the idea that courts cannot make business decisions
for solvent corporations applies equally to insolvent orporations.1 5
Finally, the application of strict fiduciary principles may force directors of nearly insolvent corporations to either prematurely file for
bankruptcy or take actions which benefit the creditors, but which

211. This would be similar to the standard applied in evaluating a director's

actions in the face of a hostile take over bid. See Unocal, 494 A.2d at 955 (noting
that in the face of the inherent conflict, created by the hostile takeover bid, dirttors
must satisfy the burden by showing good faith and reasonable investigation).
212. For a discussion of the business judgment rule, see supra notes 31-33 and
accompanying text.
213. Varallo & Finkelstein, supra note 18, at 255.

214. See id. at 254-55.
215. Id. In order to attract corporations and qualified directors to the state,

Delaware has afforded a great deal of protection to directors of Delaware corporations
from actions by the corporation's stockholders. This is reflected in the business

judgment rule and § 102(b)(7) of the Delaware Code. Se
102(b)(7) (1991).
216. Varallo & Finkelstein, supra note 18, at 254-55.

DEL. CODE ANN.

tit.

8,
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negatively affect the enterprise and its community as a whole. 2 7
V.

CONCLUSION

In Geyer, the court of chancery failed to clarify the ambiguities
created by the language articulated in Credit Lyonnaise by holding
that the insolvency exception applies at the moment the fair market
value of a corporation's assets are less than its total liabilities. The
decision was intended to provide directors with a fixed point in time
at which their fiduciary obligations switch from the shareholders to
the creditors of the corporation, thus allowing directors to avoid
liability by adjusting their business decisions accordingly. However,
a myriad of questions left unanswered by the court increases directors'
risk of incurring personal liability as a result of their actions. Permitting Geyer to stand in its present form may result in a flood of
litigation initiated by creditors, a larger number of corporations filing
for bankruptcy protection, and the potential exodus of qualified
directors from Delaware corporations.
The solution to the problem created by Geyer may be imposed
either judicially or legislatively. Protection should be given to the
decisions of the directors of insolvent corporations similar to that
protection provided during solvency. Additionally, action should be
taken to clarify when a director's fiduciary duties shift from stockholders to creditors, providing directors with an ascertainable point
in time upon which they may base their decisions.
Stephen R. McDonnell

217. Franklin, supra note 6, at 5.

