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SHIFTING BOARD DUTIES
FOR CORPORATIONS
OPERATING WITHIN THE
“ZONE OF INSOLVENCY”

by Hilary Bramwell Mohr'

Given the current economic climate, members of the Busi-
ness Law Section are likely seeing an increased number of
their clients worrying about thin cash flow and the threat
of insolvency. Business clients often have reason to worry
beyond their own balance sheets: the financial health of
customers, distributors, and others in a company’s chain
of business is critical as that company awaits payment for
valuable goods delivered and services rendered.

Companies are faced with numerous challenges and
decisions when potential or inevitable insolvency is on the
horizon, whether their own or that of akey business partner.
The nature of directors’ duties to a corporation operating
within the “zone of insolvency” or while insolvent-in-fact
is just one such challenging issue. A company’s directors
should take special carein discharging their fiduciary duties
while in the zone of insolvency. As creditors, companies
should also be aware that their avenues of recovery against
the companies they dobusiness with may be affected by the
conduct of that company’s board of directors. This article
will summarize directors’ duties when operating within the
zone of insolvency, as articulated primarily under Delaware
law, and will discuss the impact that director conduct—both
before and during corporate insolvency—has on creditor
claims in Washington.

Shifting duties when a company is in the “zone of
insolvency”

Directors must manage the affairs of a corporation for
the benefit of its shareholders in accordance with their
fiduciary duties of care, loyalty, and good faith to the cor-
poration. In very general terms, directors discharge their
duty of loyalty by avoiding (or disclosing and properly
handling) conflicts between their individual interests and
corporate interests. They discharge their duty of care by
acting as an ordinarily prudent person would act under
similar circumstances and by making informed decisions.
Finally, directors must perform their duties in a manner
they believe in good faith to be in the corporation’s best
interest. The businessjudgmentrule protects directors from
liability for decisions that are based on a rational business
purpose, provided thatthey did nothave a personalinterest
in the decision, were reasonably well-informed under the
circumstances, and rationally believed the decision was in
the best interest of the corporation.

When a corporation operates within the zone of insol-
vency or becomes insolvent, directors’ fiduciary duties are

said to shift to include creditors.? Recently, the Delaware
Supreme Court clarified that creditors are not owed distinct
fiduciary dutiesand donothave direct claims against direc-
tors for breach of their fiduciary duties; rather, creditors of
insolvent corporations have standing tosue derivatively on
behalf of the corporation for breaches of fiduciary duty.® If
one or more creditors brings suit, any recovery runs to the
corporation, not to the individual creditors for satisfaction
of their claims. Technicalities aside, if the board’s duties
did not shift to include creditors, a company’s manage-
ment would arguably have an incentive to take greater
risks with creditor dollars in order to return greater value
to shareholders, even if the possibility of any increase in
return was remote.*

The board’s position in an insolvent company has often
been likened to that of a trustee who holds the corpora-
tion’s assets in trust for the benefit of the corporation’s
constituents, and specifically its creditors.” A few courts
have described the board’s duties as shifting exclusively
to creditors because, at least in an insolvent corporation,
the shareholders’ equity interests are worthless and credi-
tors are therefore the residual owners of corporate assets.®
Courts in other cases have explained that directors must
manage the corporation in a manner that considers the
benefits of all corporate constituencies’ rather than just
the shareholders, and must maximize the value of the
enterprise as a whole rather than maximizing shareholder
value.® Directors are prohibited from acting in preference
of one constituency or one creditor at the expense of others
and are most acutely scrutinized for transactions in which
the directors prefer themselves (whether as creditors or
shareholders) or other insiders.’

What it means to be in the “zone of insolvency”

Just as courts disagree about the precise nature of di-
rectors’ duties when a company is insolvent or within the
zone of insolvency, they also differ in their perception of
the precise moment when the directors” duties shift.

Courts primarily use two tests to determine whether a
corporation is insolvent: 1) the “balance sheet test,” under
which the fair market value of total liabilities exceeds the
fair market value of total assets, and 2) the “equitable in-
solvency” test, under which a company is insolvent if it is
unable to pay its debts in the ordinary course of business.!
Both tests are imperfect. The balance sheet test presents
valuation problems. The equitable insolvency test could
render a company insolvent simply on account of short-
term cash flow problems or, paradoxically, could make an
unhealthy company appear solventifitis timely paying its
liabilities butis doing so with cash generated by liquidating
its assets. Courts tend to combine the two tests such that if
insolvency would result under either standard, directors’
duties shift to include creditors.

... continues ...
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Shifting Board Duties for Corporations Oper-
ating within the “Zone of Insolvency” continued

Acorporation may be within the “zone” of insolvency, as
opposed to being insolvent-in-fact, if it is operating in the
“vicinity of insolvency,”" when the company is “technically
solvent but insolvency was approaching and...only a few
daysaway,”'? or when theboard is considering taking some
action thatis expected to render the corporationinsolvent.”
Courts again resort to applying the balance sheet and eq-
uitable insolvency tests to determine whether a proposed
transaction or act would render the company insolvent. If
insolvency is expected to result under either test (or both)
at the time the transaction or act was contemplated, the
company was operating in the “zone of insolvency,” and
the directors” duties shifted to include creditors.

Acourtmay also apply the “unreasonably small capital”
test, which examines whether the company is sufficiently
capitalized to support its operations or obtain financing to
do so. Under that test, if a transaction “makes insolvency
reasonably foreseeable” or creates an “unreasonable risk
of insolvency,” directors’ duties shift to include creditors
at the point they knew the transaction, if consummated,
would render the company insolvent." Thus, even if a
company is perfectly solvent at the moment a board is
contemplating a transaction and the board would not
otherwise owe fiduciary duties to creditors, if the transac-
tion would render the company insolvent, the directors’
approval of the transaction is probably a breach of their
duties to creditors. If a board is raising questions about
insolvency or impending insolvency, it may be prudent to
operate the corporation as if in the zone of insolvency and
consider creditors’ interests when evaluating a proposed
course of action.

For directors, the primary lesson from “zone of insol-
vency” cases in Delaware and other jurisdictions is to be
particularly diligent in considering and discharging their
duties to the company. When dissolution or insolvency
proceedings result, it is likely that board conduct and
decision-making leading up to insolvency will be scru-
tinized. Directors should therefore fastidiously maintain
recordsrelated to any proposed corporate actions, consider
carefully how any decision will impact the corporation’s
constituents (including creditors), obtain outside advice,
and keep clear and accurate minutes of board decisions.
Directors should also avoid transactions in which they
have an interest, as self-dealing or insider preferences
are at the heart of essentially every “zone of insolvency”
breach of duty case.

For creditors, the primary lesson from these same cases
is that proper exercise of a debtor company’sboard’s duties
includes consideration of creditor interests, and breach of
fiduciary duty claims may provide an alternate theory of
recovery for creditors in pursuit of payment.

10

Distinctions in Washington Law

For practical purposes, the lessons from other jurisdic-
tions regarding claims for breach of fiduciary duties will
apply to directors and creditors of Washington corporations.
Proving or disproving creditors’ claims under Washington
law ofteninvolves rigorous scrutiny of board actionsleading
up to insolvency. But interestingly, Washington courts do
not appear to recognize creditor standing to sue directors
derivatively on behalf of the corporation.

Early Washington cases applied the trust fund doctrine.
As in other jurisdictions, an insolvent corporation’s assets
were deemed held in trust for the benefit of creditors, none
of which could receive preferential treatment over others,
and this trust was seen as giving rise to fiduciary duties to
creditors.” For example, in Hein v. Gravelle Farmer’s Eleva-
tor Co.,'® the board of an insolvent corporation approved
payments toward notes held by members of the board. A
receiver was subsequently appointed, and the trial court
held that the receiver should recover the payments made to
the board members because such payments were preferen-
tial. The Supreme Court affirmed, stating that the payments
made by the manager, as authorized by the board:

were not payments made in the ordinary course of
business by a solvent corporation. All the stockholders
and trustees knew the corporation was insolvent, and
their manager must be presumed to have known it.
This is...a case of a design on the part of the trustees to
protect their own interests at the expense of the other
creditors. As trustees, such conduct is a breach of that
faith to which the law holds fiduciaries, generally. The
legal ownership of the assets of a corporation is not
altered by the company’s insolvency, and the regular
agents of the company would still have the power of
representing it, and managing its property, for all au-
thorized purposes. But the equitable interests of the
shareholders and creditors are altered by the insolvency;
and the directors or managing agents, who originally
stood in a fiduciary relation to the company, become
placed in a fiduciary relation to its creditors. They can-
not secure to themselves any advantage or preference
over other creditors, by using their powers as directors
for that purpose. These powers are held by them in
trust for all the creditors, and cannot be used for their
own benefit."”

More recent authority has treated the trust fund doctrine as
dramatically circumscribed by preferential transfer law. In
Block v. Olympic Health Spa, the Court of Appeals observed
thatby enacting alaw for avoidance of preferential transfers,
the legislature had statutorily limited application of the
trust fund doctrine to two types of transfers: “first, all those
made during insolvency to a creditor having reasonable
cause to believe he was receiving a preference, and second,
all preferential transfers occurring within 4 months of the
date of application for appointment of a receiver.”'s
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Since the Block opinion, Washington’s legislature re-
pealed its preferential transfer law," and, like most states,
adopted the Uniform Fraudulent Transfers Act (UFTA).%
No subsequent case has addressed whether UFTA, like the
predecessor preferential transfer law, circumscribes Wash-
ington’s trust fund doctrine. Nor has a subsequent case
(including Block) negated the Hein Court’s observation that
directors of an insolvent company stand in a fiduciary rela-
tion to the company’s creditors. Itmay be happenstance that
the proper case for a Washington court to directly address
these issues has not arisen. Meanwhile, although receivers
and bankruptcy trustees may assert breach of fiduciary
duty claims derivatively on behalf of debtor corporations
for the benefit of creditors, no Washington jurisprudence
has developed wherein creditors were allowed standing
to assert such claims themselves.”!

Nevertheless, even though creditors in Washington
may not have standing to pursue breach of fiduciary duty
claims unless aided by a receiver or bankruptcy trustee,
directors should carefully discharge their fiduciary duties
if insolvency is on the horizon—and creditors should take
notice if there is evidence of breach of duty—for two basic
reasons.

First, if areceivership or bankruptcy results, the receiver
or trustee may scrutinize director conductand assertbreach
of fiduciary duty claims against the directors. A receiver
has the power to assert claims of the corporation,? and
may, on behalf of the corporation and for the benefit of
creditors, sue directors for breaches of fiduciary duty.®
Washington’s approach in the receivership setting is con-
sistent with Delaware law specifying that creditors have
derivative, not direct, claims for breach of fiduciary duty.*
If acompany instead goes into bankruptcy, the bankruptcy
trustee may avoid preferential and fraudulent transfers®
and may derivatively assert the debtor corporation’s
claims for breach of fiduciary duty against its directors.?
Any recovery from the trustee’s efforts will ultimately be
paid to creditors according to their priority and anything
that remains after creditors are paid in full will be paid to
shareholders.

Second, director conduct during or preceding insolvency
is likely to be scrutinized because other creditor claims
focus on many of the same factual issues as breach of fi-
duciary duty claims. For example, in the rare, appropriate
case, Washington courts, like courts of other jurisdictions,
will impose personal liability on corporate shareholders
or managing agents under the doctrine of corporate dis-
regard (piercing the corporate veil). Corporate disregard
may be applied where: (i) a corporation is intentionally
used to violate or evade a duty owed to another; (ii) there
is a causal connection between the intentional misconduct
and the harm that corporate disregard is necessary to re-
lieve; and (iii) the person a party seeks to hold liable had
actual control over, or dominated, the corporation to be
disregarded.” Much like breach of fiduciary duty cases,

11

corporate disregard cases will focus on director conduct
such as milking corporate assets, fraud, failure to follow
corporate formalities, and commingling of corporate and
personal assets.

A creditor’s action to avoid fraudulent transfers under
the Uniform Fraudulent Transfers Act® will also focus on
the same type of director conduct that would be relevant
in a breach of fiduciary duty case on the same facts. For
example, such actions will examine transactions in which
corporate assets are transferred to insiders and affiliates,
for less than reasonably equivalent value, with fraudulent
intent, ormade ata time when the corporation was insolvent
or would become insolvent as a result of the transfer.

Conclusion

Avariety of potential creditor claims are focused onboard
conduct during and preceding insolvency. Board conduct
may be scrutinized in the context of breach of fiduciary
duty claims asserted derivatively by creditors in many
jurisdictions, and by receivers or bankruptcy trustees in
Washington. Board conduct may also be scrutinized in the
course of proving creditors’ corporate disregard or UFTA
claims. In Washington, as well as other jurisdictions, direc-
tors wishing to minimize the potential for liabilities while
operating within the zone of insolvency should faithfully
discharge their fiduciary duties to the corporation—includ-
ing by considering creditors’ interests when contemplating
a proposed transaction—and creditors would be wise to
pay attention when directors fail to do so.

1 Hilary Mohr is an associate at Riddell Williams P.S. in Seattle.
Her practice focuses on bankruptcy, creditors’ rights, and
commercial litigation.
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