SUMMARY OF 02/03/04
1.
Creditor Protection Given Limited Liability.
· Creditors may need some protection as corp. managers and shareholders may have incentive to take $ and run given limited liability.

· Mandatory Disclosure – This is one method of trying to contain the incentive to take the $ and run by forcing disclosure.  Federal law requires disclosure for publicly traded corporations, but state law tends not to require this.  Note, of course, that voluntary creditors can also demand information before providing funds.

· Dividend Rules & Capital Regulation - limit on amount pay out in dividends to keep some amount of money within the corporation for the creditors.  Often work by not permitting corporation to issue dividends that leave corporation with less than stated capital after pay back liabilities or leave corporation insolvent (there are other variations too).  Query how much effect these rules may have as can change stated capital amount fairly easily?  Rules may in essence force disclosure of plans to reduce stated capital which may have effects on stock price and acceleration of debt if possible. 

· Note terms such as stated capital, par value stock, surplus capital and retained earnings.

2.
Standard Based Duties – Director Liability:

· Fiduciary Duty to creditors near insolvency - managers owe Fiduciary Duty to corporation, but corporation is not a person -- who does this normally mean? We want to maximize corporate value and those who generally have the best incentive to do this are junior equity (common stock), but near insolvency things can change. 

· Example provided by Chancellor Allen highlights that sometimes what is in the best interests of the corporation as a whole (based on expected value calculations) – which here means to accept the settlement – may not be best for shareholders.  Consequently, shareholders interests diverge from corporate interests and it may make sense to expand the directors fiduciary duties in such cases to both shareholders and creditors. 

· If creditors received no protection from this kind of opportunism they may try to contract for protection and this might be too expensive.

· Although this may be plausible in the example Chancellor Allen gives, query how easy is it for a court to figure this out in each specific case? How great is the chance for court error?  Might a simple rule (e.g., directors only owe duties to shareholders) be easier to administer than the more nuanced approach suggested by Chancellor Allen?

3.
Standard Based Liability: Creditor Liability - Fraudulent Transfers.
· See U.F.C.A. and U.F.T.A.

· Basic concern - corporation near insolvency sends assets to third party or spends on some project where:  

· sell assets at less than reasonable equivalent value and

· corporation left with unreasonably small capital after sale

· Fraudulent Conveyance Norm - Implicit representation that assets of corporation, at time creditor contracts, stand behind the contract subject to reasonable wear and tear and reasonable distribution.

· This norm helps to lower costs of doing business because otherwise creditors will require specific restrictions and guarantees and this makes doing business costly.

· 1980's - LBOs (leveraged buy outs) - often look like Fraudulent Conveyance -- but need to be careful lest we discourage all LBOs -- some were efficiency - enhancing.  We’ll discuss these more later.

· Tobacco co’s spin offs arguably similar.  Spin-off involves placing some assets of corporation (called the “parent”) in a wholly owned subsidiary and then spinning off the shares of the subsidiary to the shareholders of the parent corporation.
4.
Standard Based Liability – Shareholder Liability - Equitable Subordination.
· Controlling shareholder (or other shareholder) lends $ to corporation often to try to improve priority on insolvency.

· Costello - the loan by controller/shareholder is subordinated to other creditors' loans.  Who is this designed to protect?  Most creditors already knew what was going on so they could have (and probably did) contract for their own protections.  There is little need to supplement that, is there?  However, there may be some small creditors (e.g., trade creditors) that would not be aware of what was going on and probably do not have an incentive to check (indeed it might be wasteful/costly if they did).

· Again, if allow controller to rearrange priority, trade creditors may take precautionary measures ex ante and make doing business more costly --- like concern behind Fraudulent Conveyance Norm.

5.
Standard Based Liability – Shareholder Liability - Veil Piercing.
· Veil piercing brings in new pool of assets whereas Fraudulent Conveyance and Equitable Subordination just bring back assets that were transferred out of corporation or rearrange priority.

· Contract Creditors – 2 factors
· Lack of Corporate Formalities -- co-mingle funds, under capitalization, thin formalities (Sea-Land, Kinney).

· Injustice/Inequity/Fraud -- lack of paying obligations is not enough (Sea-Land).

· Why need this second factor?  Perhaps concern with very small corporations with few shareholders that probably would not find it desirable to maintain many corporate formalities.   Also, maybe some creditors may know of the unity of interests too.  Such corporations would frequently meet first prong and might too easily have the corporate veil pierced.

· Arguably, cases (Sea-Land and Kinney) are wrongly decided because Sea-Land is case where creditor probably did not know Marchese was moving funds around so creditor could not easily protect self.  But in Kinney, the creditor knew dealing with corporation with zero assets and presumably could contract for protection.

· A couple of points to note about these cases.  Sea-Land involves a case of attempted reverse veil piercing.   Although the court rejects this approach query what are the advantages and disadvantages of permitting reverse veil piercing.  Kinney involved a case of double veil piercing, which the court permitted.  Are there differences of import between double veil piercing and reverse veil piercing?  In reverse veil piercing we may be attaching assets of other shareholders besides the shareholder who mingled funds, etc… .

· Also, Sea-Land is a summary judgment and on re-hearing Sea-Land can improve its chances for success.

