











have no direct cause of action against directors or officers, and
presumably professionals, whether the corporation is solvent or
insolvent.' To the extent that a corporation is insolvent, creditors
have the right to bring a derivative action in the name of the
corporation, though, just as stockholders can.*

B. The “Zone of Insolvency.” This unfortunate phrase
was coined by the Delaware Chancery Court in 1991, and never
defined. It has given rise to much hysteria over the years, and has
been cited for the principle that if a corporation is floundering,
and is close to insolvency, some kind of fiduciary duty to creditors
arises. The better view, as stated in the preceding section, is that
creditors have no cause of action, derivative or otherwise, if a
corporation is solvent, even while the corporation operates in the
“zone.” 4

B. Deepening insolvency. If the actions of parties caused
adebtor to become even more insolvent than it was, then—depend-
ing on the jurisdiction and the court—one of three alternatives
emerges: 1) there is such a cause of action,® 2) there is no such
cause of action, nor can deepening insolvency constitute a basis for
measuring damages, or 3) there is no such cause of action, but
deepening insolvency can constitute a measure of damages under
related causes of action.”” The law in this area is muddled, since the
Federal courts seek to determine the law of each state, usually by
guessing, sometimes resulting in apparently inconsistent decisions
within the same circuit. Where deepening insolvency is permitted,
either as a cause of action or as damages, there are—again—in-
consistent alternatives: sometimes only fraudulent conduct will
support an action,® though in other cases negligence will sustain
acomplaint.” In a thoughtfully exhaustive and nuanced opinion,
a local Bankruptcy judge has ruled that no such cause of action
is likely to exist in New Hampshire.”

C. Thedefense of in pari delicto (in New York, the “Wagoner
Rule”). If a corporation benefited from the improper or negligent
acts of others, it is precluded from then bringing an action against
those others, as it is inequitable to allow recovery by the beneficiary,
i.e., the corporation, for the actions of which it complains when it
was a participant in those very actions. Shearson Lebhman Hutton
Inc. v. Wagoner, 944 F2d 114 (2d Cir. 1991).

There are too many exceptions, and sub-exceptions, to the
doctrine of iz pari delicto to be included in this article. If the
doctrine applies, then anyone who finds him or herself in litiga-
tion will have a significantly complex research project ahead!

VI. CONCLUSION

Attorneys need to be conscious of the financial health of their
own clients, as well as those of parties with whom their clients
interact. Dealing with insolvent parties can expose a lawyer to
ethical and litigation risks beyond those most lawyers routinely
face, and notwithstanding the best intentions of the lawyer. This
article is intended to provide examples of some of that risk, and to
assist attorneys in identifying difficult challenges that insolvencies
raise.
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