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This article discusses a recent case that addresses whether
and to what extent the interests of creditors must be con-
sidered in decision-making for nearly insolvent corpora-
tions, providing much-needed guidance for those steering
corporations through troubled times.

number of courts have grappled

with issues pertaining to the fi-

duciary duties of corporate direc-
tors and officers to the creditors of finan-
cially distressed corporations. In No-
vember 2004, the Delaware Chancery
Court again addressed the issue in Pro-
duction Resources Group, L.L.C. v. NCT
Group, Inc' Production Resources pro-
vides directors and their counselors with
much-needed guidance for steering cor-
porations through troubled times.

The recently retired Chief Justice of
the Delaware Supreme Court, Norman
E. Veasey, noted the challenging nature
of issues involving whether and to what
extent corporate directors must consid-
er the interests of creditors when a cor-
poration is in the vicinity of insolvency?
Colorado courts have vet to publish a de-
cision expressly addressing fiduciary du-
ties of corporate directors to creditors of
nearly insolvent entities. However, inas-
much as Delaware law often influences
decisions on corporate fiduciary duty in
Colorado, as in other jurisdictions, Colo-
rado practitioners may benefit from that
jurisdiction’s seasoned review of this
challenging area.

This article is intended to provide
practitioners with a basic understanding
of what fiduciary duties may be owed by
corporate directors of corporations that
either are insolvent or approaching in-
solvency. It reviews the Production Re-
sourees ease, where the court conducts a
robust discussion of whether: (1) direc-

tors must consider the interests of credi-
tors in making decisions for nearly-in-
solvent corporations; (2) exculpatory pro-
visions typically included in the debtor’s
articles of incorporation will insulate the
directors of insolvent corporations from
creditors’ claims; (3) the business judg-
ment rule will apply to decisions made;
and {4) various claims made by creditors
are generally derivative or direct.

Fiduciary Duties to

Creditors: Background

The nature of the fiduciary duties
owed by directors to a corporation’s cred-
itors, whether the corpaoration is solvent
or insolvent, is generally established. Ab-
sent special circumstances, directors
typically do not owe duties to creditors of
a solvent corporation beyond the rele-
vant contractual terms.” However, when
a corporation becomes insclvent, direc-
tors become subject to fiduciary obliga-
tions to creditors.? Moreover, under Colo-
rado law, if a corporation is insolvent, its
directors are deemed to be trustees for
the corporation and its creditors.®

Approximately twelve years ago, the
Delaware Court of Chancery first ad-
dressed the murky area of the fiduciary
duties owed by directors of a Delaware
corporation fo its creditors when the cor-
poration is in the tenuous “zone” or “vicin-
ity” of insolveney. In Credit Lyonnais
Bank Nederland, NV, v. Pathe Commuini-
cations Corp.* the dispute arose in the
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context of a leveraged buyout of MGM-
Pathe Communications Co. “MGM™). In
an opinion authored by then-Chancellor
William T: Allen, the court determined that
the corporation had begun to falter finan-
cially almost immediately after consum-
mation of the buyout transaction.

In a now well-known footnote—footnote
55—the Chancellor remarked that the
specter of insolvency can do “curious
things to incentives” and that creditors
could be exposed to “risks of opportunistic
behavior”? To demonstrate, the court con-
structed a detailed example of how the in-
terests of a corporation’s stockholders
might differ from those of its creditors. It
posed a hypothetical where a corporation
with an equity value of $3.55 million and
$12 million owing to bondholders had a
$51 million judgment (its only asset) cur-
rently being appealed by a solvent entity.
This judgment had an expected value on
appeal of $15.55 million, and an offer to
settle was available at $12.5 million.®

In this circumstance, preferences of
creditors would differ considerably from
those of the stockholders. The court specu-
lated that creditors likely would favor a
settlement offer of anything above $12.5
million. However, stockholders probably
would oppose anything at or approximat-
ing that amount, because they would re-
ceive substantially no benefit. In fact, it
was surmised that stockholders might
even oppose a settlement at $17.5 million.”

The court rationalized that if the corpo-
ration’s “community of interests” was con-
sidered, a settlement offer should be ac-
cepted if it were available at $15.55 mil-
lion or above.!? Under this hypothetical,
the court indicated that if the directors
were to consider only the interests of the
corporation’s stockholders, the above re-
qult would not be reached. Thus, the court
remarked that

liln managing the business affairs of a
solvent corporation in the vicinity of in-
solvency, circumstances may arise
when the right (both the efficient and
the fair) course to follow for the corpo-
ration may diverge from the choice that
the stockholders (or the creditors, or the
employees, or any single group interest-
ed in the corporation) would make if
given the opportunity to act.”! (Empha-
sis added.)

Concluding that MGMs chief executive
officer was “appropriately mindful” of the
potential differing interests between the
corporation and its 98 percent stockhold-
er, the court recited that “{alt least where
a corporation is operating in the vicinity

of insolvency, a board of directors is not
merely the agent of the residue risk bear-
ers, but owes its duty to the corporate en-
terprise.”?

Defining the ‘“Zone” or
“Vicinity” of Insolvency

There currently exists no universally
accepted test for determining whether a
corporation is operating in the “zone” or
“vicinity” of insolvency. However, Dela-
ware courts expressly have eschewed the
theory that the zone of insolvency com-
mences with the initiation of a proceeding
in bankruptey. Instead, they have opted
for a determination based on whether the
corporation is “insolvent in fact.”? Two
tests have been used to determine insol-
vency issues: the balance sheet test and
the equitable (cash flow) teat.*

Balance Sheet Test

In the “balance sheet” test, courts ad-
dress whether a corporation’s liabilities
exceed the reasonable market value, or
“fair value,” of its assets.'® In applying the
balance sheet test, courts must consider
how fair value will be determined under
the applicable circumstances. For exam-
ple, whether a corporation’s assets are val-
ued on a going-coneern hasis or a liquida-
tion basis can produce significantly differ-
ent results. Citing In re MFS/Sun Life
Trust-High Yield Series,'® the court in Joy
Recovery Technology Corp. v. Chang" re-
marked that, as a general rule, fair mar-
ket value (that is, the value a willing buy-
er would pay for the assets as a going con-
cern) should be used to value assets
“unless a company is an its deathbed.™®

Even assuming the position articulated
in Joy Recovery were to be adopted as the
general rule in other jurisdictions, a num-
ber of additional factors must be consid-
ered in arriving at fair value. These likely
would include methods of discounting and
adjustments to income—both of which
make the determination of when a corpo-
ration is insolvent, or in the zone of insol-
vency, a difficult and uncertain proposi-
tion. Moreover, the Delaware Court of
Chancery has recognized that it would be
impracticable for the sole indication of in-
solvency to be whether a corporation’s li-
abilities exceeded its assets, particularly
when considering the business realities
commen with start-up companies.®

Equitable (Cash Flow) Test
Courts also have applied an “equitable”
test {sometimes referred to as a “cash
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flow” test) to evaluate whether a corpora-
tion is able to pay its debts as they come
due.® Under the equitable test, a compa-
ny would be deemed to be insolvent if it
wasg unable to pay its debts as they fell
due in the usual course of business.™

The Pereira Decisions

Purporting to apply Delaware law, the
court in Pereira v. Cogan {“Pereira I} ap-
plied both a balance sheet test and a cash
flow test in determining that the debtor
had been operating in the zone of insal-
vency for nearly all of its existence.?® In
applying this cash flow test, the court re-
viewed: (1) whether the debtor corpora-
tion was able to pay its debts as and when
they became due; and (2) the debtor cor-
poration’s ability to obtain enough cash to
pay for its projected obligations and fund
its business requirements for working
capital and capital expenditures with a
reasonable cushion to cover the variability
of its business needs over time.*

Because the foregoing cash flow test
evaluated the corporation’s ability not on-
Iy to pay its curvent hills, but also to meet
anticipated working capital needs and
pay future obligations, the court in the re-
cently decided Pereira IT case® concluded
that the cash flow test did not comport
with either the balance sheet or equitable
tests under Delaware law.® As a result,
the Pereira I court determined the cash
flow test as applied could not be used to
determine whether a corporation is insol-
vent under Delaware law® 1t is unknown
how various courts will determine the is-
sue in the future, and there continues to
be considerable uncertainty in figuring
out when a corporation is within the zone
of insolvency.®

Pereira I also addressed fiduciary du-
ties issues. The case arose from an adver-
sary proceeding brought by Chapter 7
trustee Pereira against Marshalt 5. Co-
gan, who was the founder, former chief ex-
ecutive officer, and controlling sharehold-
er of Trace International Holdings, Inc.
(“Trace”), and other directors and certain
officers of Trace. The trustee alleged,
among other claims, breach of fiduciary
duties to creditors. Afier an exhaustive re-
view of the facts, the district court in
Pereira I held that the trustee had stand-
ing to bring a claim for breach of fiduciary
duty on behalf of the corporation’s credi-
tors.? However, this decision was vacated
in Pereira IT on June 30, 2005, and the
case was remanded by the Second Circuit
Court of Appeals.’®
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The Production Resources

Decision

The years following the Credit Lyonnais
decision have been interesting ones, with
some commentators speculating that
Credit Lyonnais created an entirely new fi-
duciary duty owed to creditors by corpo-
rate directors.® The decision in FPereira I
appeared to support this concept.® Thus,
with mare than a little trepidation, practi-
tioners have awaited elarification of issues
left unanswered in Credit Lyonnais and
subsequent decisions of other jurisdictions.
Fortunately, Vice Chancellor Strine’s re-
view and analysis in Production Resourc-
es™ provides considerable guidance for
those counseling troubled corporations.

The dispute in Production Resources
argse in the context of an uncollected
debt. After years of frustrated attempts to
collect from defendant NCT Group, Inc.
(“NCT™" in the Connecticut state courts,
the plaintiff and then-judgment creditor
Production Resources Group, L.L.C.
(“PRG”) sought the appointment of a re-
ceiver for NCT from the Delaware Court
of Chancery.

In its Delaware pleadings, PRG also ar-
gued that the directors and a key non-di-
rector officer of NCT had breached a num-
ber of fiduciary duties, which PRG alleged
were owed to creditors due to NCT’s al-
leged insolvency. PRG argued it had
standing to bring claims for breach of fi-
duciary duty directly against the directors
and that such claims were not barred by
exculpatory provisions contained In the
debtor’s certificate of incorporation. Al-
though the case involved the court’s con-
sideration of the defendants’ motion to
dismiss, and therefore did not represent
an ultimate decision on the merits, the
court nonetheless embarked on a thor-
ough review of fiduciary duty in the con-
text not only of insolvent corporations, but
also of corporations deemed to be in the
zone of inselvency.

NCT was a publicly traded Delaware
corporation with its principal place of
business in Connecticut.™ A technology
and commiinications company incorporat-
ad in 1986, the court found NCT to have
been operating at a deficit since at least
1998.% The finding was based in part on
information included in NCT’s public fi-
ings, which included NCT's acknowledge-
ment that it was unable on numerocus oc-
casions to repay debt as it came due.

From at least 2001, NCT and its affili-
ates were kept afloat by funds provided by
one primary creditor, Carole Salkind. Al-

though Salkind was not an officer or di-
rector of NCT (apparently Salkind was a
legal secretary whom the court believed
had “dubious” means to account for the
milHons of dollars of capital infused into
NCT), she was alleged to be married to a2
one-time NCT director. In exchange for
capital provided by Salkind, NCT deliv-
ered convertible notes to her.

Upon NCT’s default thereof, it secured
the Salkind notes with liens on the corpo-
ration’s assets and Salkind became a se-
cured creditor of the corporation. In addi-
tion to the convertible notes, NCT and a
number of its subsidiaries entered into
various consulting agreements with
Salkind’s spouse and son pursuant to
which aggregate payments of $240,000
per year (plus warrants and options for
NCT stock) were allegedly paid.

Recognizing that on a fully diluted ba-
sis, Salkind beneficially owned substan-
tially more shares than NCT's charter au-
thorized, the court supported the plain-
tiff’s allegation that Salkind was NCTs de
facto controlling shareholder. NCT's chief
financial officer admitted in deposition
testimony that funds provided by Salkind
often were deposited into the accounts of
NCT's subsidiaries instead of NCT, “pre-
cisely to frustrate the ability of PRG to col-
lect on debts due it from NCT™

Regarding NCT’s management, the
court assumed {at least for the pleading
stage) that, at a minimum, the two inside
NCT directors—who also served as the
corporation’s chief executive officer and
president and earned substantial salaries
and bonuses from NCT, notwithstanding
its financial status—must have known of
Salkind's de facto contrel over NCT. Citing
a combination of conduct that generated
an “aroma of fiduciary infidelity,™7 the
court found a patiern of improper self-en-
richment at NCT based on the payment of
the executives’ compensation, the corpo-
ration’s default of its obligations to PRG,
and the payments to parties related to
Salkind.

Stating that disposition of matters
raised in Production Resources depended
on a proper understanding of the nature
of claims that belong to corporations and
the reasons creditors are accorded the
protection of fiduciary duties when corpo-
rations become insolvent, the court em-
barked on a detailed review and analysis
of these issues. The court recited a general
statement of law that creditors typically
may not allege fiduciary duty claims
against corporate directors who, as fiduci-
aries, may pursue the course of action
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they believe best for the corporation and
its stockholders, as long as the directors
honor the legal obligations they owe to the
company’s creditors in good faith.3® After
reviewing the seminal Credit Lyonnais
decision,® the court stated that the Credif
Lyvonnais holding and spirit clearly em-
phasized that directors would be protect-
ed by the business judgment rule if they,
in good faith, pursued a less risky busi-
ness strategy, precisely because they
feared that a more risky strategy might
render the firm unable to meet its legal
obligations to creditors and other con-
stituencies.*

The court concluded that the decision in
Credit Lyonnais was not intended to ex-
pand the fiduciary duty claims to which
corporate directors would be exposed. In-
stead, it was designed to reflect a “shield”
for directors against stockholder claims
that directors had a duty to undertake ex-
treme risk, as long as the company would
not technically breach any legal obliga-
tions. !

Without discussion, the Production Re-
sources court acknowledged that the Dela-
ware Supreme Court had presented a dif-
ferent view on the issue of what consider-
ation directors should give to the interests
of creditors of an insolvent or nearly insol-
vent corporation in Omnicare, Inc. v. NCS
Healtheare, Inc.*2 Omnicare arose from a
review of deal protection measures adopt-
ed by a corporation’s directors in connec-
tion with the sale of the financially dis-
tressed NCS Healtheare, Inc.

The corporation’s directors conducted
an extensive market search and located a
buyer (Genesis Health Ventures, Inc.) that
not only agreed to a purchase price suffi-
cient to liquidate debts due to creditors,
but also would make a substantial pay-
ment to the corporation’s stockholders.
Having been relegated to the role of a
stalking horse for Omnicare, Inc. in an-
other transaction, Gemini conditioned its
purchase offer on a locked-up deal.
Thwarted in its eleventh-hour attempt to
win the deal by means of a tender offer,
Omunicare sued to stop the propoesed merg-
er between Gemini and NCS Healthcare.

In an unusual split decision, the major-
ity (applying a standard of enhanced
scrutiny) held that, together, the merger
agreement and controlling stockholders’
voting agreement created an absolute
lockup that resulted in the negation of a
“fiduciary out” provision, which the major-
ity determined constituted a breach of fi-
duciary duty by the corporation’s direc-
tors.* "The majority decision in Cmnicare



2005

Business Law Newsletter

65

has been criticized by some commenta-
tors,# and then-Chief Justice Veasey (who
vigorously dissented in Omnicare) has
stated that even under the standard of en-
hanced scrutiny applied by the majority
{with which standard the then-Chief Jus-
tice disagreed), the directors’ conduct
should have been upheld, particularly be-
cause of the “dilemma facing the board in
view of [the corporation’s] speeter of insol-
vency.™®

Some believe the Omnicare decision
may have signaled a trend of examining
board conduet more closely under a stan-
dard of enhanced judicial scrutiny,* and
many have urged that the decision be lim-
ited to its unique facts. Indeed, while not
likely representative of a sea-change, a
possible retreat or limitation of Omnicare
may be evidenced by the recent decision
in Orman v. Cullman ¥

Nature of Claims:
Derivative or Direct

In addressing the nature of claims
brought against corporate directors by
creditors, the Production Resources court
eoncluded that a corporation’s insolvency
does not change the primary object of the
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directors’ fiduciary duties: the corporation
itself:* However, a corporation’s insolven-
cy makes the creditors (as opposed to
stockholders} the prineipal constituency
that would be injured by breaches of fidu-
clary duty resulting in a reduction of the
company’s value. Thus, creditors have
standing to pursue claims based on such
breaches.*®

Because the corporation remains the
abject of the directors’ fiduciary dufies, the
Production Resources court indicated that
creditor claims based on breaches of such
duties typically would be derivative.® In
so stating, the court cited the 2004 Dela-
ware Supreme Court case of Tooley v
Donaidson, Lufkin & Jenrette, Inc®

Tooley represents a departure from the
historic “special injury” test used to deter-
mine whether claims should be direct or
derivative. Tooley instead adopted a two-
part test for making such determinations,
which evaluates whether the corporation
or suing stockholders, individually: (1) suf-
fered the alleged harm; and (2) would re-
ceive the benefit of any recovery or other
remedy.*2 The Teoley court further stated
that any direct injury claimed must be
“independent of any alleged injury to the
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corporation,” and that a stockholder
claiming direct injury must “demonstrate
that the duty breached was owed to the
stockholder and that he or she can prevail
without showing an mjury to the corpora-
tion.™

Before relyving on the notion that
breach of fiduciary claims brought by
creditors against corporate directors are
squarely derivative, practitioners shonid
note that the Production Resources court
also recognized circumstances may exist
where directors display a “marked degree
of animus” toward a particular creditor
such that the directors expose themselves
to direct creditor claims.> For example,
NCT's chief financial officer admitted that
capital infused by de facto controlling
shareholder Salkind was deposited into
accounts of NCT subsidiaries with the ex-
press purpose of frustrating PRG's ability
to collect debt owed to it by NCT. This cre-
ated a “flavor” of self-dealing and a suspi-
cious pattern of dealing, raising the legiti-
mate concern that the NCT board was en-
gaging in preferential treatment of
Salkind.® Accordingly, the court would
not rule out the possibility that PRG could
prove the NCT board had engaged in con-
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duct supporting a direct claim by PRG, as
a particular creditor, for breach of fiduci-
ary duty:*

Certain facts alleged by the plaintiff
creditor in New Crawford Valley, Ltd. v
Benedict are not dissimilar,’” although ar-
guably the defendant directors in New
Crawford benefited more directly from
their actions than did the directors in Pro-
duction Resources.™ In New Crawford,
the plaintiff’s allegations included, among
other things, that when the debtor corpo-
ration was, in fact, insolvent, the defen-
dant directors caused a corporate debtor
to make payments due to the corporation
to a separate corporation, of which defen-
dant directors were the sole shareholders.
The plaintiff alleged this was done to de-
feat the claims of plaintiff and other credi-
tors.”®

The court reiterated that in such cir-
cumstances, the directors’ duty requires
that they not transfer corporate property
for their own benefit (even if they are the
sole shareholders), thereby defeating a
creditor’s claim,® and that directors who
breach this duty are personally liable fo
the creditor for such malfeasance.® The

New Crawford court did not reach a deci-
sion on the merits of the case; it remanded
the case for further proceedings consistent
with the views set forth in the opinion. ®
Thus, the court did not address the issue
of whether the plaintiff’s claims would be
direct or derivative.®®

Acknowledging again that when a firm
is insolvent the directors owe fiduciary
duties to creditors, the Production Re-
sources court expressed concern over the
content of the fiduciary duties owed.® In
discussing the issue, the court concluded
that directors must retain the right to en-
gage in good faith negotiations with credi-
tors.55 Additionally, citing the 1931 case of
Asmussen v. Quaker City Corp.," the
court recognized circumstances may exist
where directors appropriately prefer par-
ticular creditors over others of equal pri-
ority, as long as that decision is not moti-
vated by self-interest.5

Implications of
Exculpatory Provisions

The court in Production Resources also
considered the implications of exculpato-
ry provisions in a corporation’s certificate

'NATIONAL FIRM, LOCAL STRENGT |

Valuation and Forensic Accounting

st and largest accounting frm you might not know. We are the
¢ firi pationally, and the fifth largest in Denver, We have the laigest,
g valiation and forensic accounting group in the Rocky Mountains.
Pra ce Has a dozen full-time professionals with the following cradentials -

' tant (CPA}, Accredited in Business Valuation {ABV), Accredited Serior
jer (ASA, AM), Chartered Financial Analyst (CFA), Certified Fraud
& Valuation Analyst {CVA).

" For more information, please contact -

C. Carey, CPA s Robert E. Kleeman, Jr., CPA/ABY, ASA, CVA « Benjamin D. Miller, ASA
ST 30%779-5710

COUNT ON INSIGHT™

- .. .. o Cartificd Pubd Accountanta & Ceosolterts

" www.cliftonvis.com

66 / The Colorado Lawyer / Septemher 2005 / Vol. 34, No. 9

of incorporation and under applicable law.
Tt determined that although creditors are
not specifically mentioned in the exculpa-
tory provisions of Delaware General Cor-
poration Law (“DGCL") § 102(b)(7),%
these provisions nonetheless apply, re-
gardless of whether derivative claims for
breach of fiduciary duty are brought by
stockholders or creditors.®

The Production Resources court consid-
ered the reasoning of the district court
opinion in a related case, and as restated
in Pereira 1,” that creditors have no op-
portunity to negotiate the provisions of a
corporation’s charter, and thus should not
be bound by its exculpatory provisions.’
Acknowledging strong disagreement with
this position, the Production Resources
court recited a number of existing meth-
ods creditors may use to protect them-
selves, including negotiated contractual
rights, strong covenants (as well as the
implied covenant of good faith and fair
dealing), liens, and the laws of fraudulent
conveyance.’”

Moreover, the court in Production Re-
sources stated that the “statutorily-au-
thorized” protections of exculpation are
most needed in situations where the cor-
poration is insolvent, because directors
otherwise could be subject to after-the-fact
hias and unwarranted conctusions that
they acted with less than due care if their
strategies do not succeed.™ The court also
noted that allowing exculpatory provi-
sions to bar creditors’ claims does not up-
set their expectations, inasmuch as credi-
tors ordinarily have not bargained to col-
lect the corporation’s debts from the
directors or officers.™

Returning to the facts of the case at
hand, the court concluded that, absent
special circumstances, claims involving al-
leged breaches of the duty of care would
be barred by the exculpatory provisions of
DGCL § 102(b)(7) and the NCT charter.
Also absent special circumstances, the
court indicated the business judgment
rule would apply to the decisions of the
corporation’s directors.” Following estab-
lished Delaware statutory and case law,
the court recognized that certain claims
cannot be exculpated, including those
based on alleged acts or omissions not in
good faith and those invelving intention-
al misconduct or a knowing violation of
law {such as breaches of the duty of loyal-
ty ).

Applying these principles to the allega-
tions presented in the PRG amended
complaint, the Production Resources court
found, among other things, that the fol-
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lowing were suggestive of self-interest
and bad faith: (1) the funding of NCT
through de fucto shareholder Salkind; (2)
the deposit of funds from Salkind into
subsidiary accounts to avoid collection ef-
forts by PRG; and (3) the substantial com-
pensation paid to the corporation’s inside
directors for services rendered as chiefex-
ecutive officer and president. Accordingly,
the court held that the complaint set forth
a cognizable claim for breach of fiduciary
duty.”

Notwithstanding its comprehensive
analysis of issues involving the zone of in-
solvency cases, the facts presented in Pro-
duction Besources did not require an ex-
ploration of what the court termed the
“metaphysical” boundaries of the zone of
nsolvency.” Therefore, although instrue-
tive, the discussion of fiduciary duties re-
lating to the zone of insolvency in Produc-
tion Resources may still be regarded as
dicta. Moreover, although opinions of the
Delaware Court of Chancery are afforded
great deference, the ultimate answer on
what fiduciary duties are owed by direc-
tors of corporations in the zone of insol-
vency must be determined, as it relates to
Delaware corporations, by the Delaware
Supreme Court, which has yet to directly
address the issue.”™

Other Considerations

Although notable for its comprehensive
evaluation and analysis of many areas in-
volving the duties of directors of dis-
tressed corporations, the court in Produc-
tion. Resources did not address a number
of issues relating to the zone of insolven-
cy. Following is a brief discussion of select
cases practitioners may find helpful in
dealing with corporate insider matters, at-
torney liability, and joint liability.

Corporate Insider Issues

One circumstance not addressed by the
court in Production Resources is the rela-
tively common situation where a corpo-
rate insider also is a creditor.™® The Dela-
ware Court of Chaneery in Odyssey Part-
ners, L.P. v. Fleming Companies, Inc.
(“Odyssey Partners IT")* dealt with such
a situation. Odyssey Partners Il involved
a suit brought by minority stockholders
against corporate directors and a majority
stockholder who alse was a corporate
creditor. Citing the following finding in a
related case involving the same parties,™
the court recited that

fiduciary obligation does not require

self sacrifice. More particularly, it does

£ Thomas A. McEwen, 1.D., M.Div.

not necessarily impress its special limi-
tation on legal powers held by one oth-
erwise under a fiduciary duty, when
such collateral legal powers do not de-
rive from the circamstances or condi-
tions giving rise to the fiduciary obliga-
tion in the first instance. Thus one who
may be both a creditor and a fiduciary

(e.g., a director or controlling sharehold-

er) does not by reason of that status

alone have special limitations imposed
upon the exercise of his or her creditor
rights.® (Emphasis added.)

In apparent coniradiction, another
court, in Conginuing Creditors’ Committee
of Star Telecommunications, Inc. (“Star
Telecom™),™ citing Cede & Co. v. Techni-
colon,® espoused that a director’s duty of
loyalty

mandates that the best interest of the

corporation and its shareholders takes

precedence over any interest possessed
by a director, officer or controlling
shareholder and not shared by the
stockholders generally.® (Emphasis
added.)
Interestingly, the Star Telecom court also
found unsupportable the premise as al-
leged by the plaintiff that a director who
owns significant stock cannot cast a disin-
terested vote ™7

Representatives of private equity and
venture capital firms frequently serve (in
fact, these firms expressly bargain for the
right to have their representatives serve)
as directors of the firm’s portfolio compa-
nies. Individuals designated to serve as di-
rectors often are also directors or officers,
and at times stockholders, of the private
equity/venture capital firm. Further, it is
common for the structure of iInvestments
in portfolio corporations to include a debt
layer. These common business realities
may signal a possible conflict of interest.®

Rather Avoid Litigation? Try Mediation!

Such a conflict may provide fertile ground
for possible breach of loyalty claims that
arise from self-dealing and attempt to cir-
cumvent possible protections available
through exculpatory provisions that bar
duty of care claims.

Surely, the expectation of investors and
the companies they support is not that in-
vestors must set aside their firms’ inter-
ests when they serve as portfolio compa-
ny directors, even when the corporations
become financially distressed. In faet, this
arguably is the very time the investors
most need to protect their interests.®®
However, cases such as Cede and Star
Telecorn fail to account for how the expec-
tations of investors will be preserved.
Thus, it is not unlikely that more disputes
may arise over issues of how these groups
may act to protect their individual inter-
ests as stockholders and creditors, while
simultaneously fulfilling fiduciary duties
as corporate directors. This issue is partic-
ularly thought-proveking in situations
where the corporation has no independ-
ent directors to whom such decisions can
be delegated.®

Attorney and Joint Liability

Practitioners counseling insolvent cor-
porations or corporations within the vicin-
ity of insolvency should be mindfil of pos-
sible claims that may be brought against
them for aiding and abetting alleged
breaches of fiduciary duty of the corpora-
tion's directors. A recent case decided by
the Colorado Court of Appeals, Anstine v.
Alexander ®! is instructive,

Anstine involved an appeal of a verdict
of jeint liability in connection with a de-
termination that corporate counsel had
aided and abetted a breach of fiduciary
duty of the corporation’s president. In ap-
plicable part, the suit at the trial court lev-

CONCORDAT RESOLUTIONS, LLC
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Mediations, Using Facilitation Model of Mediation. We have
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el involved claims for breach of fiduciary
duty brought by a bankruptey trustee
against the president of a bankrupt corpo-
ration. In addition to claims made against
the president, the trustee alleged that the
corporation’s attorneys had committed
malpractice and had aided and abetted
the president’s breach of fiduciary duty.®
The jury found for the attorneys on the
malpractice claim, but against them on
the issue of aiding and abetting the presi-
dent’s breach of fiduciary duty.

The Colorado Court of Appeals consid-
ered whether the trustee had standing to
pursue claims against the attorneys for
aiding and abetting the president’s breach
of fiduciary duty, and concluded in the af-
firmative.® The court disagreed with the
attorneys’ argument that they could not
be Liable to the corporation’s creditors for
aiding and abetting the president’s breach
of fiduciary duty because the attorneys did
not owe a duty to the third-party credi-
tors. ™

Relying on Holmes v. Young,” the Ans-
tine court identified a three-prong test for
a claim for aiding and abetting a breach of
fiduciary duty, requiring: (1) breach by a
fiduciary of & duty owed to the plaintiff; (2)
knowing participation in the breach by
the defendant; and (3) damages.”® Com-
menting that the duty of care owed by the
attorneys to their corporate client did not
emanate from the fiduciary duty owed by
the corporation’s president to the corpora-
tion, the court concluded that the attor-
neys nonetheless could be found to have
aided and abetted the president’s breach
of fiduciary duty if the three criteria were
met, notwithstanding the jury’s finding
that the attorneys had not committed le-
gal malpractice vis-a-vis the corporation ¥’

The court noted that lawyers de not or-
dinarily owe fiduciary duties to non-
clients. However, the court also recognized
under Holmes that there is 1o require-
ment of a separate fiduciary duty for at-
torneys to be held accountable for aiding
and abetting the breach of fiduciary duty
of another who has such a duty.®

Regarding joint liability for damages
caused by the president’s breach of fiduci-
ary duty, the Anstine court concluded that
the elements necessary to establish an
aiding and abetting claim do not, as a
matter of law, inchude the elements neces-
sary to find joint liability under Colorado
law.® The court set aside the trial court’s
amendment to the judgment against the
attorneys whereby joint liability would
have been imposed. It remanded the case
for a new trial on the issue of joint liabili-

ty. As of this writing, the attorneys have
petitioned the Colorado Supreme Court
for certiorari. The Colorado Bar Associa-
tion has fled an amicus brief on the issue
of whether the Court of Appeals erred in
holding that an attorney can be liabletoa
non-client on a claim of aiding and abet-
ting the client’s breach of fiduciary duty
when the atforney properly discharged
his or her duties to the client.

Conclusion

In Colorado, it remains to be deter-
mined whether courts will follow Dela-
ware's lead in Production Resources or if
rulings of other jurisdictions will carry
more weight. Nonetheless, Production Re-
sources has much to teach regarding the
complex matters involved in guiding cor-
porations through financially troubled
times. However, many questions are still
unanswered regarding when corporations
will be deemed to be in the zone of insol-
vency and exactly how the directors of fi-
nancially distressed corporations will be
required to fulfill their fiduciary duties.
Nevertheless, those directors responsible
for shepherding companies in difficult
times may find that the decisions of Pro-
duction Resources, Pereira 11, and Orman
allow them to breathe just a bit easier.
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gio, 561 P.2d 367 (Calo App. 1977) (directors of
insolvent corporation owe duty to creditors of
their corporation not to divest corporate prop-

68 / The Colorado Lawyer / September 2085 / vol. 34, No. 9

erty for their own benefit and thereby defeat
corporate creditor’s claim).

6. Credit Lyonnais, No. 12150, 1951 WL
277613 (Del.Ch. 1991},
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294 B.R. 449, 519 (Bankr.S.D.N.Y. 2003)
{(“Pereira I, vacated and remanded, No. 03-
5035(L), 03-5055(CON), 2005 WL 1532318
(2nd Cir. 2005) (“Pereira II").

14. U.8. Bank Natl Ass’n v, U.S. Timberlands
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¢claims brought by the trustee against the de-
fandant officers and directors of the corperation
were equitable claims (trustee in Pereire [
sovght remedy of restitution} that did not re-
cuire & jury trial. The court in Peretro I, citing
the intervening decision of the U.S. Supreme
Court in Greas-West Life & Annuity Ins. Co. v.

Knudson, 534 U.S. 204 708 (2002), acknowl-
edged that actions for breach of fiduciary duty
are historically equitable. However, the court
found that the nature of the relief sought by the
trustee in Pereira II was really for compensa-
tory damages and not restitution (because the
defendants appealing the decision in Pereira [
were not personally enriched by controliing
shareholder Cogan's deeds). Pereira I, id. at *5-
9. This determination led to the vacation and
remand of Pereire 1.

23, Pereira I, supra, note 13 at 501-12, vacat-
ed and remanded on other grounds by Pereira
II, supra, nete 13.

24 Id.

95. Pereira 11, supra, note 13.

26. Id. at *12. See note 22, supra, for a dis-
cussion of the Second Circuit’s decision to va-
cate and remand Pereira . See also notes 27
and 30, infra.

7. Pereira IT, supra, note 13 at *12, Of im-
portance, however, the Seeond Circust stated in
dictum that although the cash flow test as ap-
plied in Pereira I, supra, note 13, did not apply
for purposes of the insolvency determination,

at least parts of the expert witness testimony
offered during the bench frial relating to the in-
solvency test likely would apply to the trustee’s
claims of improper payment of dividends and
stock redemptions under Delaware General
Corporation Law (“DGCL” §§ 160 and 174.
The Second Circuit instructed the district court
to determine this issue on remand, expressly
noting the district court’s identification of ap-
propriate standards for these determinations.
See also the Colorado Business Corporation
Act {“Colorado Act™) at CRS § 7-106-401(3).
Note also the provisions of CRS § 7-106-401{4)
{directors may base determination that distri-
bution would not be prohibited under CRS§ 7
106-401(3) on either financial statements pre-
pared on basis of “accounting practices and
principles that are reasonable under the cir-
curastances” or on fair valuation or other
method reasonable under the circumstances).

28. See Veasey, supra, note 2 at 1430 (“Thus,
when a corporation is in the vicinity of insol-
vency—whatever that is—creditors may be
considered fo be in the pool of residual owners,
and therefore become beneficiaries of the fidu-
ciary duties owed to the residential owners.™).
(Emphasis added.)

99, Pereira I, supra, note 13 at 521

30. Pereira II, supra, note 13 at #10-11, citing
Gever, supra, note 3 at 787-88 and Production
Resources, supra, note 1 at 792-93. The Pereira
I court hield that, “although corporate officers
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and directors owe fiduciary duties to creditors
when a corporation is insolvent in fact, these
duties do not expand the circumscribed rights
of the frustee, who may only assert claims of
the bankrupt corporation, not its ereditors.”
Pereira II, supra, note 13 at *10. See note 22,
supra, for a discussion of the Second Circuit’s
decision to vacate and remand Pereira L

31. See, e.g., Barondes, “Fiduciary Duties of
Officers and Directors of Distressed Corpora-
tions,” 7 Geo. Mason L.Rev. 45 (1998). See also
Hughes Hubbard & Reed LLP, “Duties to Cred-
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solvency’; No More Rubber Stamping, Please,”
Client Advisory {Aug. 2003) (Pereira is a wake-
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ithey can be personally liable to creditors for
failing to manage their business properly if the
company is in the *vicinity of insolvency.'”).

32, Pereira I, supra, note 13 at 449. See also
In re Toy King Diséributors, Inc., 2566 BR. 1
{Bankr.M.D.Fla. 2000} {finding presumption of
applicability of business judgment rule to have
been overcorne by self-dealing by defendant di-
rectors, court held that directors of Florida cor-
poration in vicinity of insolvency owe fiduciary
duty to corporation’s creditors).

33. Production Resources, supra, note 1.

34. As noted by the court, NCT's stock was
traded only on “pink sheets”; NCT did not file
financial statements with the Securities and
Exchange Commission. NCT also failed to hold
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reqular stockholders meetings, alleging the cor-
poration could not sustain the cost of noticing
and providing such meetings. Production Re-
sources, supra, note 1 at 772 and 778,

35. In an attempt to defeat allegations it was
inselvent or within the zone of insclvency, de-
fondant NOT atternpted to characterize itself
as a start-up entity. The cowrt recognized there
are cases suggesting that a company whose
halance sheet reflects liabilities in excess of its
assets might not be insolvent if the company
can raise money to pay its bills in a commer-
cially reasenable manner; nevertheless, the
court determined that the manner in which
NCT was keeping itself afloat was not com-
mercially reasonable. See Production Re-
sources, supra, note 1 at 779 and 782, See also
Francotyp-Postalia, supra, note 19 at 5.

36. Production Resources, supra, note 1 at
781.

37.Id.

38. Id. at 787.

39.1d. at 188-91.

40, Id.

41. Id. Interestingly, altthough Production
Resources is widely touted for its interpretation
of footnote 55 of Credit Lyonnats, supra, note 6,
as creating a “shield” for directors to insulate
them from certain stockholder claims, this
“shielding” concept was discussed earlier by
the bankruptey court for the Northern District
of [ilinais in the case of In re Ben Franklin Re-
tail Stores, Inc., 225 B.R. 646, 655 (N.D.HL
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1998}, amended and superseded, 2000 WL
28266 (N.D.I11. 20600) (“The chancellor's solu-
Hon was fo shield [such! directors from lability
to shareholders by declaring that their duty is
to serve the interests of the corporate enter-
prise, encompassing all its constituent groups,
without preference to any. That duty, therefore,
requires directors to take creditor interests into
account. .. "%

42, Omnicare, 818 A.2d 914 (Del. 2003}

43.Id. at 939.

44, See, ez, Veasey, supra, note 2 at 1458-65
(referencing at 1460 the view of commentator
Charles Hansen that the Omnicare dissent
“recognized reality”). See Hanson, “Omnicare .
NCS Healthcare: The Chief Justice Got It
Right,” Corp. (Oct. 15,2004 at 5. See also Grif-
fith, “The Costs and Benefits of Precommit-
ment: An Appraisal of Omnicare v. NCS
Healtheare,” Paper 15, U, Conn. School of Law
Working Paper Series (2004},

45, See, e.g., Veasey, supra, note 2 at 1458-65.

48, See Omnicare, supra, note 42 at 946
{Veasey, C.J., dissenting} (“[Olne hopes that the
tmlajority rule announced here—though clear-
Iy erroneous in our view—will be interpreted
narrowly and will be seen as sui generis.”).

47. Orman, No. 18039, 2004 Del. Ch. LEXIS
150 (Del.Ch. Oct. 20, 2004) {differentiating Om-
nicare decigion, court upheld certain deal pro-
tections nsed in connection with sale of stock
involving controlling stockholders). Although
Orman did net involve a distressed company, it
was cited with favor by the court in Continuing
Creditors’ Committee of Star Telecom., Inc., No.
Civ. A. 03-278-KAJ, 2004 WL 2980736 (D.Del.
004) (“Star Telecom™. This case involved deci-
sions of directors of a corporation deemed to be
within the vicinity of insolvency, and was cited
for the proposition that to allege a breach of the
duty of loyalty based on acts or omissions of the
directors, a plaintiff is required to “plead facts
demonstrating that a majority of the board
that approved the transaction in dispute was
interested and/or lacked independence.” Star
Telecorn, at *9, citing Orman, id. at *23.

48. Production Resources, supra, note 1 at
799 See also In Re Adelphia Communications
Corp., 323 B.R, 345, 387 (Bankr.D.Del. 2005),
citing Production Resources, supra, note 1 at
791, with favor, for the proposition that the di-
rectors’ obligations “are to the firm itseif” Of
note, although one of the “managed entities” in
Adelphia was a Colorado entity, the case does
not address the issue of iduciary duties of di-
rectors of insolvent or nearly insolvent entities
under Colorado law. See also Veasey, supra,
note 2 at 1431 (“This means that, as the corpo-
ration slides toward insclvency, the benefits of
maximizing the value of the corperation will
shift from stockholders to creditors, but, on this
view, the duties of the board remain the
same.”).

49, Production Resources, supra, note 1 at
T92.

50. Assuming that ereditors have standing
to bring derivative claims {an issue for which
there currently exists a split of authority}, ence
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a corporation enters the zone of insoivency, an
unanswered question of Production Resources
is how creditors and stockholders would share
standing. The court noted that it may be both
creditors and stockholders who could bring de-
rivative suits In such a situation, and each like-
ly would have different opinions as to what
strategies are best for the corporation. Produc-
tion Resources, supra, note 1 at 789 n.56.

51. Tooley, 845 A.2d 1031 (Del. 2004).

52.1d. at 1033.

53.Id. at 1039.

54. Production Resources, supra, note 1 at
797. See also Star Telecom, supra, note 47 at *6
(alleging corporate misfeasance and maifea-
sance of type court indicated was most fre-
quently chaflenged in derivative suits, but was
brought directly by plaintiff because of bank-
ruptcy context within which case arose).

55. Production Resources, supra, note 1 at
300-01.

56.Id.

57. New Crawford, supra, note b at 1369. Al-
so note the court’s comments that it might be
debatable whether the duty owed to the plain-
tiff, as one of the corporation’s creditors, actu-
ally was a fiduciary duty versus some other
form of duty. Id.

58. In New Crawford, supra, note 5, corpo-
rate funds were directed to a corporation of
which the defendant directors were the sole
shareholders. In Production. Resources, supra,
note 1, two defendant directors also were cor-
porate officers whom the court indicated may
have benefited at the expense of creditor NCT
from the deposit into a subsidiary corperation
of funds provided by de facto controlling share-
holder Salkind (by making funds available to
pay their substantial compensation when the
corporation was insolvent or nearly insolvent).
Similarly, Salkind was presumed by the court
to have enjoyed preferential treatment at
NCT’s expense by, among other things, en-
abling entities owned or controlled by her
spouse and son to receive payments for con-
sulting services at a time when the corporation
was insolvent or nearly insolvent. An unan-
swered question is whether Salkind would
have continued to fund the corporation’s cash
fiow Tequirements if the benefits enjoyed from
such funding went to satisfy the judgment to
PRG and perhaps other creditors besides
Salkind (in her status as a secured [and per-
haps insider] ereditor). She might not have
clected to do so. Fowever, this election itself, al-
though likely resulting in the corporation’s lig-
widation, still may have been in the corpora-
tion's best interest. In fact, in accepting fund-
ing from Salkind, the insolvency of NCT may
have been deepened, possibly leading to claims
against Salkind, the directors, and perhaps
pthers based on that theory.

59. New Crawford, supra, note b,

80. Id., eiting Becknell, supra, note 5.

51. Id. See also Rosebud Corp., supra, note 5,

62. New Crawford, supra, note 5 at 1374.

63. The plaintiff in Becknell, supra, note 5,
who was found by the court to be a member of
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the entity at the time of the offending conduct,
brought a derivative claim on the issue of
usurpation of a corporate opportunity. The
plaintiff, who was both a member of the firm
and also a creditor, brought a direct claim
against the defendant (also a member of the
&rm) for breach of fiduciary duty, alleging that
the defendant diverted corporate property for
his own benefit. The court found that the de-
fendant breached his fiduciary duty to the
plaintiff, as a creditor, and that the trial court
had not erred in holding the defendant lable
to plaintiff for such breach. Becknell, supra,
note 5 at 731. Accordingly, Colorado has prece-
dent for finding fiduciaries of insolvent entities
directly liable to a particular creditor. Nonethe-
less, these cases may be differentiated from the
facts of cases such as Pereira I, supra, note 13,
where defendant divectors other than the con-
trolling shareholder did not benefit from their
conduct, or where the benefit is more tangen-
tia} and less direct than was evidenced in these
Colorado cases. '

64. Praduction Resources, supra, note 1 at
797.

65. In an interesting retrospective, former
Delaware Supreme Court Chief Justice E. Nor-
man Veasey commented that “the directors’
judgment could shade toward rights of credi-
tors if that course of action comports with the
hest interests of the corporate entity.” See
Veasey, supra, note 2 at 1431

66. Asmussen, 156 A. 180 (Det. Ch. 1831)
{stating rule that corporations are permitted to
discriminate between creditors of equal priori-
ty, as long as directors are not engaged in self-
dealing). As noted in Geyer, an exception may
apply if the preferred ereditor also is a corpe-
rate ingider. Geyer, supra, note 3 at 787.

67. Production Resources, supra, note 1 at
197, See also Geyer, supra, note 3 at 787,

68. DGCL § 102(bX7) provides that the cer-
tificate of incorporation may include a provi-
sion eliminating or limiting the personal liabii-
ity of a divector to the corporation ot its stock-
holders for monetary damages for breach of
fiduciary duty as a director, provided that such
provision does not eliminate or limit the liabili-
ty of a director: (1) for any breach of the direc-
tor's duty of loyalty to the corporation or its
stockholders; (2) for acts or omissions not in
good faith or that involve intentional miscon-

duct or knowing violation of law and certain
ather actions; or {3} any transaction from
which a director directly or indirectly derived
an improper perscnal benefit.

69. Production Resources, supra, note 1 at
793,

70. Pereira I, supra, note 13 at 533, citing
Pereira v. Cogan, No. 00 CIV. 61%RWS), 2001
WL 243537 at *11 and n. 14 (3. D.N.Y. 2001

71. Pereira I, supra, note 13 at 533-34. The
district court held that the directors were not
protected by exculpatory provisions of the
DGCL for a breach of the duty of care because
creditors in this situation are not bound by the
DGOL or the corporation’s certificate of incor-
poration. Citing Production Resources, the
Pereira H court vacated this holding, holding
instead that although not specifically men-
tioned in DGCL § 102(b)(7}, this section
nonetheless by its plain terms applies to all
claims belonging to the corporation, whether
such claims are asserted by stockholders or
ereditors. Pereira II, supra, note 13 at *11. In
Production Resources, the court also acknowl-
edged provisions of the Model Business Corpo-
ration Act (“MBCA”) that specifically limit the
exculpatory provisions of DGCL § 102(bX7) to
exclude third-party liability. See MBCA § 2.02
at 2-16, off, emt. 1 {3d. ed. 1997).

72. Production Resources, supra, note 1 at
790.

73.Id. at T94.

74. Id. Note the court’s acknowledgement
that only claims of a corporation asserted de-
rivatively by creditors would be barred by the
DGCL § 102(bX7); any claims creditors possess
themselves against a corporation or its direc-
tors {such as claims for breach of contract, com-
mon law, or statutory torts) are not barred
thereby.

i

pnrofessional

75. Production Resources, supra, note 1. See
also Star Telecom, supra, note 47 at *10, citing
Emerald Partners v. Berlin, 787 A.2d 85, 90
{Pel. 2001) (if defendant does not breach duty
of loyalty to company, defendant is permitied
{o rely on business judgment rule or exculpa-
tory provision, if applicable, as shield from lia-
bility for breach of duty of care). See also
Veasey, supra note 2 at 800,

8. Production Resources, supra, note 1 at
800 1.84; cecord CRS § 7-108-402(15.

77. Production Resources, supra, note 1 at
800.

78.Id. at 790,

79, See Veasey, supra, note 2 at 1432

80. Production Resources, supra, note 1 at
781 and 800. The court in a number of in-
stances referred to Salkind’s status as a de
facto shareholder, but in this proceeding did
not deal with Salkind’s rights as a creditor of
NCT.

81, Odyssey Partners (Odyssey Partners I1),
735 A.2d 386 (Del.Ch. 1999).

82. Odyssey Partners v. Fleming Co., 1996
WL 422377 #3 (Del.Ch. 1996) (case authored
by Chancellor Allen; referred io as “Odyssey
PartnersI”).

83. Odyssey Pariners Il, supra, note 81 at
415,

84. Star Telecomn, supra, note 47.

85. Cede, 634 A 2d 345, 361 (Del. 1993).

86. Id. at *8. See also Adelphia, supra, note
48 at 387, citing Weinberger v. UOP, Inc., 457
A.2d 701, 710 (Del. 1983} for its holding that
“Iwlhen directors of a Delaware corporation are
on both sides of a transaction, they are re-
quired to demonstrate their utmost good faith
and the most serupulous inherent fairness of
the bargain. . . . The requirement of fairness is
unflinching in its demand that where one
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stands on both sides of a transaction, he has
the burden of establishing its entire fairness,
sufficient to pass the test of careful serutiny by
the courts.” The Adelphia court alse rejected
the defendants’ argument that the entire fair-
ness doctrine should not apply to the case be-
cause it did not involve a merger or acquisition.
Adelphia, supra, note 48 at 387. The court not-
ed, as a preliminary matter, that the factual
context of the case, based on what the court
deemed a “mixed question of fact and law,” was
that each of the entities at issue was “hopeless-
Iy insolvent. Id.

87. Star Telecom, supra, note 47 at 8, See al-
so Production Rescurces, supra, note 1 at 795,
where the court summarily stated that an ex-
culpatory charter provision does not insulate
directors who have engaged in conscious
wrongdoing or unfair self-dealing. This may
imply that under Delaware law, self-dealing
that is not unfair could be exculpated.

B88. See, e.g., In re Freeport-McMoran Sul-
phur, Inc. Shareholder Litig., No. 16729, 2005
WL 1653923 (Del. Ch. 2005) (“Freeport™).

89. But see In re Papercraft Corp., 211 BR.
813 (W.D.Pa. 1997), offd, 323 F.3d 228 (3d Cir.
2003). The court found that a venture capital
firm breached its fiduciary duty to Papercraft

Corp. (“Papercraft™ and other creditors of Pa-
percraft {in which corperation the venture
firm owned stock issued as part of an earlier
leveraged buyout) by engaging in self-dealing.
The court found that through the venture
firm’s representative on Papercraft’s board of
directors, the firm was able to gain an unfair
advantage over other creditors in connection
with the reorganization of Papercraft; the ven-
ture firm alse was determined to have
usurped a corporate apportunity of Papercraft
by failing to disclose te Papercraft the oppor-
tunity to buy claims at significantly less than
face value.

90, See, e.g., Freeport, supra, note 88, where
the court dissects the roles and relationships of
various directors and officers of interrelated
eorporations, addressing issues such as social
and prior business relationships among the di-
rectors of entities in connection with a merger
of two affiliated eorporations. Additionally, note
that ostensibly independent directors may find
themselves vulnerable to treatment as de facto
insiders because of close personal relationships
with conflicted directors. See, e.g., Pereria I,
supra, note 13 at 529, vacated on other grounds
{basis for finding outside directors liable for
breaches of duty of lovalty was in part because

directors had close relationship with control-
ling stockholder). See also in re Oracle Corp.
Derivative Litig., 824 A.2d 917, 921 (Del.Ch.
2003} {director may be compromised not only
by financial interest but alse from existence of
personal or other relationships with interested
party; court rejected view that directors inde-
pendent unless dominated and controlled by
interested parties), Cf Beam ex rel. Martha
Stewart Living Omnimedia, Inc. v. Stewert, 833
A.2d 961, 979 (Del.Ch. 2003), off d, 845. A.2d
1049 (Del. 2004) {in context of demand futility,
although some personal or professionat rela-
tionships might raise reasonable doubt as to
whether director can appropriately consider
demand, not all (or even most) such relation-
ships rise to this level}.

91. Anstine, No. 03CA10637, 2005 WL 913503
{Colo.App. 2005).

92.Id. at ¥2.

93.7d.

94 Id at*4.

95, Holrnes, 885 P.2d 305 (Colo App. 1994).

96. Id. at 305.

97. Anstine, supra, note 91 at #4.

98. Id. at *4-5.

99 Id. at™7. M

Casemaker is your new choice for legal research. See page 35 for information.

staffing needs.

L] » [ ]
Hiring Solution:
Trial teamn. Successfully managed thousands
of documents and exhibits, coordinated
witnesses, and performed complex legal
research during eight week trial. Results
oriented and still friendly at 2 am.

For over twenty years, the professionals at
Strategic Staffing Associates have staffed and
managed small and large-scale projects. We
have the right legal personnel for your

Strategic

People Are Our Business

Specializing in:

SISIA
N\

www.ssapeople.com

72 / The Colorado Lawyer / September 2005 / Vol. 34, No. 8

Providing solutions for your hiring needs:
Direct Hire » Temporary
Temp-to-Hire » Contract Projects

Attorneys « Paralegals

Legal Secretaries o Litigation Support
Due Diligence Reviews o Trial Teams
For information contact:

Sharon Davis, Director of Legal Staffing
Myrlynne Sjogren, Client Services Manager

1350 17th Street, Suite 300
Denver, CO 80202

tel 303-407-1496 » fax 303-407-1499

Staffing Associates




