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elaware has long been used
as the standard authority for
many corporate law topics and
several recent articles have been
written addressing the duties
of Delaware directors to cred-

itors when the company is at or near in-
solvency. Scott M. DeWolf, ‘‘Avoiding the
Pitfalls of Insolvency Liability: Directors’ and
Officers’ Fiduciary Duties to Creditors When
the Company Is Insolvent or in the Vicinity
of Insolvency,’’ MI Bus LJ, Summer 2002, at
12–16. But, in this area, Michigan has stat-
utes and case law that delineate a course of
action that differs from the Delaware ap-
proach. This article does not address direc-
tors’ duties that may arise under federal bank-
ruptcy law. This article assumes that the
corporation is insolvent or in the zone of in-
solvency and focuses on the duties owed by
directors of such an ‘‘insolvent’’ corporation.

Michigan
The Michigan Business Corporation Act

(MBCA), MCLA Section 450.1101 et seq.,
restricts the ability of a board to authorize
distributions to shareholders in the regular
course of business and also imposes restric-
tions on distributions in dissolution. Under
Section 345 of the MBCA, a distribution
cannot be made if, after taking into account
its affect, the corporation would be unable to
pay its debts as they become due or its finan-
cial statements show liabilities in excess of
assets. In addition, before distributions may
be made to shareholders pursuant to a disso-
lution, MBCA Section 855(a) requires a cor-
poration to first pay or make adequate provi-

sions for its debts, obligations, and liabilities.
MBCA Section 855(a) does not, however,
mandate that all debts must be paid before
distributions can be made or provide that all
shareholders or debt holders be treated the
same. The MBCA does not adopt the con-
cept that the directors are trustees for all cor-
porate assets and have fiduciary obligations
to creditors. In fact, MBCA Section 834(a)
specifically rejects this ‘‘trust fund doctrine’’
idea, ‘‘The directors of the corporation are
not deemed to be trustees of its assets.’’ In ad-
dition, MBCA Section 122(3), which states
that the Uniform Fraudulent Conveyances
Act is not applicable to distributions under
the MBCA, provides additional evidence that
the MBCA (including MBCA Section 345
and Section 855(a) discussed above) is a com-
plete and comprehensive expression of direc-
tor duties in Michigan relating to creditors.
In Michigan, absent binding agreement or
statutory provisions to the contrary, a solvent
corporation is always free to choose and pri-
oritize which of its obligations it will pay
when and how much is to be allocated.
Other than the dissolution provision in

MBCA Section 345 and Section 855a dis-
cussed earlier, there are no prohibitions against
corporations making the same business deci-
sions when they are insolvent. This statutory
construct is consistent with judicial precedent.

Michigan courts have long supported the
proposition that corporations may decide
how to allocate resources to fulfill their obli-
gations. In dismissing various claims brought
by a creditor of an insolvent corporation, the
court opined that the defendant corporation
‘‘had the right to favor one bona fide creditor
over another bona fide creditor.’’ Winters v
Bear Creek Investments, Inc, No. 226494
(Mich App, March 12, 2002). The right of a
corporate Board to give preferences is not
affected by whether or not the creditor is also
a shareholder. A shareholder-creditor is not
automatically treated differently than a non-
shareholder creditor, but the directors do have
the ability to prefer a shareholder-creditor
without violating any obligations to other
creditors. A much earlier case, Bank of Mon-
treal v JE Potts Salt & Lumber Co, 90 Mich
345; 51 NW 512, 513 (1892) clearly espouses
several ideas addressed in this article and is
still good law in Michigan on the applicabil-
ity of the ‘‘trust fund doctrine,’’ including the
ability of a corporation to prefer shareholders
to creditors, as well as preferences between
creditors. In refusing to hold assignments
made by an insolvent corporation illegal, the
court held that:

The corporation had the same right to prefer
one creditor over another that an individual
has . . . nor is it the law of this state that, as
soon as a corporation becomes insolvent, the
directors of the corporation become trustees for
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all the creditors alike, in such sense as to pre-
vent their giving valid security by way of pref-
erence to one of the stockholders or directors. It
being insolvent, such action must result in the
payment of some to the exclusion of others.
Bank of Montreal v JE Potts Salt & Lumber
Co, at 513.

Delaware
Unlike Michigan, Delaware does not have

statutes that expressly reject the Trust Fund
Doctrine. In fact, Delaware case law has em-
braced the principles of the Trust Fund Doc-
trine in varying degrees. Upon a corporation’s
insolvency, Delaware opinions such as Credit
Lyonnais Bank Nederland, NV v Pathe Com-
munications Corp, 1991 Del Ch Lexis 215
and Geyer v Ingersoll Publications Co, 621 A2d
784 (Del. Ch. 1992) follow the premise that:

a corporation’s actual or imminent insolvency
alters a board’s fiduciary duties in that the
constituency to whom the board owes fidu-
ciary duties is expanded . . . directors of a cor-
poration that is insolvent must choose a course
of action that best serves the entire corporate
enterprise rather than any single group inter-
ested in the corporation. Geyer at 789.

Delaware courts have sought to place re-
sponsibility on directors for approving trans-
actions or distributions that are deemed to
not adequately consider the interests of cor-
porate creditors and disproportionately under-
value their claims. In re Strength Steel, Inc,
269 BR 560, 569 (Bankr D Del, 2001) em-
phasizes that when a corporation is insolvent,
the directors have a fiduciary duty to ‘‘maxi-
mize the value of the assets for payment of
the unsecured creditors.’’

Analysis
The Delaware decisions constitute direc-

tors as trustees of all corporate assets who
must distribute these assets in a way that bal-
ances the interests of all creditors as well as
shareholders. The line of authority defining
and interpreting the duties of corporate di-
rectors towards creditors in Delaware seems
to provide more confusion than clarification.
Many issues remain unsettled under the
Delaware law, such as: Must creditors inter-
ests be given the same weight as shareholders?

If so, in what situations? What is considered
a fair and reasonable allocation? These and
many other questions cannot be definitively
answered. It seems unwise to force them into
situations that often cannot be effectively re-
solved to equitably balance the interests of all
involved parties. Because the current frame-
work in Delaware lacks clear guidelines, direc-
tors are unable to determine with any cer-
tainty how their actions towards shareholders
and creditors will be interpreted by the courts.
Michigan statutes and case law continue to
reject any idea of directors as guardians of all
who have an interest in the success of the cor-
porate entity and allow directors to act in a
way consistent with their obligations towards
the owners and the corporation.

The goal of this system is not to treat
shareholders and creditors equally, but to
treat them consistently in accordance with
clearly established priorities established by
MBCA Section 345. This allows directors to
focus on their responsibilities to their corpo-
ration and its shareholders without fear that
their decisions will be scrutinized to deter-

mine adverse impact and breach of any pos-
sible fiduciary duty to creditors. In contrast
to Delaware, the directors of a Michigan cor-
poration should feel more secure that statutes
and case law are in agreement concerning
where the directors ultimate responsibility
lies, with the shareholders. The greater cer-
tainty of Michigan law on this point should
be helpful in recruiting directors of Michigan
corporations.

Read an extended version of this article
online at http://www.michbar.org/journal/
home.cfm. ♦
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