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lution for profitable companies may function as a price-fixing mechanism for
an eventual buy-out, it is a cambersome, inefficient, and costly process.!3® In
addition, the general reluctance to order a profitable firm’s dissolution also
reflects a sense that the reasons for seeking this remedy include issues other
than the firm’s ability to function.

thereby reducing the total capital available for reinvestment or other consumption; employees
suffer loss of employment and consequently a loss of net income; suppliers suffer a reduction of
income from the loss of a customer; and consumers generally may suffer losses in the form of
higher prices to the extent that the dissolution produces a measurable loss in competition. There
are similar costs associated with bankruptcy:
In practice, bankruptcy is not costless, but generally involves an adjudication
process which itself consumes a fraction of the remaining value of the assets of the
firm. Thus the cost of bankruptcy will be of concern to potential buyers of fixed claims
in the firm since their existence will reduce the payoffs to them in the event of
bankruptey . . .. The price buyers will be willing to pay for fixed claims will thus be
inversely related to the probability of bankruptcy.
. . . . As the probability of bankruptey increases, both the operating costs and the
revenues of the firm are adversely affected. . . . For example, a firm with a high
probability of bankruptcy will also find that it must pay higher salaries to induce
executives to accept the higher risk of unemployment. Furthermore, in certain kinds of
durable goods industries the demand function for the firm’s product will not be
independent of the probability of bankruptcy. The computer industry is a good
example. There, the buyer’s welfare is dependent to a significant extent on the ability
to maintain the equipment, and on continuous hardware and software development.
Furthermore, the owner of a large computer often receives benefits from the software
developments of other users. Thus if the manufacturer leaves the business or loses his
software support and development experts because of financial difficulties, the value of
the equipment to his users will decline. The buyers of such services have a continuing
interest in the manufacturer’s viability[,] [with] their benefits com[ing] in the form of
continuing services at lower cost.
Herbert L. Jensen & William H. Meckling, Theory of the Firm: Managerial Behavior, Agency
Costs and Ownership Structure, 3 J. FIN. ECON. 305, 320 (1976); see also J.A.C. Hetherington &
Michael P. Dooley, Illiquidity and Exploitation: A Proposed Statutory Solution to the Remaining
Close Corporation Problem, 63 VA. L. REV. 1, 27-34 (1977); Carlos L. Israels, Problem of
Deadlock and Dissolution, 19 U, CHI, L. REV. 778 (1952); Steven Wimpfheimer & Susan Dunn,
Corporate Squeeze Out: Aspects of Valuation, 58 N.Y.S.B.J. 32 (1986); Recent Cases, Deadlocked
Corporation Warrants Dismissal of Dissolution Petition Without a Hearing, 68 HARV. L. REV.
714 (1955). i

A number of courts have also recognized the costs associated with bankruptey. See Hendley
v. Lee, 676 F. Supp. 1317, 1324 (D.S.C. 1987); Rowland v. Rowland, 633 P.2d 599, 606 (Idaho
1981); Poliakoff v. Dole & Clark Bidg. Corp., 184 N.E.2d 792, 795-96 (Ill. App. Ct. 1962); Fix v.
Fix Material Co., 538 S.W.2d 351, 358-569 (Mo. Ct. App. 1976); Gonseth v. K & K 0il Co., 439
S.W.2d 18, 26-27 (Mo. Ct. App. 1969); In re Radom & Neidorff, 119 N.E.2d 563, 565 (N.Y. 1954);
Baker v. Commercial Body Builders, 507 P.2d 387, 395 (Or. 1973). But see Stumpf v. C.E.
Stumpf & Sons, Inc., 120 Cal. Rptr. 671, 674-75 (Ct. App. 1975); Gidwitz v. Lanzit Corrugated
Box Co., 170 N.E.2d 131, 138 (Ill. App. Ct. 1960); see also N.Y. BUSINESS CORP, LAW §
1111(bX3) (McKinney 1992} (“dissolution is not to be denied merely because it is found that the
corporate business has been or could be conducted at a profit”); MODEL BUSINESS CORP. ACT,
MODEL STATUTORY CLOSE CORP. SUPP. § 43(b) (1989).

139. Hetherington & Dooley, supra note 138, at 27-34.
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[Elxcept for the rare case where the petition is prompted by pique, a
shareholder suing for dissolution is trying to accomplish one of three
things: (1) to withdraw his investment from the firm; (2) to induce the
other shareholders to sell out to him; (3) to use the threat of dissolution
to induce the other shareholders to agree to a change in the balance of
power or in the policies of the firm.140

Two often cited New York cases illustrate the parties’ and the courts’
dilemma in these cases. In In re Radom & Neidorff, Inc.,* Henry Neidorff
and his brother-in-law, David Radom, were the sole and equal shareholders of
a corporation engaged in the business of printing musical compositions.42
Henry died and left his stock to his wife, Anna, who was algso David’s sister.143
Anna and David were estranged, and five months after Henry’s death, David
brought a proceeding to dissolve the corporation under the state statute.44
David’s petition stated that the corporation was successful, but Anna had
refused to cooperate with David as president and had refused to sign his
salary checks, thereby making it impossible to elect directors because of
unresolved agreements.145

The court of appeals reversed the lower court’s order granting dissolu- -
tion.¥8 They apparently relied in part on the statute, which provided that “if
upon the application for the final order for involuntary dissolution it shall
appear that . . . dissolution will be beneficial to the stockholders [or members]
. . . and not injurious to the public, the court must make a final order dissolv-
ing the corporation.”4” Nevertheless, the court explained that its power to
order the dissolution of a corporation was discretionary and there was no
absolute right to dissolution under the circumstances.® Instead, the order is
granted only when the competing interests “‘are so discordant as to prevent
efficient management’ and the ‘object of its corporate existence cannot be
attained.””'4? “[Tlhe primary inquiry is, always . . . whether judicially-
imposed death ‘will be beneficial to the stockholders or members and not
injurious to the public.’” 150

140. Hetherington & Dooley, supra note 138, at 27. The authors propose a statutory
reform to provide each shareholder with an automatic and unconditional right to demand that
the corporation or the remaining shareholders purchase his shares at a price determined by
agreement or appraisal. Hetherington & Dooley, supra note 138, at 1-3, 6.

141. In re Radom & Neideroff, 119 N.E.2d 563 (N.Y. 1954).

142. Id.

143. Id.

144. Id. at 563-64.

145. Id. at 564.

146. Id. at 565.

147. Id. at 569 (Fuld, J., dissenting).

148. Id. at 565.

149, Id. (quoting In re Importers’ & Grocers’ Exch., 30 N.E. 401, 404 (N.Y. 1892)).

150. Id. (quoting In re Importers’ & Grocers’ Exch., 30 N.E. at 404).
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The corporation at issue was flourishing and making profits.!*! Thus,
court-ordered dissolution would leave Anna with only the liquidated value of
the corporate assets, while David would have the going-concern value because
he had the skill and associations to continue to operate the business.152

In Wollman v. Littman,'s® the stock of the corporation was held equally
by two distinct groups.!* Each group had equal representation on the board
of directors.!% The corporation sold fabrics to garment manufacturers.!5¢ The
plaintiffs were the daughters of the main stockholder of Louis Nierenberg,
Inc., who procured the fabrics and sold them to the corporation.!'’” In an
earlier suit, the defendants charged that the plaintiffs and Louis Nierenberg,
Inc. had lured away the corporation’s customers to Louis Nierenberg, Inc.,
and had engaged in other “acts to affect the corporation’s business
adversely.”1%® The plaintiffs countered with the suit for dissolution, claiming
the earlier action indicated effective management was impossible.1%® The
court explained that “irreconcilable differences even among an evenly divided
board of directors do not in all cases mandate dissolution.”'®® Rather,

a dissolution which will render nugatory the relief sought in the repre-
sentative action would actually accomplish the wrongful purpose . . . [the
Nierenbergs] are charged with in that action. It would not only squeeze
the Littmans out of the business but would require the receiver to
dispose of the inventory with the Nierenbergs the only interested
purchaser financially strong enough to take advantage of the situation.
Such a result, if supported by the facts, would be intolerable to a court of
equjty_lsl

Under the terms of [the current New York) statute, courts are
instructed to consider both whether “liquidation of the corporation is the
only feasible means to protect the complaining shareholder’s expectation
of a fair return on his or her investment” and whether “dissolution ‘is
reasonably necessary’ to protect ‘the rights or interests of any substantial
number of shareholders’ not limited to those complaining.”162

151. Id. at 564.

152, See Abram Chayes, Madam Wagner and the Close Corporation, 73 HARV. L. REV,
1532, 1546-47 (1960) for an interesting comment on this case.

153. Wollman v. Littman, 316 N.Y.S.2d 526 (1970).

154. Id. at 527.

155. Id.

156. Id.

157. Id.

158. Id.

159. Id.

160. Id.

161. Id.

162. In re Kemp & Beatley, 484 N.Y.S.2d 799, 806 (N.Y. 1984). “Every order of dissolution,
however, must be conditioned upon permitting any shareholder of the corporation to elect to
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This limitation on a shareholder’s right to dissolve has both philosoph-
ical and practical foundations. A right to withdraw capital from the firm, by
an automatic buy-out provision or dissolution, may encourage opportunistic
behavior by the minority. Persons with a relatively smaller stake in the
enterprise are given the ability to impose costs on the others that would not
be incurred under traditional fiduciary duty analysis, which requires a
showing of some kind of fault for dissolution.%3 An absolute right to dissolve
or withdraw capital would reverse the basic corporation majority rule
principle and perhaps unfairly deprive the majority of a bargained-for veto of

‘corporate decisions.!®4 Similarly, a board of directors’ unilateral power to
dissolve the corporation through bankruptcy denies minority or non-
controlling shareholders bargained-for and law-given rights, including those
derived from reasonable expectations. In the context of intracorporate
disputes, these rights include not only the right to vote on a fundamental
matter like a dissolution, but also a right to a hearing on the wisdom and
necessity of a dissolution and a right to a consideration of alternatives to
dissolution.

~

V. LACK OF GOOD FAITH UNDER THE BANKRUPTCY CODE

Earlier in this Article some recent nonfinancial, but “tactical” and
“creative” uses of the Bankruptcy Code by large, public corporations were
noted.'5 Those who have studied the issue argue that such strategic uses by
close and public corporations are not unqualified, but are limited by a “good
faith” test.16¢ Although the 1978 Bankruptcy Code did not expressly require

purchase the complaining shareholder’s stock at fair value.” Id. (citing N.Y. BUS. CORP. LAW §
1118 (McKinney 1979) (amended 1986)).

163. O’'NEAL & THOMPSON, supra note 103, § 9.06.

164. O'NEAL & THOMPSON, supra note 103, § 9.06.

165. See supra text accompanying notes 69-99.

166. Ponoroff & Knippenberg, supra note 19, at 947. See generally DOUGLASS G. BAIRD &
THOMAS H. JACKSON, CASES, PROBLEMS AND MATERIALS ON BANKRUPTCY (2d ed. 1990);
THOMAS H. JACKSON, THE LOGIC AND LIMITS OF BANKRUPTCY LAW (1986); Thomas H.
Jackson & Robert E. Scott, On the Nature of Bankruptcy: An Essay on Bankruptcy Sharing and
the Creditors’ Bargain, 75 VA. L. REV. 155 (1989); Elizabeth Warren, Bankruptcy Policy, 54 U.
CHI. L. REV. 775 (1987); David Gray Carlson, Philosophy in Bankruptcy, 85 MICH. L. REV. 1341
(1987) (reviewing THOMAS H. JACKSON, THE LOGIC AND LIMITS OF BANKRUPTCY LAW (1986)).

Some scholars have argued these new strategic and technical uses of bankruptcy reveal
deeper problems residing in our economic and commercial systems. Petitioners are not solely
seeking relief in a common pool problem, but rule changes: in labor law, the right unilaterally to
terminate a collective bargaining agreement (as Continental and Eastern Airlines sought); in
property law, the right to modify the force of a lien {like Texaco in the Pennzoil litigation); in tort
law, the right to limit the amount and types of recoverable damages (as Jochns-Manville in the
asbestos litigation). See JACKSON, supra, at 195; Ponoroff & Knippenberg, supra note 19, at 968.
Consider the following scenario: A debtor forms a new corporation on the eve of bankruptey and
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that a voluntary liquidation petition be filed in “good faith,” a 1984
amendment added section 707(b), which provides that a Chapter 7 petition,
in the limited context of an individual consumer debtor, may be dismissed if
the court finds the filing to be a substantial abuse of the spirit of the law.167
Even before the enactment of section 707(b), a considerable body of case law
had developed that supports the theory that the bankruptcy court has the
inherent power to dismiss any voluntary petition filed for fraudulent
purposes or lacking good faith.%® The good faith test has at least two aspects;
one concerned with accomplishing the end purposes of the bankruptcy
process, with primary reference to federal law, and the other concerned with
protecting the sanctity of the court from abusive and fraudulent conduct, as
these are conceived under state law.16?

A. Achieving the End Purposes of Bankruptcy
In a recent examination of the issue, two scholars!” described the two

predominant schools of thought on the purpose of bankruptcy. They wrote of
“collectivism” and “the traditional theory.”” Collectivism holds that the

the secured assets of the debtor are placed in that new corporation. The corporation then files for
bankruptcy. Jackson points out this is clearly not a common pool problem:

Instead, they reflect the consequences of a shift in relative values. . . . When the effect

of using bankruptcy is to under-compensate secured creditors, delay works to the

interest of the debtor or unsecured creditors because some of the costs of the delay are

borne by the secured creditors. Such under-compensation, therefore, reflects another

change in relative values that induces bankruptcy filings for purposes other than

solving common peol problems.
JACKSON, supra, at 185. The mixed motive cases present a difficult problem, however, as the
exercise of jurisdiction in such cases may in fact accomplish some sort of rule change, or at a
minimum, some shift in the balance of power between the parties. The courts should accept only
“those cases where there is likely to be a common pool problem and to exclude those cases that
are likely to be fueled simply by a selfish claimant seeking a strategic advantage.” JACKSON,
supra, at 199,

167. 11 U.S.C. § 707(b) (1986); see also GEORGE M. TREISTER ET AL., FUNDAMENTALS OF
BANKRUPTCY LAW 109 (2d ed. 1988) (“Only the court itself and the United States trustee have
standing to raise this ground.”). .

168. See,e.g., Porterfield v. Gerstel, 222 F.2d 137, 140 (5th Cir. 1955); Zeitinger v.
Hargadine-McKittrick Dry Goods Co., 244 F. 719, 722-23 (8th Cir.), cert. denied, 245 1.S. 667
(1917); see also JACKSON, supra note 166, at 193-203; TREISTER et al., supra note 167, at 109;
Daniel J. Tyukody, Jr., Good Faith Inquiries Under the Bankruptcy Code: Treating the Symptom,
Not the Cause, 52 U. CHI. L. REV. 795 (1985). The good faith filing cases are legion. For a
comprehensive collection and discussion of these cases, see Ordin, infra note 178 and PonorofT &
Knippenberg, supra note 19. For a history of the good faith requirement in bankruptcy doctrine
see In re Victory Constr. Co., 9 B.R. 549, 651-60 (Bankr. C.D. Cal. 1981).

169. See In re Little Creek Dev. Co., 779 F.2d 1068, 1072 (5th Cir. 1986); In re Johns-
Manville Corp., 36 B.R. 727, 733-38 (Bankr. S.D.N.Y. 1986); In re Dutch Flat Inv. Co., 6 B.R. 470,
471-72 (Bankr. N.D. Ga. 1980); In re Northwest Recreational Activities, 4 B.R. 36, 38-43 (Bankr.
N.D. Ga. 1980).

170. Ponoroff & Knippenberg, supra note 19, at 919.

171. Ponoroff & Knippenberg, supra note 19, at 948.
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single end purpose of bankruptcy is or should be efficient debt collection.!72
Under this theory, “bankruptcy is properly invoked only in response to a
common pool problem . . . [i.e., a} situation created when a debtor’s assets are
insufficient to satisfy the demands of a common pool of claimants,”'? and for
the purpose of achieving maximum asset values.!’ The traditional view
holds that “the bankruptcy system is and should be designed to address a
broad range of interests affected by the collapse of a debtor enterprise.”? “It
avoids relegating the bankruptcy process to the status of a mere alternate
debt collection device by seeking to protect the interest of non-creditors . .
victims of firm failure [that] would otherwise lack a champion.”?® This view
“regards the central purpose of bankruptcy . . . as the apportionment of losses
occasioned by firm collapse according to a set of principles, none of which
being pre-eminent by definition.”7

One may invoke the protective provisions of the bankruptcy laws only
for the historical and expressed legislative aims of bankruptcy.!’® Under

172. Ponoroff & Knippenberg, supra note 19, at 949-50.

173. Ponoroff & Knippenberg, supra note 19, at 950.

174. Ponoroff & Knippenberg, supra note 19, at 950-51, “‘Collectivism’ . . . should be
taken to mean the set of shared fundamental assumptions and postulates of a group of scholars
writing mainly from an economics-based perspective of the law.” PonorofT & Knippenberg, supra
note 19, at 949. Another commentator writes:

Bankruptcy law hlstoncally has done two things: allowed for some sort of a ﬁnanclal

fresh start for individuals and provided creditors with a compulsory and collective

forum to sort out their relative entitlement to a debtor’s assets.
JACKSON, supra note 162, at 4.

175. Ponoroff & Knippenberg, supra note 19, at 961.

176. Ponoroff & Knippenberg, supra note 19, at 960.

177. Ponoroff & Knippenberg, supra note 19, at 962. The authors state their own view:

First, we assume that no fixed purpose or even set of purposes is discoverable or, for

that matter, imminent in the law of bankruptcy. . . . [Wle deny the permanent

hegemony of an original first principle and, concomitantly, of a systematically

knowable, ideal bankruptcy policy at work that is merely imperfectly expressed in
bankruptcy law. The search for an immutable, ideal purpose or set of purposes is,
therefore, necessarily an exercise in normative advocacy, not discovery.
Ponoroff & Knippenberg, supra note 19, at 962. The authors note that “courts have shown no
inclination to reduce the number or limit the kinds of problems brought to the bankruptcy forum
according to a single, agreed upon fundamental principle.” Ponoroff & Knippenberg, supra note
19, at 966. :

[Rather,] bankruptey has evolved into a legal institution to which commercial concerns,

both large and small, have turned to resolve basic business and economic problems that

are not satisfactorily addressed elsewhere. In many instances, these problems are

related only incidentally, if at all, to the problems of default and immediate financial

ruin.
Ponoroff & Knippenberg, supra note 19, at 966. The courts have strived to llmxt access to
bankruptcy relief based on the good faith test. Ponoroff & Knippenberg, supra note 19, at 970.

178. In re Mogul, 17 B.R. 680, 681 (Bankr. M.D. Fla. 1982); see also In re Levinsky, 23 B.R.
210, 215 (Bankr. E.D.N.Y. 1982); In re 299 Jack-Hemp Assoc., 20 B.R. 412, 413 (Bankr. S D.N.Y.
1982); In re Century City, Inc., 8 B.R. 25, 31 (Bankr. D.N.J. 1980); In re G-2 Realty Trust, 6 B.R.
549, 552 (Bankr. D. Mass. 1980); In re Tolco Properties, Inc., 6 B.R. 482, 487 (Bankr. E.D. Va.
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either theory, a petition which reflects an intent to abuse the judicial process
and the purpose of the code provisions!” is inconsistent with the purposes of
bankruptcy'®® and may be dismissed as lacking good faith.®! For example,
courts have held the following tactics reflect a lack of good faith, and have
dismissed petitions furthering them: Creating and organizing a new business
rather than reorganizing, rehabilitating, or preserving an existing viable
business;!8? evading contractual obligations;!®8® and delaying exercise of
secured creditors’ legitimate state law rights and remedies.’® Also, petitions
filed solely to create the automatic stay,!®® to carry out tax avoidance

1980); In re Dutch Flat Inv. Co., 6 B.R. 470, 471 (Bankr. N.D. Cal. 1980); In re Northwest
Recreational Activities, 4 B.R. 36, 42 (Bankr. N.D. Ga. 1980); JACKSON, supra note 166, at 194-
95. See generally Robert L. Ordin, The Good Faith Principle in the Bankruptcy Code: A Case
Study, 38 BUS. LAW. 1795 (1983); Ponoroff & Knippenberg, supra note 19.

179. In Chapter 11 cases, findings of lack of good faith have been based on the presence of
certain recurring, but nonexclusive factors: the debtor has few or no unsecured creditors, the
debtor or a related entity filed a previous bankruptcy petition, the petition effectively allows the
debtor to evade court orders, the debtor has engaged in improper prepetition conduct, the debtor
has few debts to nonmoving creditors, the petition was filed on the eve of foreclosure and the
foreclosed property is the debtor's sole or major asset, the debtor has no ongoing business or
employees, there is no possibility of reorganization, the debtor’s income is not sufficient to
operate the business, there is no pressure from nonmoving creditors, reorganization essentially
involves the resolution of a two-party dispute, or a corporate debtor was formed and received title
to its major assets immediately before the petition. See In re Albany Partners, Ltd., 749 F.2d
670, 674 (11th Cir. 1984); In re Northwest Place, Ltd., 108 B.R. 809, 814-15 (Bankr. N.D. Ga.
1988); In re Turner, 80 B.R. 618, 622-23 (Bankr. D. Mass. 1987); In re Levinsky, 23 B.R. 210, 217
(Bankr. E.D.N.Y. 1982); In re Victory Constr. Co., 9 B.R. 549, 551-52 (Bankr. C.D. Cal. 1981);In
re G-2 Realty Trust, 6 B.R. 549, 552 (Bankr. D, Mass. 1980); In re Dutch Flat Inv. Co., 6 B.R. at
471-72. The court in Turner lamented that the “drafters of the Bankruptcy Code gave the courts
an empty chalice in the bad faith standard.” In re Turner, 80 B.R. at 622-23. Some of the
decisions suggest that “two views have developed . . . , one requiring actual malice or the desire
to harass or embarrass, and the other finding bad faith when the bankruptcy court is used as a
substitute for customary collection procedures.” Id. at 622. The court held that “bad faith . . .
should be measured by the subjective and objective standards contained in Bankruptcy Rule
9011,” which, tracking Federal Rule of Civil Procedure 11, requires a pleading be based on a
reasonable inquiry into the facts and the law. Id. at 623. This view was adopted by the Fourth
Circuit in Carolin Corp. v. Miller, 886 F.2d 693, 700-01 (4th Cir. 1989). Most of the “good faith”
cases have arisen in Chapter 11 reorganization cases. See TREISTER, supra note 167, at 109.

180. See JACKSON, supra note 166, at 195.

181. East-West Assocs. v. Nastasi-White, Inc., 106 B.R. 767, 771 (Bankr. S.D.N.Y. 1989);
In re Grieshop, 63 B.R. 657, 664 (Bankr. N.D. Ind. 1986). '

182. In re Victory Constr. Co., 9 B.R. 549, 564 (Bankr. C.D. Cal. 1981).

183. In re Savoy Record Co., 108 F. Supp. 957, 958-59 (D.N.J. 1952).

184, Phoenix Picadilly, Ltd. v. Life Ins. Co., 849 F.2d 1393, 1394 (11th Cir. 1988); Natural
Land Corp. v. Baker Farms, Inc., 825 F.2d 296, 298 (11th Cir. 1987) (citing Albany Partners, Ltd.
v. Westbrook, 749 F.2d at 674).

185. In re Little Creek Dev. Co., 779 F.2d 1068, 1071-72 (5th Cir. 1986); In re Grieshop, 63
B.R. at 663. Dismissal on this ground has been limited to cases in which the debtor lacked any
intention to reorganize and save the property or the equity through a plan providing for
refinancing, sale, or other arrangement. See Cinema Serv. Corp. v. Edbee Corp., 774 F.2d 584,
585 (3d Cir. 1985).
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- schemes, % or as a litigation tactic'® have been held to reflect a lack of good
faith resulting in dismissal of the petitions.!38 On the same reasoning, a
petition filed not for the purpose of addressing a common pool problem or the
collapse of a debtor enterprise, but to preempt one faction in an
intracorporate dispute in a state judicial dissolution proceeding, should be
dismissed by the bankruptcy court.

B. Abusive Conduct

By turning away “debtors whose overriding motive is to achieve repre-
hensible purposes” and limiting the exercise of the courts’ equitable powers to
those debtors who come with “clean hands,” the second aspect of the good
faith test guards not only the court’s jurisdictional reach, but also its
integrity.1®® A bankruptcy petition filed in breach of a state law fiduciary
duty is this sort of threatening conduct.!® The decision in Porterfield v.
Gerstel'®! is instructive on this point. There, a close corporation was engaged
in the business of purchasing raw aluminum and converting it into extruded
products.'®2 The board was composed of five members.!?3 Three members,
who together owned fifty percent of the corporation’s stock, voted to file a

186. In re Maxim Indus., 22 B.R. 611, 612-13 (Bankr, D. Mass. 1982).

187. See, e.g.,In re Harvey, 101 B.R. 250 (Bankr. D. Nev. 1989); In re Holm, 75 B.R. 86
(Bankr. N.D. Cal. 1987); In re Karum Group, Inc., 66 B.R. 436 (Bankr. W.D. Wash. 1986). See
generally Ponoroff & Knippenberg, supra note 19, at 938-39. .

188. See generally Bacon & Spies, Bad Faith Bankruptcies, 26 HOUS. LAW. 33 (1985);
Frank R. Kennedy, Creative Bankruptcy? Use and Abuse of the Bankruptcy Law—Reflection on
Some Recent Cases, T1 IOWA L. REV. 199 (1985); Ordin, supra note 178; Daniel J. Tyukedy, Jr.,
Note, Good Faith Inquiries Under the Bankruptcy Code: Treating the Symptom, Not the Cause,
52 U. CHI. L. REV. 795 (1985). For a discussion of recent “tactical” and “creative” uses of Chapter
11 filings, see Ponoroff & Knippenberg, supra note 19, at 919-20,

Reorganization plans must also be filed in good faith. Section 1129(a) provides: “The court
shall confirm a plan only if all of the following requirements are met: . . . (3) [t]he plan has been
proposed in good faith and not by any means forbidden by law.” 11 USC § 1129(a). To meet the
“good faith” requirement, “courts have held that a reorganization plan must bear some relation
to the statutory objective of resuscitating a financially troubled corporation.” In re Coastal Cable
T.V., 709 F.2d 762, 765 (1st Cir. 1983); see also Fidelity Assurance Assoc. v. Sims, 318 U.S. 608
(1943); Tennessee Publishing Co. v. American Nat'l Bank, 299 U.S. 18, 22 (1936); Lemm v.
Northern Cal. Nat'l Bank, 93 F.2d 709, 711 (9th Cir. 1937); In re Nikron, Inc., 27 B.R. 773, 778
(Bankr. E.D. Mich. 1983); In re Nite Lite Inns, 17 B.R. 367, 370 (Bankr. S.D. Cal. 1982); In re
BBT, 11 B.R. 224, 235-36 (Bankr. D. Nev. 1981); Ordin, supra note 178, at 1827-28.

189. In re Little Creek Dev. Co., 779 F.2d at 1072 (5th Cir. 1986); see also In re Dutch Flat
Inv. Co., 6 B.R. 470, 472 (Bankr. N.D. Ga. 1980); In re Northwest Recreational Activities, 4 B.R.
36, 39 (Bankr. N.D. Ga. 1980).

190. Porterfield v. Gerstel, 222 F.2d 137, 140 (6th Cir. 1955); In re Klein's Qutlet, 50 F.
Supp. 557, 559 (S.D.N.Y. 1943).

191. Porterfield v. Gerstel, 222 F.2d 137 (5th Cir. 1955).

192. Porterfield v. Gerstel, 249 F.2d 634, 635 n.1 (5th Cir. 1957) (quoting the opinion of the
referee in bankruptcy). '

193. Porterfield v. Gerstel, 222 F.2d at 138.
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voluntary Chapter 7 bankruptcy petition.!®* The other stockholders moved to
vacate the order of adjudication of bankruptcy, contending the three directors
fraudulently put the company into bankruptcy to freeze out the other
stockholders and minority directors.!%®

The movants asserted that less than a month before the bankruptcy
petition was filed, the three defendant directors bought their fifty percent
interest from the original owners, along with certain debentures of the corpo-
ration and other loans, investing directly and indirectly $148,000.19
Thereafter, the three were elected to the board.!®” One of these directors
“advanced $30,000 to the company on a [ninety] day note, and
represented . . . he would advance such other funds as the company needed
and secure a line of credit of $100,000 [at a low rate] if the stockholders would
elect him as a director and chairman of the board.”'®®* The stockholders
elected him on this representation, giving the new stockholders a majority on
the board.!*® The movants claimed the newcomers had no intent to fulfill
their promises; instead, they were conspiring to “get control of the corporation
. . . and put it into bankruptcy for the sole purpose of wiping out the interests
of [the movants].”?® Furthermore, “immediately after acquiring a majority
position, . . . the newcomers . . . diverted funds of the corporation . . . and will-
fully injured the corporation’s credit.”"

The movants alleged the company was solvent and earning a profit.202
Although the corporation was solvent in the bankruptcy sense—its assets
exceeded its liabilities by approximately $80,000—it was insolvent in the
equity sense because it was unable to pay its bills as they matured.?*®* The
directors asserted the company was “‘running overdrafts in the bank; . . .
borrowing from its officers; [and] failing to pay its aluminum suppliers,’” all
of which could have meant the end of the company.?®

The bankruptcy referee denied the motion to vacate, and the district
court sustained the ruling.20> The Fifth Circuit reversed and remanded the
case to the district court with instructions to order the bankruptcy referee to
conduct a further hearing, giving the bankruptey trustee an opportunity to
meet the prima facie case made out by the challenging shareholders, or, in

194. Id.

195. Id.

196. Id. at 139.

197. Id.

198. Id.

199. Id.

200. Id. There was testimony to the effect that the defendant directors repeatedly said
they would own the business after the proceedings were concluded. Id. at 141.

201. Id. at 139,

202. Id.

203. Id.at 138-39. :

204. Portersfield v. Gerstel, 249 F.2d 634, 635 n.1 (5th Cir. 1957) (quoting the opinion of
the referee in bankruptcy).

205. Portersfield v. Gerstel, 222 F.2d at 137.
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default, to sustain the shareholders’ motion to set aside the adjudication of
voluntary bankruptcy.?¢ The court noted:

The law permits any ordinary business corporation to file a petition in
bankruptcy to avail itself of the benefits of the bankruptcy statute.
Ordinarily it is unimportant what may be the purpose or motive of the
corporation, if in truth and in fact it is the act of the corporation and not
of officers or directors acting for their own benefit as distinguished from
that of the corporation to which they have a fiduciary responsibility.2°7

The court further explained that if the allegations of the challenging share-
holders were true, the referee should have vacated the order of
adjudication.??® Filing the petition “would be a fraud on the court as well as a
fraud on the corporation and its other stockholders.”?®® Other courts have
dismissed petitions filed to resolve a dispute over ownership and control of a
nondebtor corporation?!? and to deprive a former spouse of any interest in the
enterprise because they lacked good faith.21!

206, Id.

207. Id. at 140 (footnotes omitted).

208. Id.

209. Id. On remand, the referee heard additional testimony, reviewed documentary
evidence (including checks and minutes of the corporation), and again concluded that there was a
good faith financial basis for the petition. Porterfield v. Gerstel, 249 F.2d 634, 635 (5th Cir.
1957). The district court confirmed the referee’s order. Id. at 635. Because the court of appeals
could not say that the district court’s findings were clearly erroneous, the judgment was
affirmed. Id. at 637.

210. In re Golden Ocala Partnership, 50 B.R. 5§52, 558 (Bankr. M.D. Fla. 1985).

211. In re Stamford Color Photo, 105 B.R. 204, 208 (Bankr. D. Conn. 1989); see also In re
Bicoastal Corp., 109 B.R. 467, 471 (Bankr. M.D. Fla. 1989); In re Justus Hospitality Properties,
Ltd., 86 B.R. 261, 264 (Bankr. M.D. Fla. 1988). But see In re Stolrow’s, Inc., 84 B.R. 167 (Bankr.
9th Cir. 1988} (rejecting challenge that sole motivation for the petition was to secure a tactical
advantage in dispute over control because debtor was capable of satisfying the statutory
requirement of proposing a plan in good faith which preserved geing concern value and jobs).
Compare, however, In re Beck-Rumbaugh, No. 85-4233, 1985 WL 38 (E.D. Pa. Sept. 11, 1985}, in
which the court followed principles stated in Portersfield v. Gerstel, but expressed a different
view on the court’s role in addressing the alleged abuse. In Beck-Rumbaugh, the board of
directors filed a voluntary petition in bankruptcy. Rumbaugh, a 49% shareholder and a
judgment creditor of the company (as a result of a state court judgment against the company)
moved to dismiss the proceeding. Id. at *1. Rumbaugh charged a “fraudulent intention” on the
part of Beck, the 51% shareholder and president of the company, that is, “a ploy to stay litigation
on behalf of the corporation against the president and others for diversion of corporate funds.”
Id. at *4. The court recited the rule that “a bad faith filing for bankruptcy under Chapter 7 to
defeat claims of creditors may be found to be fraud on the court and other parties.” Id. But,
rather than dismiss the petition on this ground, the court ruled: i

fTlhe matters referred to by [Rumbaugh] in his motion papers regarding other

litigation . . . make clear that it is only in Bankruptcy Court that the affairs of this

corporate entity can be untangled and if it is not now insolvent, litigation costs and
numerous judgments may soon render it so. Proceeding in Bankruptcy Court at this
time will permit a thorough investigation of any improprieties and preserve the assets
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Courts have resisted calculating petitioners’ efforts to convert the
bankruptcy process into a refuge for the evasion of state law duties and obli-
gations. In In re Cook?'? a state court ordered an accounting by the debtors,
but granted an extension of time within which to file the report.213 Ten days
before the new deadline, the debtors filed for bankruptcy.?'4 The creditors
argued the bankruptcy petition was filed to avoid the state court’s order on
the accounting.2!® The court stated:

Thus, it appears plainly that the instant proceeding was instituted not
for the purpose of obtaining benefits afforded by the Act to a corporation
in financial distress, but to enable appellees to escape the jurisdiction of
another court where the day of reckoning for their alleged acts of miscon-
duct was at hand. It is our conclusion that a {flederal [c]Jourt should not
extend its jurisdiction under such circumstances. To do so is to furnish a
haven of repose for one accused and called to account by a court of compe-
tent jurisdiction. It is argued that an accounting may be required in the
[flederal [clourt as effectively as in the state court. No doubt this is true,
but it does not dispel appellees’ motives in shifting jurisdictions under
the circumstances presented. Their conduct and the demonstrated
purpose of coming into the [flederal [clourt was a fraud, not only upon
that court, but the state court as well.216

As shown, shareholder rights under the close corporation doctrine are
broader and qualitatively different than those under traditional corporation
doctrine. They are extended by the parties’ “reasonable expectations.” A
Chapter 7 petition not ratified by the shareholders of a close corporation that
is not financially distressed defeats the reasonable expectations of a fifty
percent shareholder in the continued participation in decision-making in the
enterprise. The bankruptcy deprives the excluded shareholder of a state law
right to a hearing on the merits of a dissolution and a consideration of alter-
natives. This unauthorized petition fails the “good faith” test under the
jurisdictional reach aspect, because there is no common-pool problem or a
collapse of a debtor enterprise, and also under the abusive conduct aspect
when its sole purpose is to deny the rights of others.

of the debtor’s estate. Appointment of a Trustee in Bankruptcy is clearly in the

interests of the administration of justice.

Id. (citations omitted). This view on the competence of a bankruptey court to address abusive
conduct is misguided.

212. In re Cook, 104 F.2d 981 (7th Cir. 1939).

213. Id. at 982.

214. Id. at 983.

215. Id.

216. Id. at 985 (citations omitted). Portersfield and Cook were decided under earlier
versions of the Code. However, as stated, courts have always insisted upon the presence of good
faith under all versions of the Code and even in the absence of any specific provision requiring it.
See In re Victory Constr. Co., 9 B.R. 549, 551 (Bankr. C.D. Cal. 1981) for a history of the good
faith requirement.
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C. State Courts are Better Suited to Resolve Intracorporate Disputes

In Quarter Moon, the Gilberts argued the state court was better suited
to adjust the rights and interests of all the relevant parties.?'” They argued
that in a state court proceeding the company, rather than liquidate the
enterprise, could “liquidate sufficient assets to pay all creditor claims and to
‘cash out’ the Addlemans’ equity in the company, with the remaining items of
property to be distributed to the Gilberts so the . . . business could
continue.”!® The bankruptcy court responded that “Chapter 7 was carefully
crafted by Congress to achieve a prompt, economical liquidation and a fair
distribution of assets,” and the “[t]rustee . . . is a professional, and the Court
stands prepared to protect the interests of any party requiring it.”21¢
Moreover, the court stated that “[t]he success of such an approach would
require [the] Gilberts to convince the state court that such is a desirable and
legal alternative, potentially over the objection of [the] Addlemans.”220

The bankruptcy court might have considered declining jurisdiction
under the abstention provisions of the Code when the “interests of creditors
and the debtor would be better served” by a dismissal or suspension of
proceedings.??! These provisions are designed to encourage private, negoti-
ated adjustments of creditor-company relations and “to allow out-of-court
insolvency arrangements to continue if those arrangements are in the best
- interest of all concerned and the petition is filed by ‘recalcitrant creditors.’”222

Although the Code fails to define the “interests” to be considered or to
delineate criteria for determining when parties will be better served in or out
of bankruptcy, courts have identified a number of relevant considerations.
These include efficiency and economy in resolution of the matter, freedom

217. In re Quarter Moon Livestock Co., 116 B.R. 775, 782 (Bankr. D. Idaho 1990).
218. Id.
219. Id.
220. Id.
221. Section 305 provides:
(a) The Court, after notice and a hearing, may dismiss a case under this title, or may
“suspend all proceedings in a case under this title, at any time if—
(1) The interests of creditors and the debtor would be better served by such dismissal or
suspension,
11 U.S.C. § 305 (1988).
222. In re Colonial Ford, 24 B.R. 1014 (Bankr. D. Utah 1982). According to the legislative
history:
This section recognizes that there are cases in which it would be appropriate for the
court to decline jurisdiction. Abstention under this section, however, is of jurisdiction
over the entire case . . . . The court may dismiss or suspend under the first paragraph,
for example, if an arrangement is being worked out by the creditors and the debtor out
of court, there is no prejudice to the rights of creditors in that arrangement, and an
insolvency case has been commenced by a few recalcitrant creditors to provide a basis
for future threats to extract full payment.
H.R. REP. No. 989, 95th Cong., 2d Sess. 35 (1978), reprinted in 1978 U.S.C.C.A.N. 6281.
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from litigation, as well as “fairness, priorities in distribution, [the court’s]
capacity for dealing with frauds and preferences, and the importance of a
discharge to the debtor.”228 Equally significant in this regard is the
motivation of the petitioners.

The holding in Win-Sum Sports, Inc.2?* addresses this point. A fifty
percent shareholder of a close corporation, who was also a creditor, entered
into an agreement with other creditors to file an involuntary petition against
the corporation.?? Although it was not disputed that the company was
experiencing financial difficulties, “two of the three petitioning creditors
testified that neither of them would have brought the involuntary petition
had each not received a written indemnity agreement” from the petitioning
shareholder.?26 In fact, “except for the three creditor petitioners’ debts,” the
corporation had “paid or made acceptable arrangements to pay all debts
claimed by the petitioners.”27

The court found the petition had followed the breakdown of negotiations
for the petitioning shareholder’s buy-out of the other fifty percent share-
holder.222 The court also found the petitioning shareholder’s real purpose was
to “use the bankruptcy court as an alternate approach to state court
procedures to resolve intracompany management and stockholder problems”
to displace the other fifty percent shareholder from the management of the
corporation.?® The petitioning shareholder and the petitioning creditors were
thus “comparable to the ‘recalcitrant’ creditor described in the legislative
history” of the abstention provisions of the Code.2*® Accordingly, the petition
was dismissed.?!

An abstention by the bankruptcy court in Quarter Moon could have
been taken on the same grounds as in Win-Sum, and would have forced the

- parties to seek resolution of their intracorporate dispute through the dispute
resolution tools available under state corporation doctrine.?2 The state court
is the forum most competent and legally capable to assess and ameliorate the
special circumstances of close corporation participants. A state court would
determine the viability of the firm, then consider a range of remedies,

223. In re Colonial Ford, 24 B.R. at 1020; see also In re Donaldson Ford, Inc., 19 B.R. 425,
435 (Bankr. N.D. Ohio 1982); In re Michael S. Starbuck, Inc., 14 B.R. 134, 135 (Bankr. S.D.N.Y.
1981);.

224, In re Win-Sum Sports, 14 B.R. 389 (Bankr. D. Conn. 1981),

225. Id. at 390.

226, Id. at 391.

227. Id.

228, IHd.

229. Id. at 394.

230. Id.

231. IHd. )

232. See In re Quarter Moon Livestock Co., 116 B.R. 775, 780 (Bankr. D. Idaho 1990).

HeinOnline -- 41 Drake L. Rev. 458 1992



1992] Liquidation in Bankruptcy - 459

including ordering a buy-out at a fair price?3 or issuing additional stock.?
The shareholder deadlock, which also produces a deadlocked board, could be
treated by appointing a provisional director??® or a custodian.??¢ In other
cases, a court could resolve disputes by ordering the board to meet to declare
a dividend, 23" cancel or alter a provision in the charter or by-laws, or enjoin
certain acts by directors, officers, or shareholders.?3®

233. See CAL. CORP. CODE § 2000 (West 1990); MINN, STAT. ANN. § 302A.751(2) (West
Supp. 1993); REVISED MODEL BUSINESS CORP. ACT, MODEL STATUTORY CLOSE CORP. SUPP. §
42 (1989).

The New York Business Corporation Law, § 1118 provides:

(a) In any proceeding brought pursuant to [§ 1104-a] of this chapter, any

other shareholder or shareholders or the corporation may, at any time within

ninety days after the filing of such petition or at such later time as the court in its

discretion may allow, elect to purchase the shares owned by the petitioners at

their fair value and upon such terms and conditions as may be approved by the

court.

N.Y. BUS. CORP. § 1118 (McKinney 1986).

In one case, a minority shareholder of a close corporation brought an action to compel
judicial dissolution of the corporation on grounds of oppression and wrongdoing. In re Pace
Photographers Ltd., 525 N.E.2d 713, 715 (N.Y. 1988). In reaction to the petition, the corporation
elected to buy the shareholder’s shares. Id. at 715. The court held that the value would be
determined on the basis of what a willing purchaser in an arm’s length transaction would offer
for the corporation as an operating business, rather than as a business in the process of
liquidation. Id. at 718. The court held further that a sale occasioned by an 1104-a petition
premised on abuse by the majority does not fall within the contemplation of the shareholder’s
agreement providing for the buy-out of shares, the price to be set according to a certain formula.
Id.

234. See, e.g., Baker v. Commercial Body Builders, 507 P.2d 387, 393 (Or. 1973).

235. See CAL CORP. CODE § 1802 (West 1990); DEL. CODE ANN. tit. 8, § 352(b) (1991);
N.J. REV. STAT. § 14A:12-7(1) (1991); REVISED MODEL BUSINESS CORP. ACT, MODEL
STATUTORY CLOSE CORP. SUPP. § 41(aX7) (1989).

236, See DEL. CODE ANN. tit. 8, § 226 (1991); REVISED MODEL BUSINESS CORP. ACT
ANN. § 14.32 (1992).

- 237. See Smith v. Atlantic Props., 422 N.E.2d 798, 804 (Mass. App. Ct. 1981); Baker v.
Commercial Body Builders, 507 P.2d 387, 395 (Or. 1973); see also REVISED MODEL BUSINESS
CORP. ACT, MODEL STATUTORY CLOSE CORP. SUPP. § 41(a)X8) (1989).

238. See, e.g., CAL. CORP. CODE § 1804 (West 1990); S.C. CODE ANN. § 21-155 (Law. Co-op
1990); REVISED MODEL BUSINESS CORP. ACT, MODEL STATUTORY CLOSE CORP. SUPP. §
41(a)1), (2) (1989); see also Smith v. Atlantic Props., 422 N.E.2d at 804; Baker v. Commercial
Body Builders, 507 P.2d at 395-96; Hockenberger v. Curry, 215 N.W.2d 627, 628 (Neb. 1974),
Patton v. Nicholas, 279 S.W.2d 848, 857 (Tex. 1955). See generally Robert W. Hillman, The
Dissatisfied Participant in the Solvent Business Venture: A Consideration of the Relative
Permanence of Partnerships and Close Corporations, 67 MINN. L. REV. 1 (1982); Joseph Edward
Olson, A Statutory Elixir for the Oppression Malady, 36 MERCER L. REV. 627 (1985); Annotation,
Relief Other Than by Dissolution in Cases of Intracorporate Deadlock or Dissension, 34 A.L.R.4th
13 (1984); Annotation, Dissolution of Corporation on Ground of Intracorporate Deadlock or
Dissension, 83 A.L.R.3d 458 (1978).
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VI. CONCLUSION

The “reasonable expectations” analysis provides grounds for judicial
relief to an affected minority shareholder in a close corporation, even when
there is no showing of wrongdoing by those in control. The analysis reveals
empathy for minority shareholders in the close corporation and a greater
awareness of the economic rights of investors who fail to detail their rights
and investment expectations in the written documents of their business
enterprise. But this expanded concept of shareholder rights and interests
and the array of dispute resolution tools available under statute and common
law are designed not simply to protect the close corporation participant on
notions of justice, but also to preserve business enterprises and avoid the
social costs attendant a noneconomic based dissolution. These two objectives
must guide bankruptcy courts.
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