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The motivations of those involved in a family-run business are
often complex and multifaceted, but become significantly more
troublesome as that business begins to experience financial
distress. While corporate law generally separates control and
ownership between the directors and shareholders respectively,'
the small business model often blurs the line between these two
distinct roles. Indeed, an individual’s occupation of various roles
within a family-owned business may place increased demands
on that individual to reconcile his or her views and goals with
his or her fiduciary obligations, especially when that business
entity encounters financial difficulty.?

The Impact of Insolvency or the Zone of Insolvency on
Fiduciary Duties

The directors of solvent corporations owe fiduciary duties to
the corporations and to their shareholders.® Directors satisfy
their fiduciary duties by “selecting and pursuing with fidelity
and prudence a plausible strategy to maximize the firm’s value”
for the benefit of shareholders.* In the absence of financial
distress, directors owe no fiduciary obligations to creditors,
who are protected through, inter alia, contractual agreements
and bankruptcy law.’

Yet, the fiduciary obligations of those involved transform when a
business becomes insolvent. Though directors must continue to
try to maximize the firm’s value for any potential residual benefit
for shareholders, directors primarily owe fiduciary obligations to
the firm for the benefit of the creditors upon insolvency.® Directors,
however, do not owe any direct fiduciary obligations to creditors
upon insolvency.”

Additionally, “[a]t least where a corporation is operating in the
[zone] of insolvency, a board of directors is not merely the agent of
the [shareholders], but owes its duty to the corporate enterprise.”
The zone of insolvency commences when a company faces financial
distress and may possibly be insolvent.® “When a solvent corporation
is navigating in the zone of insolvency, the focus for Delaware
directors does not change: directors must continue to discharge their
fiduciary duties to the corporation and its shareholders by exercising
their business judgment in the best interests of the corporation for
the benefit of its shareholder owners.”*

The duties owed by a corporation’s directors under Delaware
law are purposefully straightforward." However, applying these
fiduciary obligations to a family-run business can be challenging.
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The Zone of Insolvency from Three Perspectives

Those involved in corporations generally occupy one of
three different roles: (1) capital provider; (2) employee; or (3)
entrepreneurial leader of the business. Yet, in a family business
context, various family members often occupy more than one
role. And the goals of individuals in these roles can differ vastly.
Capital providers, such as shareholders, may desire profit
maximization.”? Employees and entrepreneurial leaders, however,
may desire combinations of profit maximization, salary, and
perquisites that yield them increased value.”® Employees and
entrepreneurial leaders, on the other hand, may generally be
more risk averse than shareholders because (1) their financial
assets are typically concentrated in the firm, rather than
diversified, and (2) they often have a significant investment in
firm-specific human capital.” As a result, entrepreneurial leaders
will often focus less on profit maximization than capital providers
would otherwise desire.”

For example, an individual who serves solely as a capital provider
may see no benefit to a reorganization that eliminates the equity
holders and, as such, may want to delay a bankruptcy filing with
the hope that the firm’s financial prospects will improve.' On the
other hand, those who serve as employees or entrepreneurial
leaders of the business may be motivated to gain allegiance
with the party that is least likely to fire them and may benefit
from a reorganization, even if they lose any equity that they
may have.” The business itself, however, will most benefit from
a quick reorganization and exit from bankruptcy, and may be
harmed by costly and protracted bankruptcy proceedings that
acutely focus on ensuring that a particular constituency of the
firm walks away with the largest slice of the pie.®

— Agency Risk Arising from Management Conflicts
of Interest

Yet, when a company is truly insolvent, agency risk may
materialize with respect to a company’s entrepreneurial
management. Agency risk occurs when a firm’s management
no longer acts in the best interest of its shareholders, but instead
works to benefit only itself. In a solvent company, the interests
between management and shareholders generally align; however,
upon insolvency, shareholders have little incentive to manage
risk. Indeed, in the case where no true equity cushion exists (i.e.,
the value of company stock approaches zero), shareholders can
utilize their position to effectively shift risk to the employees
and management, as shareholders now reap to gain all potential
upside without the attendant downside risk.

The agency risk of shareholders in an insolvent family business
described above may very well act to the detriment of management
and employees. Illustrative of this theme is the increasing
presence of so-called “vulture” funds in the past decade, with
such funds purchasing, at deep discounts, increased holdings in
companies on the brink of bankruptcy. Although the presence
of these “vulture” funds is certainly not widespread amongst
family-operated businesses, their behavior after purchasing large
interests demonstrates the ever-divergent interests between

management of an insolvent company and shareholders who
purchase shares at a deep discount and seek to reap extraordinary
profits for pushing the company into profitability. Oftentimes in
these situations, the shareholders’ risk calculus changes due to
the economics of their position, driving them to make drastic cuts
in employees, replace management, and otherwise engage in risk-
taking to others’ detriment. It is precisely in these instances—i.e.,
when shareholders of insolvent corporations have little to lose
and much to gain—that managers in a family-owned business
should be most wary of their shareholders.

— Divergent Goals of Management and Employees

Despite the above example, management and employees do not
always share the same goals, and such differences are exacerbated
when the company is experiencing extreme financial distress.
During times of normal operations, management and employees
generally share similar goals: stable employment and increased
productivity. When the company undergoes financial difficulties,
however, oftentimes management is incentivized to deal a blow to
the company’s employees through layoffs, furloughs, and salary
reductions. Indeed, these differences can often be magnified in
small companies because those companies may not be subject
to the same stringent employment laws that larger corporations
face. It is likely that one of the first cost-cutting measures of a
struggling company would be to cut employees. Sometimes,
however, the terminated employees are related to management
and are asked to leave because either they are less productive
than other employees or their salaries or wages are higher.

— Competing Incentives Created by Dual Roles

These issues become increasingly complex when a director of
a family business occupies more than one of these roles. Under
this scenario, there may be internal tensions that can create
competing incentives, which may render the fulfillment of one’s
fiduciary obligations to the firm more difficult. Such a situation
can become even more troublesome when the company begins
to encounter financial hardship and begins to contemplate
reorganization under Chapter 11 of the federal bankruptcy
laws. As was aptly noted by the Delaware Chancery Court in
Credit Lyonnais Bank Nederland, N.V. v. Pathe Communications
Corporation, “[t]he possibility of insolvency can do curious things
to incentives, exposing . . . opportunistic behavior and creating
complexities for directors.”*® The reorganization decision affects
not only firm value, but the distribution of value across parties
involved in the firm.>

— Different Incentives to Pursue Risky Ventures

Another situation in which the incentives of various constituencies
of the firm may conflict occurs when officers or directors decide
whether to pursue a risky business venture.” Though a risky
investment is generally a matter of unreviewable business
judgment, it may be viewed from a different perspective when
a company’s ability to pay its financial obligations is uncertain.*
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In these instances, shareholders of a nearly insolvent corporation
are already in a position where they may possibly lose their
investment.” They will thus generally benefit from the risky
venture because they carry little downside risk and, as equity
holders, stand to profit if the risky venture succeeds.?* Creditors
may be harmed because the risky investment may increase
the likelihood that the corporation will default on the owed
obligation.” Employees and entrepreneurial leaders will also
likely be harmed by a decision to take on a sub-optimal amount of
risk because it may result in the (1) demise of a family institution,
(2) loss of employment, and (3) loss of firm-specific human capital.

— Potential Conflicts Between Shareholders and the
Corporation ltself

Not only may the interests of shareholders and the corporation
conflict with that of creditors, but there may also be tension
between maximizing value to the shareholders and maximizing
value to the corporation itself.?® This point is significant because
it helps to illuminate the internally conflicting incentives that may
exist for individuals that are involved in family businesses. In such
cases, a decision to take on an undue amount of risk or engage in
protracted bankruptcy proceedings is probably not “in the best
interests of the corporation,” as required under Delaware law,
but may be in the best interests of a diversified shareholder.?” The
tension between maximizing the value of the firm and maximizing
the value for shareholders is problematic for directors and can
result in uncertainty about their fiduciary obligations. This
conflict, however, may have less practical importance in a family
business context in which capital providers often have a vested
interest in the perpetuation of the firm.

— The Competing Interests of Creditors

The above examples emphasize that “when a corporation is
in financial distress, the interests of the shareholders and the
corporation itself may inherently collide with those of the
creditors, making any respective duties owed by directors to
each constituency potentially in conflict and making the scope
of each respective duty elusive and difficult to ascertain.”?® To
be sure, it is exceedingly difficult to simplify the motivations
and goals of any category within a family-owned business and
generalize broadly. In any of the situations outlined above, one
could probably envision a set of scenarios where the behaviors
of that group are different than, or even opposite from, those
generalized in this article. Yet, despite the inherent difficulties in
such generalizations, the scenarios discussed above can provide
useful guidance in determining the motivating behaviors of any
individual within a family-owned business enterprise.

Conclusion

Understanding an individual’s conflicting incentives can help one
to reconcile those competing interests, fulfill fiduciary obligations,
and avoid liability. Directors are vulnerable to lawsuits from

creditors, shareholders, and the corporation itself when the
corporation operates in the zone of insolvency.? Because the
financial future of the corporation may be at stake, interested
parties may challenge every significant decision in the future
using 20-20 hindsight.*° Directors should thus exercise the utmost
caution when the corporation enters the zone of insolvency.*!
In order to avoid liability, directors should thoroughly discuss
and, if possible, disinterested directors should control any major
decisions involving the firm.*

Most importantly, individuals involved in a family-run business
must remember their respective roles and responsibilities—
especially when the corporation operates in the zone of
insolvency.* This seemingly simple task may be challenging
for individuals who have multiple roles with varying degrees of
fiduciary obligations. The task may be simplified if individuals
make clear distinctions between their various roles and remember
the fiduciary obligations that attach when pursuing a particular
course of action or acting pursuant to authority provided for
by one of their roles. Thus, these individuals should adhere to
one simple rule: “remember what hat you are wearing” at any
given time.

William Rudnick is Co-Managing Partner of DLA Piper’s Chicago
office and is a member of the Real Estate and Corporate practice
groups, and Daniel Simon is an associate in the Finance practice
group, concentrating his practice on corporate restructuring and
bankruptcy. They have extensive experience counseling clients
on strategic alternatives, corporate transactions and general
corporate governance matters. The authors can be reached at
william.rudnick@dlapiper.com and daniel.simon@dlapiper.com,
respectively.
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