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Recovery by creditors based on a theory of  “deepening 
insolvency” is premised on the allegedly intentional expansion 
of  corporate debt and prolongation of  a corporation’s life 
beyond insolvency, resulting in damage to the corporation and 
its creditors. As the words “deepening insolvency” are neither 
defined in the Bankruptcy Code, nor do they arise under any 
other provision of  federal law, bankruptcy courts considering 
the theory sit in the role of  soothsayer, predicting how their 
respective state courts would rule when considering this new 
cause of  action. Two recent bankruptcy court decisions have 
reached opposite conclusions in determining whether to 
recognize a separate cause of  action for the tort of  deepening 
insolvency.

Background

Deepening insolvency, as a theory of  recovery, finds its origin 
in the Seventh Circuit decision of  Schacht v. Brown, 711 F.2d 
1343 (7th Cir. 1983). In Schacht, the liquidator of  a failed 
insurance company asserted claims against corporate insiders 
and other defendants, alleging that the carrier continued to 
write risky coverage after it had become insolvent and that 
during this distressed financial period generated cash by selling 
off  an investment portfolio, one of  only a few of  its valuable 
assets. The defendants claimed that the sale of  the investment 
portfolio provided the corporation with greatly-needed liquidity 
and thus, the liquidator was barred from bringing the instant 
action by the general rule prohibiting a corporation from suing 
for damages caused by the artificial prolongation of  its life. 
The Seventh Circuit rejected this defense, announcing that 
“the corporate body is ineluctably damaged by the deepening 
of  its insolvency.”  Schacht, 711 F.2d at 1350. 

Two Decisions – Opposite Results

On December 16, 2005, the Bankruptcy Court for the 
Northern District of  Texas declined to recognize deepening 
insolvency as a means of  recovery under Texas state law in 
Official Committee of  Unsecured Creditors of  Vartec Telecom, Inc. 
v. Rural Telephone Finance Cooperative (In re Vartec Telecom, Inc.), 

335 B.R. 361 (Bankr. N.D. Tex. 2005). In Vartec, the creditors’ 
committee initiated an adversary proceeding against a secured 
creditor, alleging among other things, that certain pre-petition 
acts taken by the secured creditor when it was known to the 
secured creditor that the debtor, Vartec Telecom, Inc., was 
insolvent, resulted in artificially extending Vartec’s existence to 
the detriment of  its creditors. In granting the secured creditor’s 
motion to dismiss the adversary proceeding, the Vartec court, 
applied the traditional elements of  tort liability under Texas 
law and found that no fiduciary relationship existed between 
Vartec and the secured creditor. In so ruling, the Vartec court 
cited the absence of  any duty owing to Vartec by the secured 
creditor. (1) The Vartec court further explained that recovery 
of  damages based upon a theory of  deepening insolvency 
required a showing that the secured creditor either controlled 
the business activities or had taken over management of  the 
corporation, thereby giving rise to fiduciary duties. Having 
found no duty owing between the secured creditor and Vartec, 
the bankruptcy court dismissed the deepening insolvency 
claims asserted by the creditor’s committee.

Within days of  the issuance of  the Vartec decision, the 
Bankruptcy Court for the Eastern District of  Pennsylvania, 
on December 18, 2005, in Miller v. Dutil, et al. (In re Total 
Containment), 335 B.R. 589 (Bankr. E.D. Pa. 2005) reached the 
opposite result in that deepening insolvency was a separate 
actionable tort. In Miller, the chapter 11 trustee brought an 
adversary proceeding against the debtor’s directors and officers 
and related companies, alleging that certain sale and payment 
transactions had no legitimate purpose or benefit to the debtor 
and resulted in the deepening of  the debtor’s insolvency by 
more than $17 million. In addition to the claim for deepening 
insolvency, the trustee asserted a claim for breach of  fiduciary 
duty as to the debtor’s directors and officers. The debtor’s 
directors and officers and related companies filed motions 
to dismiss the adversary proceeding on the grounds that the 
trustee’s complaint failed to state a cause of  action. 

The Miller court, citing the Third Circuit decision of  Official 
Committee of  Unsecured Creditors v. R.F. Lafferty & Co., 267 F.3d 
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340 (3d Cir 2001), acknowledged that the Third Circuit had 
previously concluded that the Pennsylvania Supreme Court, 
if  faced with the issue, would determine that deepening 
insolvency may give rise to a cognizable injury. Having already 
concluded that allegations that the debtor’s directors and 
officers breached their fiduciary duties by pursuing a course of  
action that resulted in the sale of  the debtor’s only profitable 
assets to related companies for less than valuable consideration 
would support a cause of  action for breach of  fiduciary duty, 
the Miller court held that such conduct also supported a cause 
of  action for deepening insolvency. However, as to certain 
related companies which were also named as defendants, the 
Miller court failed to find that the allegations asserted in the 
complaint as to the related companies support a claim for 
deepening insolvency, there being no duty running from the 
relating companies to the debtor. 

Conclusion

While it would appear that the Vartec and Miller courts reached 
opposite conclusions, and thus, continue to contribute to 
the uncertainty associated with liability under a deepening 
insolvency theory, a close analysis suggests that such conclusion 
may not be warranted. A distinction to be drawn between the 
cases, which should hearten secured creditors, is that liability in 
the Miller case rested on the fact that the court determined the 
debtor’s officers and directors had a fiduciary duty to creditors. 
Indeed, the Miller court actually followed the conclusion of  
the Vartec court in dismissing claims against other related 
defendants where there was no duty running from the related 
entities to the debtor. Thus, both decisions effectively reached 
the same result in that if  there is no recognized pre-existing 
duty of  a defendant to any plaintiff, such as creditors, then 
liability for deepening insolvency will not be expanded to 
such defendant. Secured creditors which enforce and follow 
the tenets of  their loan documents with a debtor and do not 
cross the line to controlling a debtor should have no duty to the 
debtor and its creditors or constituencies and, following both 
the Vartec and Miller decisions, should not have liability under a 
deepening insolvency theory. 

If you have any questions about deeepening insolvency and how 
it can impact your business, please do not hesitate to contact the 
following attorneys:

Jesse H. Austin, III  404-815-2208
jessaustin@paulhastings.com

Toronda Silas 404-815-2245
torondasilas@paulhastings.com 

Notes
1. The elements of a tort under Texas law are (1) duty; (2) breach of that 
duty; (3) proximate causation; and (4) injury. See Conway v. Chambers, 823 
S.W.2d 331, 334 n. 1 Tex.App-Texarkana 1991) aff’d, 883 S.W.2d 156 (Tex. 
1993). 
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