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Graceful Maneuvering: Corporate Avoidance Of Liability Through Bankruptcy And
Corporate Law

By John Heenan

"Corporations are essentially persons under the law. Clearly, this Court would not recognize an
individual's attempt to shield himself from . . . liability for previous wrongful conduct simply because
after committing the wrong and leaving the state, he had married, changed his name, or engaged in some
other cosmetic alteration."[1]

I. INTRODUCTION

The law treats a corporation as though it were a person, offering it nearly all of the same rights as a
human being.[2] Although a corporation has a legal existence, an important distinction between a
corporation and a human being is that the corporation lacks a commensurate physical existence.[3] The
effect of this lack of a physical existence is that a corporation becomes a shape-shifter, able to change
and discard legal personas with an ease that no human, no matter how clever, can match.

Because corporations are creatures of the law, the only thing that can prevent them from changing legal
personas is the law. Yet, the law increasingly has turned its back to this responsibility. When
corporations are faced with the prospect of substantial liabilities, they are able to use the law to avoid
their duties through clever legal maneuvering. This article explores how corporations are able to
manipulate the law in order to avoid liability for their actions. Specifically, Section II of this article
examines the actions of one corporation- W.R. Grace & Co. ("Grace")- in an effort to understand just how
corporations are using the law to avoid liability. Section III examines corporate law in a broader context,
discussing the aspects of the law which have developed to protect creditors and the reasons why current
legal protections are insufficient. Section IV provides a range of solutions to the current laws with an
eye towards protecting involuntary creditors and assigning responsibility. These solutions include,
among others, changes to the current laws regarding limited liability, corporate powers, and the
"piercing the corporate veil" doctrine. Finally, Section V concludes with a vision of the law which
burdens corporations with responsibilities commensurate with their rights.

II. WR. GRACE IN LIBBY, MONTANA: THE ART OF AVOIDANCE

"Our first order of priority is to insure the safety of everyone who works for us and everyone who comes
in contact with our products."[4]

A. Libby and the Mine

Libby, Montana, is a town of roughly 3,000 people located in Northwest Montana. For more than a
century, Libby was considered a "company town," as most of the town's residents drew their livelihoods
from either the local sawmill or the vermiculite mine outside of town on Zonolite Mountain.[5] The
vermiculite mine at Zonolite Mountain was operated by a local company, Zonolite Co., from its
opening in the early 1920's until 1963, when it was acquired by Grace.[6] Even in the first half of the
century, during Zonolite Co.'s tenure as owner of the mine, studies had been published firmly linking
exposure to asbestos with severe lung diseases and indicating that tremolite (the type of asbestos found
at Zonolite Mountain) was particularly dangerous.[7] Although Zonolite Co. executives knew of the
threat, they did nothing to reduce the risk.[8] In 1955, an internal company memo discussed "the
dangers of exposing our employees to asbestos."[9] In 1959, Zonolite Co. ordered chest x-rays for 130
workers.[10] The result: more than a third of the films were judged "abnormal," with many showing early
signs of asbestosis.[11] The affected employees were never told the results.[12]



In April of 1963, Grace acquired Zonolite Co. and its Libby vermiculite operation. Pursuant to the
transaction, Zonolite Co. shareholders acquired shares in Grace, Zonolite Co. was dissolved, and Grace
assumed all of Zonolite Co.'s liabilities.[13] Unfortunately, Grace's care for the Libby miners was no
better than its predecessors. From the time that Grace acquired the mill, it knew it had a problem. As one
company official wrote in 1969:

Our recent experience at Libby . . . may well create for us a significant financial liability. We also should
be concerned with the obligation to our employees; namely, permitting them to perform their services
under working conditions which we have good reason to believe are hazardous.[14] Another internal
memo dated Jan. 5, 1968 suggested as a method for dealing with these "exposed" employees, namely,
that "[t]hese employees, as far as we know, are not presently disabled. If we minimize their exposure . . .
chances are we may be able to keep them on the job until after they retire, thus precluding the high cost
of total disability." Id. at 38. Thus, Grace's plan became to keep sick employees just well enough to
continue working.

Despite the clear health threats which the mine posed to Grace's employees and the town of Libby- by
Grace's own estimates, at least 5000 pounds of asbestos was released from the town's processing plant
each day- the company did nothing. "Until the mid-1970's, the vermiculite mined in Libby was
processed in the 'dry mill,' a place so dusty that workers couldn't see their hands on their brooms."[15]
Despite the high amounts of dust to which the workers were exposed, Grace refused to provide showers
on the premises, consequently, the workers brought the asbestos-laden dust home with them, exposing
their families to the dangerous fibers as well.[16]

As knowledge of absestos's dangers became more widespread, Grace worked to forestall the inevitable.
For example, in 1980, OSHA officials announced they would conduct a health study on the Libby
workers.[17] In response, Grace officials (in an internal memo) discussed whether it was best to "obstruct
and block" the study, "be slow, review things extensively and contribute to delay," or "attempt to apply
influence."[18] By the late 1980's, however, the writing was on the wall. With virtually no market
demand for asbestos, Grace began to shut things down. This included not just the dismantling of the
mine, mill, and processing building, but also the planning for how to deal with the town of Libby, where
residents were dying in ever increasing numbers[19] and people were beginning to realize the extent of
the environmental damage.[20] Grace, apparently, was just as forthcoming and cooperative with the
EPA as it was with the other regulators or its Libby workers. As the EPA's lead field coordinator in Libby
later opined, "[t]hey lied to us, interfered with us, and have never acknowledged what they did here to
the people of Libby. Grace is the most evil company I've ever dealt with. They are Satan in corporate
clothes." 1d.

During the 1990's, with asbestos suits on the rise nationwide, Grace began to circle its wagons and
formulate a plan for how to deal with those who had become sick or died because of the company's
actions in Libby. What emerged was a two-pronged approach by Grace. The first prong was to deal with
current litigation. To that end, Grace settled cases where an acceptable figure could be reached with the
victims and vigorously defended those where such a figure could not be reached.[21] The second,
proactive prong was to insulate the company and its shareholders from an ever-growing list of
involuntary creditors through a complicated series of corporate maneuvers designed to separate Grace
from its assets.

B. Graceful Maneuvering: Prelude to a Bankruptcy

As Grace became aware of its potential liability for the illnesses and deaths of more and more people, it
began to formulate a methodical plan for protecting its assets. As early as the late 1970's, the company
was searching for a way to avoid liability for its actions. For example, on May 24, 1977, a W.R. Grace
employee sent an internal memo which provided in part:

Considering the large potential liability that results from the sale of products that contain even a small
amount of contaminate defined by the government as carcinogen [tremolite asbestos], it is reasonable to
question whether there are alternatives to the proposed action. Our exposure to lawsuits cannot be
ignored . . .. [An] obvious alternative would be to seek divestment of the business . . ..[22]



A 1985 Grace memo was more explicit, discussing the possibility of "setting business up as a subsidiary
or in some other legal form to distance from Grace assets."[23]

1. 1988 Reorganization

Beginning in 1988, Grace's plans were put into action. Prior to that year, the company known as "W.R.
Grace & Co." had been a single, shareholder-owned corporation for almost a century.[24] Within a
decade, however, the company would be a shell of its former self, divested of almost three-quarters of its
assets by its shareholders and various "Grace" subsidiaries. The first step came in March of 1988, Grace
created "W.R. Grace and Co.-New York," a New York corporation, and "Grace Merger Corp.," a
Connecticut corporation.[25] Grace Merger Corp. was a wholly owned subsidiary of W.R. Grace and
Co.-New York, which in turn was a wholly owned subsidiary of W.R. Grace and Co.[26] In May of 1988,
Grace Merger Corp. and W.R. Grace and Co. merged, after which the surviving corporation changed its
name to W.R. Grace and Co.-Conn.[27] At the same time, W.R. Grace and Co.-New York changed its
name to W.R. Grace and Co. and succeeded the historical W.R. Grace as the primary, publicly-traded
Grace corporation.[28] The result of the various 1988 transactions was that W.R. Grace and Co.-Conn.
became a wholly owned subsidiary of the new W.R. Grace and Co., with W.R. Grace and Co. continuing
to own all of the same assets and the shareholders of the old W.R. Grace and Co. being the same
shareholders of the new W.R. Grace and Co.[29]

1988 Pre-Reorganization: 1988 Post-Reorganization:
Grace Shareholders (100%) Grace Shareholders (100%)
W.R. Grace & Co. W.R. Grace & Co.
(Conn. corp.) (NY parent corp.)
Spec. Chem. Packaging Med. Supply W.R. Grace & Co.-Conn.

(former W.R. Grace & Co.)

Spec. Chem. Packaging Med. Supply

2. 1996 Reorganization

Between 1988 and 1996, the parent W.R. Grace and Co. operated as a New York corporation and owned
the subsidiary, W.R. Grace and Co.-Conn., through which W.R. Grace and Co. conducted its medical
products, packaging, and specialty chemical businesses.[30] At the time, one of W.R. Grace and Co.'s
largest subsidiaries was National Medical Care, Inc. ("NMC"), a Delaware corporation involved in the
health care industry.[31] In September of 1996, Grace instituted another reorganization. Grace first
created another corporation, "Grace Holding, Inc.," based this time in Delaware.[32] Then, NMC, the
W.R. Grace and Co.-Conn. subsidiary, was transferred to W.R. Grace and Co.[33] Next, W.R. Grace and
Co. transferred ownership of W.R. Grace and Co.-Conn. to Grace Holding, Inc.[34] Finally, W.R. Grace
and Co. merged with a German medical corporation, Fresenius AG, and changed its name to Fresenius
National Medical Care, Inc.[35] After the merger was complete, shareholders of the previous W.R. Grace
and Co. owned approximately 45% of the new Fresenius National Medical Care, Inc. as well as all of the
new Grace Holding, Inc.[36] Pursuant to the terms of the Grace Holding, Inc., merger, Grace Holding,
Inc., ceased to be a subsidiary of W.R. Grace and Co.[37] Grace Holding, Inc., then changed its name to
W.R. Grace and Co. and became the next of the Grace entities to be the publicly-held parent corporation
of W.R. Grace and Co.-Conn.[38] The result of the 1996 transfers was that neither the new W.R. Grace
and Co. nor W.R. Grace and Co.-Conn. maintained any affiliation with NMC or Fresenius National



Medical Care, Inc., and all asbestos liability was placed in W.R. Grace and Co.-Conn.[39] Furthermore,
all of the directors and officers of the old W.R. Grace and Co. remained as directors and officers of the
new W.R. Grace and Co.[40]

Pre-NMC Spinoff: Post-NMC Spinoff:

Fresenius Shareholders (100%) Fresenius Shareholders Grace Shareholders
(55%) (45%)

Fresenius AG

(German corp.) Fresenius NMC
(NY parent corp. and former W.R. Grace & Co. NY)
Grace Shareholders (100%) $3.5 billion
W.R. Grace & Co. Fresenius sub. NMC
(NY parent corp.)
$5.8 billion Grace Shareholders (100%)
W.R. Grace & Co.-Conn. W.R. Grace & Co.
(former W.R. Grace & Co.) (Del. parent corp.)
$3.7 billion

Spec. Chem. Packaging Med. Supply
W.R. Grace & Co.-Conn.
(former W.R. Grace & Co.)

Spec. Chem. Packaging

3. 1998 Reorganization

1998 brought with it a new round of corporate reorganization by W.R. Grace and Co. First, W.R. Grace
and Co.-Conn. transferred all of its packaging operations to a single, wholly-owned subsidiary named
"W.R. Grace and Co.-Conn. (Cryovac)."[41] W.R. Grace and Co.-Conn. then transferred W.R. Grace and
Co.-Conn. (Cryovac) to W.R. Grace and Co.[42] The result of the transfer was to extract all of the
packaging operations from W.R. Grace and Co.-Conn., leaving only the specialty chemicals operations
vested in that corporation.[43] W.R. Grace and Co. then transferred all shares of W.R. Grace and Co.-
Conn. to a wholly-owned subsidiary named Grace Specialty Chemicals, Inc.[44]

After having spun-off W.R. Grace and Co.-Conn., W.R. Grace and Co. was comprised of only a
packaging operation. It then merged with Sealed Air Corp., a Delaware packaging corporation, with
W.R. Grace and Co. being the surviving corporation.[45] W.R. Grace and Co. then changed its name to
Sealed Air Corp., and Grace Specialty Chemicals, Inc., changed its name to W.R. Grace and Co., which
became the newest of the publicly-traded corporations to be known as W.R. Grace and Co.[46] The
result of the 1998 transactions was that all of the directors and officers of the pre-1998 W.R. Grace and
Co. remained as the directors and officers of the post-1998 W.R. Grace and Co.[47] The other, more
substantial result of the various transactions between 1996 and 1999 was that, in less than four years,
W.R. Grace and Co. was able to turn a $6 billion corporation into a $1.5 billion corporation.[48] In the
same time, W.R. Grace and Co. was able to vest itself of its asbestos liability by transferring it to W.R.
Grace and Co.- Conn, a subsidiary which did not even exist at the time most asbestos victims were
injured.[49]



Pre-Sealed Air Spinoff: Post-Sealed Air Spinoff:

Sealed Air Shareholders (100%) Sealed Air Shareholders Grace Shareholders
(37%) (63%)

Sealed Air Corp.

(Del. corp.) New Sealed Air Corp.
(Del. parent corp. and former W.R. Grace & Co.)
Grace Shareholders (100%) $2.5 billion
W.R. Grace & Co. Old Sealed Air Cryovac
(Del. parent corp.) (Del. sub.) (former Grace- Conn. sub.)
$3.5 billion

Grace Shareholders (100%)

W.R. Grace & Co.-Conn.
(former W.R. Grace & Co.) W.R. Grace & Co.
(Del. parent corp. and former Grace Specialty
- Chem.)
$1.5 billion
Spec. Chem. Packaging

Grace Shareholders (45%)
W.R. Grace & Co.-Conn.
- (former W.R. Grace & Co.)

Fresenius NMC -
(NY parent corp.)
$3.5 billion Spec. Chem.

Grace Shareholders (45%)

Fresenius NMC
(NY parent corp.)
$3.5 billion

C. Bankruptcy: The Final Phase

While Grace was moving its assets out the back door, it was putting on a good front for its former
workers. On December 7, 1998, in response to the release of the film A Civil Action, Grace CEO Paul J.
Norris issued a letter to Grace's workers and retirees.[50] In the letter, Norris stated:

Looking back, we realize we made mistakes in how we addressed the concerns of the
Woburn community and the government agencies regarding our past waste disposal
practices . . .. Every manufacturer has to deal with environmental issues from the past; we
take these responsibilities very seriously and work proactively within the communities
where we operate to do the right thing.

I am proud to work for W.R. Grace and I know that we . . . [use] the best practices we know to
protect the environment and the health and safety of our employees and the communities
where we reside."[51]



In Libby, Grace was also pledging to "do the right thing" for those who had been made ill because of
Grace, including pledging $250,000 a year to the Libby hospital for treatment of those stricken with
asbestosis.[52] Grace's good works would prove short-lived, however. By early 2001, with its assets
reduced to roughly a quarter of its previous total and with over 120 pending asbestos suits from Libby
victims and thousands more nationwide, it was heavily speculated that Grace was on its way to
bankruptcy court.[53] Against such speculations, Grace officials publicly stated on March 22, 2001,
"[w]e're not speculating. To speculate sometimes determines the conclusion."[54]

Less than two weeks later, however, the new W.R. Grace and Co. filed for Chapter 11 bankruptcy
protection in the Delaware Bankruptcy Court, listing total assets of $2.509 billion and total liabilities of
$2.574 billion.[55] Grace's Chapter 11 filing included 60 of Grace's 76 domestic subsidiaries and
affiliates. Absent from the filing were Grace's now legally independent international subsidiaries and
affiliates.[56]

By its own admission, Grace sought Chapter 11 protection due to its potential liability arising from
asbestos-related tort claims.[57] As Grace CEO Paul Norris stated:

We believe that the state court system for dealing with asbestos claims is broken, and that
Grace cannot effectively defend itself against unmeritorious claims. The best forum
available to Grace to achieve predictability and fairness in the claims settlement process is
through a federal court-supervised Chapter 11 filing.[58]

Norris also added that:

Grace is a fundamentally sound company with strong cash flow. We have a clear leadership
position in all of our major markets . . .. Over the past several years, the senior management
and employees together have led the Company to many significant achievements,
including streamlining the Company's operations . . .. We are confident that . . . the
company can leverage its inherent value and strong cash flow to emerge from
reorganization as a strong, financially sound enterprise.[59]

By filing for Chapter 11 protection, Grace was able to immediately place all of its assets and liabilities
under the exclusive jurisdiction of the Bankruptcy Court for the District of Delaware. Thus, the only
way that creditors, including the hundreds of Libby victims, could seek recovery was now through the
Bankruptcy Court.

The reaction of Libby victims to the Chapter 11 filing was less than enthusiastic. As one Libby resident
commented: "They've pulled the ultimate punch. They are going to get out of the responsibility for
paying for the town they destroyed. If they are allowed to go bankrupt, somebody's going to have to
clean this town up, and it's going to be the state or federal government."[60] The spat of blame placed on
"trial lawyers" for "clogging up the legal system" was in fact part of a well-financed effort by Grace and
other asbestos manufacturers to refocus the blame for the asbestos fallout. BOWKER, supra note 7, at
271. Such a strategy was conducted, according to Bowker, because the asbestos victims themselves
"don't usually make effective promotable villains." Id. Thus, the industry turned to trial lawyers, seeking
to cast them as the parties inhibiting just and speedy resolution of claims. Id. The "clogging up the
courts argument" is repeatedly made despite the fact that, according to the Association of Trial Lawyers
of America, an average of fewer than seventy asbestos-related lawsuits actually go to trial annually in
state and federal courts. Id.

Another poignant summation of Grace's filing came from a local newspaper editor, who noted that "[t]he
infinite harm suffered by people exposed to [Grace's] asbestos will be transformed into a finite and
affordable amount of money."[61]

D. Creditor Reaction: Fraudulent Transfer Claims Against Grace

It did not take long for Grace's creditors, including the government and the hundreds of asbestos



victims, to realize the extent of Grace's decade-long process and what it meant to them. Realizing that
they would receive pennies on the dollar under Grace's Chapter 11 Bankruptcy Plan, tort creditors[62]
sought to invalidate the company's previous transfers, including its divestiture of the lucrative National
Medical Care, Inc. and Cryovac subsidiaries. In 2002, the Official Committee of Asbestos Personal
Injury Claimants and the Official Committee of Asbestos Property Damage Claimants brought suit in the
Delaware bankruptcy court to invalidate Grace's previous transfers.[63] The United States, through the
Department of Justice, subsequently filed a motion to intervene in bankruptcy litigation against W.R.
Grace and Co. in an effort to recover funds that had been diverted to spinoff companies prior to Grace's
bankruptcy filing.[64]

Not surprisingly, neither Grace nor the companies which received the benefit of its transfers, Sealed Air
and Fresenius (both of which were owned in large part by Grace shareholders), agreed that there was
anything improper about the transfers.[65] Sealed Air, for example, issued the following statement: "The
1998 transaction by which the Cryovac business of Grace was combined with Sealed Air was an arm's
length transaction negotiated in good faith between two independent companies after considering all
relevant issues including Grace's solvency under applicable law."[66]

By November of 2002, however, with millions of dollars spent on litigation[67] and no end in sight,
both Sealed Air Corporation and Fresenius Medical Care AG announced that they each had reached
agreements in principle with representatives of the asbestos creditors committees to settle claims of
fraudulent transfer in the Chapter 11 proceedings of W. R. Grace & Co.[68] Under the terms of the
agreement, fraudulent conveyance and other claims raised on behalf of asbestos claimants were
dismissed and both Fresenius and Sealed Air received protection against all existing and potential
future asbestos-related claims upon confirmation of the W.R. Grace & Co. bankruptcy reorganization
plan.[69] In turn, Fresenius and Sealed Air agreed to pay $115 million[70] and $583 million,[71]
respectively, to the W.R. Grace bankruptcy estate upon plan confirmation. To date, Grace's Bankruptcy
Plan has yet to be confirmed.

E. Aftermath

Although one might take the Fresenius and Sealed Air settlements as a sign that current corporate law
does, in fact, work, the reality is quite the opposite. Under Grace's Chapter 11 filing, its liabilities
exceeded its assets by some $500 million.[72] This half-billion dollars in excess liabilities did not even
take into account asbestos-related claims, 61,000 of which had been filed against Grace by the time the
bankruptcy proceedings were instituted.[73] Given the fact that (1) treatment for the average asbestos-
related disease can cost tens or even hundreds of thousands of dollars[74] and (2) the number of claims
filed before 2001 does not even approach the ultimate number of asbestos victims to whom Grace is
responsible,[75] it is inconceivable that Grace's current Chapter 11 plan will be able to fully compensate
all personal injury tort creditors.[76]

Even had Grace not proceeded through a decade of company divestment, it is unlikely that Grace would
have been able to fully compensate its numerous victims. However, Grace's handlers were able to
successfully divest the company of over $4 billion dollars in assets. By the time the dust had settled in
the creditors' lawsuits, less than 20% ($698 million) of that $4 billion dollars had been recovered. In
effect, Grace was able to successfully divert more than $3 billion dollars from potential creditors. Thus,
there can be no dispute that no matter how Grace's Chapter 11 plan is resolved, the indisputable losers
will be the thousands of people whom Grace is responsible for injuring, who will go with little (or no)
financial compensation.

III. THE "GRACE METHOD": HOW CORPORATIONS AVOID LIABILITY THROUGH CORPORATE
RESTRUCTURING AND BANKRUPTCY LAW

Grace is by no means alone its attempts to avoid liability through a combination of asset divestiture and
bankruptcy filing. Indeed, the concept of a debtor attempting to avoid payment is anything

but new.[77] Because it is a given that people (and corporations) will sometimes attempt to avoid
paying what they owe, the law has developed a series of restraints in an effort to prevent debtors from
hiding assets from creditors. These restraints come in the form of fraudulent conveyance law, successor



liability law, and the corporate veil piercing doctrine.[78] Unfortunately, while these laws prevent the
most simplistic and flagrant abuses, they are by no means flawless. Several loopholes allow debtors like
Grace to protect assets and shield themselves from liability. Furthermore, increasingly savvy corporate
lawyers have been able to help corporations avoid liability while acting in complete compliance with
the law.

A. Protecting Creditors in the Law: Fraudulent Conveyances, Successor Liability and the Corporate Veil
Piercing Doctrine

There are three legal doctrines which have evolved in order to protect creditors in their interactions with
debtor corporations. The first doctrine, fraudulent conveyance law, allows a creditor to void a
transaction because of its fraudulent purpose or effect. The second doctrine, successor liability, is similar
to the law of fraudulent conveyances and allows the liability of a former corporation to extend to the
new entity when a transaction is deemed fraudulent. The third doctrine, the corporate veil piercing
doctrine, allows a creditor to disregard the corporate form and attach liability to the person or
corporation which manipulates it. All three of these doctrines, while somewhat different, arise out of the
same general purpose, namely, to protect creditors by preventing corporations from shielding
themselves from liability.

1. Fraudulent Conveyance Law

Fraudulent conveyance law is embodied in both federal and state law. In the federal arena, it is the
Bankruptcy Code which addresses fraudulent transfers and conveyances. Section 548 of the Code
invalidates transfers that are fraudulently made and obligations that are fraudulently incurred.[79]
Section 548, in turn, is based on the Uniform Fraudulent Conveyance Act (UFCA), which along with the
Uniform Fraudulent Transfer Act (UFTA) provides the basis for state fraudulent conveyance law.[80]
The UFCA and the UFTA are similar in both structure and approach, and both Acts consider a transfer
"made or an obligation incurred with actual intent to hinder, delay or defraud creditors" to be
"fraudulent."[81]

There are generally two types of fraudulent transfers under modern fraudulent conveyance law. The first
type is a transfer which is actually fraudulent. Under both the Uniform Acts and the Bankruptcy Code, a
transfer committed with the actual, subjective intent to defraud creditors is a fraudulent conveyance.[82]
Because there is rarely direct evidence of a debtor's fraudulent intent, actual fraudulent intent is usually
established through circumstantial evidence such as the relationship between the transferor and the
transferee.[83]

The second type is a transfer which is constructively fraudulent. In dealing with constructively
fraudulent conveyances, both the Code and the Acts provide for a two element test for determining
whether a transfer is constructively fraudulent. The first element inquires into whether the debtor
received "less than a reasonably equivalent value in the accused transaction."[84] The second element
deals generally with the debtor's insolvency, inquiring into whether the debtor: (i) was "engaged in
business or was about to engage in a business transaction for which the remaining assets of the debtor
were unreasonably small in relation to the business or transaction;" (ii) "intended to incur, or believed or
reasonably should have believed that [it] would incur, debts beyond [its] ability to pay as they became
due;" or (iii) "was insolvent at the [time of the transaction] or the debtor became insolvent as a result of
the transfer or obligation."[85] Thus, under both the Acts and the Code, determining whether or not a
conveyance is constructively fraudulent turns on the adequacy of consideration for the transfer and the
financial position of the debtor rather that the actual, subjective intention of the transferor.[86]

One of the most crucial issues in a constructive fraud analysis is determining whether or not the debtor
was left with unreasonably small capital after the transaction. As mentioned above, under both the Acts
and the Code, a transfer is fraudulent when it leaves the debtor with an unreasonably small capital to
carry on its business. Because a corporation's capital assets can, because of various factors, change
quickly and be difficult to ascertain with accuracy, an important aspect of the capitalization inquiry is
on what date the capital of the corporation should be quantified. The Courts have resolved this issue,
determining:



Rather than focus on the specific date of the transaction, the transfer will be examined in the context of a
reasonable period of time surrounding that date. Thus, the critical inquiry when considering whether a
transfer or conveyance has left a company with unreasonably small capital is one that weighs raw
financial data against both the nature of the enterprise itself and the extent of the enterprise's need for
capital during the period in question; therefore, it avoids the risk of ascribing undue weight to the state
of a company's balance sheet on a particular day.[87]

Such an approach thus correctly allows the Court to look at the full impact of the transaction on the
corporation's financial viability.

A second issue which arises in the constructive fraud analysis, particularly in the mass torts context, is
what constitutes "debts" for corporate solvency purposes.[88] The UFTA defines a debt as a "liability on
a claim."[89] A claim, in turn, is broadly construed to mean "a right to payment, whether or not the right
is reduced to judgment, liquidated, unliquidated, fixed, contingent, matured, disputed, undisputed,
legal, equitable, secured, or unsecured."[90] In determining whether and at what point a tort victim's
injury constitutes a "claim" for liability purposes, the Courts have determined that tort victims have a
right of payment and thus a claim for solvency purposes at the time the claimant suffers "identifiable,
compensable injury."[91] Thus, an increasingly important aspect of modern fraudulent conveyance law
is that Courts are willing to consider claims which, although not filed at the time of transfer, were
compensable at that date.

2. Successor Liability

A doctrine which overlaps the law of fraudulent conveyances is that of successor liability. Under the
doctrine of successor liability, the general rule is that a corporation does not assume the debts and
liabilities of a corporation whose assets it acquires.[92] However, one of the four generally recognized
exceptions to this rule exists when the transfer from the former corporation to the successor corporation
is made for the fraudulent purpose of escaping liability.[93] Thus, where a transfer of a corporation's
assets is made for a fraudulent purpose (as defined by fraudulent conveyance law), the successor
corporation will be burdened with the liabilities of the corporation whose assets it acquires. The rule of
successor liability becomes important when analyzing the modern corporate restructure. As Prof.
Vulkovich describes:

A frequent stratagem employed by corporate insiders is to create a 'new' corporation to which the
insolvent debtor corporation transfers, frequently through a maze of transactions, substantially all of its
assets. The insiders own the stock of the new corporation and operate it as they did the old corporation.
Meanwhile, the debtor corporation files bankruptcy and its creditors are left to battle over the funds that
the debtor received in exchange for its assets.[94]

Grace's corporate maneuvering is not only a classic example of the "frequent stratagem" described by
Prof. Vulkovich, but also a demonstration of the depths to which modern corporations are willing to go
to shield assets from creditors.

3. Corporate Veil Piercing Doctrine

Under the corporate veil piercing doctrine, courts will "disregard the fiction of a separate legal entity
when a corporation is the mere instrumentality or agent of another corporation or individual owning all
or most of its stock."[95] The effect of a veil-piercing is that the Court refuses to recognize the corporate
entity and instead imposes liability on individual shareholders for corporate debts.[96]

The almost universal rule is that mere stock dominance is not enough to warrant piercing, but rather the
circumstances must be such that "the controlled corporation has, so to speak, no separate mind, will or
existence of its own and is but a mere conduit for its principal."[97] Factors courts generally consider in
determining whether to "pierce" the corporate veil include: (1) the degree of control by the shareholder,
(2) undercapitalization, and (3) observance of corporate formalities.[98] Although courts differ greatly
in their willingness to pierce the corporate veil, "even those with conservative approaches to piercing
issues recognize that fraudulent conduct by insiders is per se a significant factor in favor



of piercing."[99] Thus, establishing a fraudulent conveyance often allows the creditor to reach the assets
of the corporate shareholder(s).

B. Working within the System: Avoiding Liability through Technical Compliance with the Law

Although the laws of fraudulent conveyances, successor liability, and corporate veil piercing all are
variously formulated in an effort to protect creditors by voiding fraudulent conveyances by debtors,
corporations are increasingly able to circumvent these laws through technical compliance. Grace is one
of the best modern examples of a corporation taking deliberate steps to comply with the law while at the
same time distancing creditors from corporate assets. Because Grace's corporate conveyances were so
skillfully achieved,[100] it was difficult for creditors to clearly establish the applicability of the laws of
fraudulent conveyances or successor liability without enduring a costly legal struggle.[101] Even if
these laws did apply,[102] however, the beneficiaries of Grace's lucrative asset divestitures (Grace
shareholders) were still able to use the time, expense, and uncertainty of litigation to achieve a
settlement of substantially less than the divested amount. As the dust continues to settle after the Grace
bankruptcy fallout, two things are certain- (1) Grace shareholders will come out better than they should
have and (2) the Libby victims will not be fully compensated. Thus, to the extent Grace sought to
distance itself from its creditors to the benefit of its shareholders, it has succeeded.

The method employed by Grace and others is relatively simple.[103] The manner in which corporations
attempt to avoid liability is widely believed to differ according to industry. See, e.g., Lopucki, supra,
note 77, at 45 ("In some industries, the costs of liability are clearly high enough to drive corporate
strategy. In those kinds of industries, judgment proofing flourishes."); Henry Hansmann & Reinier
Kraakman, Toward Unlimited Liability for Corporate Torts, 100 YALE L.J. 1879, 1881 (1991)
("Increasing exposure to tort liability has led to the widespread reorganization of business firms to
exploit limited liability to evade damage claims. The method of evasion differs by industry."). First, the
corporation, through corporate legal maneuvers (e.g. the formation of subsidiary corporations and the
compartmentalization of assets), systematically transfers its assets while retaining just enough assets to
comply with the law. After divesting itself of assets, the corporation then is able to file for bankruptcy to
fix its overall liability and force the creditors to "fight over the scraps." While theoretically simple, this
two-step process creates a legally complex web through which a creditor must climb if she is to reach the
assets of the company which harmed her. As corporations grow more savvy in their ability to abuse
current law through technical compliance, it is clear that solutions to the current law must be
implemented if creditors are going to be truly protected.

C. Factors Enabling Corporate Liability Avoidance: Limited Liability and Parent-Subsidiary
Relationships

In order to understand how corporations like Grace are able to avoid legal liability, it is crucial to
understand two interwoven facets of modern corporate law. The first is limited liability. The principle of
limited liability is founded on the rule that corporate shareholders may not normally be called upon to
"use their own assets not invested in the business to pay business debts."[104] Using limited liability as
a tool, then, corporations are able to insulate shareholders from any personal responsibility for the
corporation's actions.

The second important aspect of modern corporate law is the parent-subsidiary relationship. The parent-
subsidiary relationship is founded upon the power of corporations to be the sole shareholders of other
corporations.[105] Because corporations can own complete equity in other corporations, and because
corporate shareholders are given the same rights as individual shareholders, the separation of each
corporation within a particular group of corporations is respected by the courts.[106] In the modern
corporate arena, it has become the rule rather than the exception for large corporations to put their risky
product lines (i.e. those most susceptible to causing injury, and thus, liability) in a subsidiary
corporation "so that the limited liability of the subsidiary might shield the parent firm from mass tort
liability."[107] Prof. Roe notes that there are several reasons why corporations increasingly opt to do
business through subsidiary corporations, namely, (1) the basic formalities of chartering a corporation
are relatively simple and cheap; (2) there is a good chance that the subsidiary will limit the exposure of
the parent corporation; and (3) because there are virtually no punitive aspects to modern veil piercing or



fraudulent conveyance laws, even if the parent is held liable, the corporation will be able to force a
favorable settlement by wearing down tort claimants seeking to reach the parent.[108]

IV. FORCING RESPONSIBILITY IN THE LEGAL SYSTEM: SOLUTIONS

Given the actions undertaken by Grace and its progeny, it is clear that current corporate law fails to
adequately (1) restrain corporations from attempting to avoid liability or (2) assure the protection of
involuntary tort creditors. This failure is the result of the grant of limited liability to corporations
coupled with the allowance of corporations to own complete equity in other corporations. This Section
explores the range of possible solutions available to curb corporate liability avoidance and better
protect tort creditors.

A. Remove the Dual Levels of Limited Liability Available to Parent-Subsidiary Corporations

One solution offered by numerous legal commentators is to remove the dual levels of limited liability
available in the parent-subsidiary context.[109] As a general rule, two separate corporations are regarded
as distinct legal entities even if the stock of one is owned wholly or partly by the other.[110] This means
that in the context of parent-subsidiary relationships (i.e. when one corporation is owned in whole or in
part by another corporation), there is a presumption of separateness that the plaintiff must overcome. To
establish liability on the part of the parent corporation, a creditor must show that the parent is

employing the subsidiary to perpetrate a fraud and that this was the proximate cause of the plaintiff's
injury.[111] Absent such a showing, both the parent and the subsidiary corporation will be afforded
limited liability.[112]

While it might seem that, because of their intimate legal relationship, it should be relatively easy for a
creditor to pierce the veil of a subsidiary corporation, the reality is that courts only rarely pierce the veil
to reach parent corporations.[113] This fact seems surprising in light of the lack of justifiable reasons for
even extending limited liability to parent corporations in the first place. As Professors Ribstein and
Letsou point out, limited liability in the parent-subsidiary context may not even be necessary.[114] The
traditional limited liability policy considerations- ease of ownership transfer, reduced monitoring costs,
and market efficiency- do not apply because subsidiary corporations are generally not publicly traded
and are actively monitored by their parent.[115]

Furthermore, allowing limited liability at both the parent and the subsidiary level creates a situation
whereby "parents may deliberately undercapitalize the subsidiaries, or move assets around in such a
complicated way that creditors cannot determine the creditworthiness of each corporation."[116] The
remedy to this problem is simple: revoke the limited liability privilege which is currently extended to
subsidiary corporations.[117] The result of this revocation would be that, while the parent corporation
(and thus its shareholders) would still be afforded limited liability, the subsidiary corporation would
not. This would prevent corporations from shielding themselves through the use of subsidiary
corporations. By extension, it would also enable creditors to more easily monitor the transfers of assets
by the corporation.

B. Give Priority to Involuntary Tort Creditors over Secured Creditors in the Bankruptcy Priority
Hierarchy

Under current bankruptcy law, secured creditors are given priority over

unsecured involuntary creditors.[118] Prof. LoPucki argues that the reverse should be true and that
involuntary creditors should take priority.[119] LoPucki makes this argument from an economic
efficiency standpoint, explaining as follows:

The argument is simple. As the system currently operates, consensual creditors can contract for security.
Once they have done so, they have priority over involuntary creditors. Knowing that they themselves
will be paid in any event, the secured creditors have grossly inadequate incentives to limit the debtor's
liability-generating activity. As a result of the encumbrance, equity holders may also have grossly
inadequate incentives to limit the debtor's liability-generating activity. Given that there is no one else
with adequate incentives, it should be apparent that firms whose assets are encumbered will tend to



generate too much liability. As a result, secured credit has become a fundamental building block of
strategies for the defeat of liability to involuntary creditors. The immediate solution is to give
involuntary creditors priority over consensual creditors, including secured creditors. That rule
maximizes the probability that debtors will be forced to pay their involuntary creditors and thus be
unable to externalize the risks of their business. Consensual creditors will not be prejudiced. Knowing
that they will be subordinate, consensual creditors can protect themselves by selecting and monitoring
their debtors and charging a premium for those risks that they cannot eliminate cost effectively.[120]

Prof. Lopucki's argument is a good one. Under the current system, secured creditors have little incentive
to insure the debtor's solvency. If placed behind involuntary creditors in the pecking order, secured
creditors would have good incentive to better monitor the actions of the corporate debtor. Proponents of
the traditional hierarchy, in turn, might argue that the very purpose of allowing creditors to contract for
security is fundamental to the capital model and that without such protection contract creditors would
be unwilling to invest in risky ventures. This argument, in the face of the fallout in Libby, calls into
question the policy of promoting such risky ventures in the first place. Rewarding risky behavior, in
short, is a concept which may be outdated.

C. Enumerate Specific Instances When Limited Liability Should be Extended

The United States Supreme Court in Anderson v. Abbott[121] declared that "limited liability is the rule
not the exception; and on that assumption large undertakings are rested, vast enterprises are launched,
and huge sums of capital attracted." This rule applies even where the shareholder is simply a parent
corporation exerting sole ownership and control over its subsidiary. While there are numerous policy
reasons for the extension of limited liability in most circumstances,[122] there are certain instances in
which limited liability does not make rational sense. As Justice Douglas noted in Parker v. Bell Asbestos
Mines, Ltd.[123]:

A distinction may be drawn between (1) carrying out the everyday affairs of corporate business (e.g., the
mining and sale of asbestos)-the sort of activity which traditionally merits the privilege of limitation of
liability bestowed by the protective corporate form; and (2) carrying out legal maneuvers aimed at
maximizing the limitation of liability to a point of near invulnerability to responsibility for injury to the
public. In our view, the latter . . . constitutes an abuse of privilege which in an equitable analysis of
competing public considerations must surely fail.

Justice Douglas's criticism is correct. The legal system needs to enumerate instances in which the
privilege of limited liability should be extended and instances in which it should not. As Grace's actions
demonstrate, the current state of corporate law, in the hands of sophisticated corporate lawyers, is one
which allows corporations to insulate themselves to preposterous portions. This is not why the privilege
of limited liability was created.[124] Thus, in order to preempt further abuses of the limited liability
privilege, lawmakers should enumerate specific instances under which limited liability should be
granted rather than providing a blanket liability limit to shareholders.

D. Require Corporations Engaged in Dangerous Activities to Post Bonds and/or Carry Mandatory
Insurance

Richard Posner, a strong proponent of limited liability in the realm of contract creditors, has suggested
that, in order to remedy the harsh effects of limited liability on tort victims, corporations engaging in
dangerous activities should be required to post bonds equal to the highest likely tort damage.[125]
Similarly, other scholars have argued that corporations engaged in dangerous activities should be
required to carry liability insurance.[126] As Rachel Maizes points out in her critique of limited liability
companies: "Some states already require professional LLCs to carry insurance. Do hazardous waste
disposal companies, oil and gas companies, and the like, really pose fewer risks to society than
professionals? Are those risks less worth insuring against?"[127] Such an analogy is hard to dismiss.

Both of these strategies, however, contain inherent problems. One such problem is that it is often
difficult to gauge beforehand which activities are to be considered "dangerous" enough to warrant the
posting of bonds and/or insurance. While many activities, such as Grace's Libby mine, now seem



intuitively dangerous, even two decades ago Grace was successfully arguing that there was nothing
dangerous about its Libby mine or the asbestos exposure of its workers. Similarly, tobacco use now
seems inherently dangerous, but only a few decades ago it was only the tobacco producers who knew of
the health risks inherent in tobacco use. Thus, the very industries engaging in the activity would be
asked to disclose the degree of danger which their product posed. This arrangement would create an
obvious conflict of interests and open itself up to inherent systemic problems.

A second, related problem, is that corporations engaging in the risky behavior will inevitably attempt to
downplay the degree of danger in order to secure the lowest bond and/or insurance premium.[128] For
example, in Libby, Grace posted a reclamation bond on the mine which regulators felt would be
adequate to reclaim the site.[129] Similarly, Grace carried liability insurance while the mine was in
operation. But because Grace was able to argue publicly that the mine (and the mill) did not pose any
serious danger, it was able to undercapitalize both the amount of its bond and the amount of insurance
available to tort victims.[130]

E. Shift the Burden of Proof from the Tort Creditor to the Corporation when Applying the Veil-Piercing
Doctrine to Parent/Subsidiary Corporations

Under current law, the creditor bears the burden of proof to show why the court ought to disregard the
legal fiction of separate entities and pierce the corporate veil.[131] As Prof. Leebron notes, however:

It is unclear what justifies the legal presumption against veil piercing between related corporations on
behalf of noncontractual creditors. The mere fact of such relation ought, in theory, to create the reverse
presumption. Only where it can be shown that such veil piercing would result in disintegration of
similar enterprises rather than liability should courts refrain from doing so.[132]

The primary reason for the presumption against corporate veil piercing appears to be the deference
afforded to the corporate persona. However, in the case of involuntary tort creditors, Prof. Leebron
makes a valid point. Unlike contractual creditors, tort victims do not know the often complicated
corporate structure of their abusers. This is especially true given the fact that multilayered corporations
(like Grace) often hold themselves out to the public as a single entity. Standing in the shoes of the
involuntary tort creditor, then, the issue becomes why should these creditors be required to abide by
corporate formalities which they had no idea even existed?

F. Pro Rata Shareholder Liability

Several legal scholars have argued that limited liability should be replaced with pro rata shareholder
liability.[133] Pro rata liability is the theory that a shareholder should be liable for a corporations'
liabilities in proportion to the percentage of the corporation which the shareholder owns (e.g., a
shareholder with a 10% interest in a corporation would be personally liable for 10% of the corporation's
liabilities).[ 134] The argument for the necessity of such a profound shift in the law of liability
apportionment is relatively straightforward, namely, that the present limited liability system "leaves tort
creditors uncompensated while shareholders are allowed to externalize the costs of doing business and
reap great profits at society's expense."[135]

The pro rata argument is not without its difficulties, chief among them being the difficulty in recovering
against individual shareholders.[136] Furthermore, the rationale for limited liability- reduced
monitoring costs and fluidity of capital investment- are all greatly diminished under a pro rata system.
While these problems cannot be avoided in the context of the individual investor, they disappear
entirely when the issue becomes whether pro rata liability should be assessed to corporate shareholders
which own complete (or almost complete) equity in the undercapitalized corporation. At this level, then,
pro rata liability becomes virtually indistinguishable from the solution listed above (removing the
multiple layers of liability in the parent-subsidiary context).

G. Prohibit Corporations from Owning other Corporations

Although today the concepts of corporate personhood, parent-subsidiary corporate relationships, and



intercorporate transactions are all fairly rooted, there was a time (not so long ago) in which the legal
system and society as a whole were apprehensive about extending the powers of corporations

too far.[137] Given the fear that existed, lawmakers were generally careful to severely restrict both
corporate purposes and powers.[138] Over time, however, through a "race of laxity" among the states,
the scope of permissible corporate powers was greatly broadened.[139] One of the "new" powers given
to corporations was the ability to acquire shares in other corporations.[140] This power was expressly
enumerated by Section 3.02 of the Revised Model Business Corporation Act ("MBCA"), which provides
In part:

Unless its articles of incorporation provide otherwise, every corporation has perpetual
duration and succession in its corporate name and has the same powers as an individual to
do all things necessary or convenient to carry out its business and affairs, without limitation
power:

(6) to purchase, receive, subscribe for, or otherwise acquire; own, hold, vote, use, sell,
mortgage, lend, pledge, or otherwise dispose of; and deal in and with shares or other
interests in, or obligations of, any other entity.

In broadening corporate power to accommodate the purchase and control of other corporations, the
drafters of the Model Act did not have some specific purpose in mind. Rather, the allowance merely fell
in line with the general philosophy of the Model Act, namely, "that corporations . . . should be
automatically authorized to engage in all acts and have all powers that an individual may have."[141]
Thus, in one fell swoop, the drafters of the Model Act had laid the foundation for all of the complicated
corporate maneuvering which we see today, from Grace to Enron.[142] Allowing corporations to own
other corporations led to subsidiary corporations, which led to invulnerable layers of limited liability
and legally permissible corporate divestiture. It also helped to create a tangled and complex body of law
in the area of fraudulent conveyances as creditors grappled with two simple questions: Who is liable and
how can we make them pay?

Proponents of allowing corporations to own other corporations might well argue that corporations,
being legal persons, should not be prohibited from engaging in activities which individuals are not. In
the end, however, the problems inherent in allowing corporations to own other corporations far
outweigh the benefits. For example, a renewed prohibition on corporate ownership of other corporations
would immediately protect creditors by assuring simple and understandable answers to both of the
above questions.[143] The simplicity such a prohibition would create is undisputable. Corporate
formation would return to its most basically understood form, with the corporation being controlled by
its (human) shareholders. Furthermore, resurrecting this prohibition would immediately eliminate the
confusing loopholes available in fraudulent conveyance law. While perhaps the most simple solution
offered in this Section, prohibiting corporations from owning other corporations would immediately
create a system of simplicity and fairness.

V. CONCLUSION

What Grace did to the people of Libby is unacceptable. If a human being had systematically injured or
killed the workers and residents of Libby, then that person would be in jail. Yet, because Grace is a
corporate institution, it did not go to jail. What's more, it did not even fully compensate its victims. As
the people of Libby grow sick and die, Grace lives on.

It would be too easy, however, to simply assign all the blame to Grace and consider it an enigma. The
truth is, Grace is not the only responsible party. In fact, the entire legal system has failed the people of
Libby. Their plight illustrates the grave injustices which are inherent in current corporate law. Today's
current legal framework allows corporations to spinoff assets and almost completely insulate themselves
from liability from creditors. While commentators can argue about what exactly can be done to better
protect involuntary tort creditors, it is indisputable that the current system is imperfect. Corporations
have striven for over 100 years to increase their powers and rights.[144] They have, by all accounts,



succeeded. But with privileges come responsibilities. Determining and imposing these responsibilities,
although no doubt a difficult task, is one that must be undertaken with all of the zeal that corporations
had in gathering their rights and powers. The future Libby's of the world demand it.
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