
BANKRUPTCY: CREDITOR'S ALTER EGO ACTION AGAINST
DEBTOR'S PARENT CORPORATION WAS DEEMED
PROPERTY OF DEBTOR'S ESTATE TO WHICH THE

AUTOMATIC STAY APPLIED: S.L Acquisition, Inc. v. Eastway
Delivery Service, Inc. (In re S.I. Acquisition), 817 F.2d 1142 (5th

Cir. 1987).

Eastway Delivery Service, Inc. (Eastway) filed a state court action
against S.I. Acquisition, Inc. (SIA) to recover the balance due, plus
damages, under a contract entered into between Eastway and SIA.'
In addition to naming SIA (the party directly liable under the
contract) as a defendant, Eastway named the following codefendants:
(1) SIA's sister corporation, Abel Contract Furniture & Equipment Co.
(Abel); (2) SIA's parent corporation, TPO, Inc. (TPO); and (3) the
person alleged to control all three corporations, Thomas P. O'Donnell
(O'Donnell).2 Eastway contended that the codefendants should be held
accountable for SIA's debt because Abel and SIA functioned merely
as "arms or departments" of TPO, and that alternatively, SIA, TPO,
and Abel were in essence "alter egos" of O'Donnell.'

While the state court suit was pending, SIA filed bankruptcy
under Chapter 11.4 Accordingly, Eastway severed SIA from the state
court action to avoid violation of the automatic stay.'

1. S.I. Acquisition, Inc. v. Eastway Delivery Service, Inc. (In re S.I. Acquisition), 817
F.2d 1142, 1143 (5th Cir. 1987).

2. Id. at 1144. TPO owned 1000o0 of the outstanding stock of SIA and Abel. Id.
3. Id. In its pleadings, Eastway alleged both the "instrumentality" theory of piercing

the corporate veil (that SIA and Abel were merely conduits of their parent corporation, TPO,
and that they were used to insulate TPO from wrongs committed by SIA and Abel) and
alternatively, the "alter ego" theory of piercing the corporate veil (that the corporate actions
of SIA, Abel and TPO were in substance the personal business actions of O'Donnell). See In
re S.I. Acquisitions, Inc., 58 Bankr. 454, 456 (Bankr. W.D. Tex. 1986). The Fifth Circuit
ignored the instrumentality allegations, and focused entirely on the alter ego theory. 817 F.2d
at 1145. Historically, the alter ego theory was used to attach personal liability to a sole owner
of a corporation. I W. FLETCHERS CYCLOPEDIA OF THiE LAW OF PRIVATE CORPORATIONS § 41.10
(rev. perm. ed. 1963). The instrumentality theory was typically used in the parent-subsidiary
context to disregard the separate existence of the corporate subsidiary, thereby attaching its
liabilities to the parent. Id. § 43. Regardless of the phraseology used, a similar analysis is
applicable to either theory. Id. § 41.10 (Supp. 1987); see also Aztec Management & Inv. Co.
v. McKenzie, 709 S.W.2d 237, 239 (Tex. App.-Corpus Christi 1986, no writ) (discussing
requirements for disregarding corporate entities).

4. 817 F.2d at 1144. Later Abel filed for bankruptcy under Chapter 11 as well. The
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Eastway continued to pursue its alter ego claim against the
nonbankrupt defendants. 6 Then SIA filed a motion in bankruptcy
court for an order directing Eastway to show cause why it should
not be held in contempt for violating the automatic stay in connection
with SIA's bankruptcy. 7

The bankruptcy court denied SIA's motion concluding that
Eastway's alter ego claim was not assertable by SIA and thus, was
not property of SIA's estate.8 Reversing the lower court's decision,
the Fifth Circuit held that Eastway's alter ego claim belonged to SIA
and was property of its estate covered by the automatic stay.9

I. SECTION 362(a)(1) STAY GENERALLY HAS NO APPLICATION TO

NONBANKRUPT CODEFENDANTS

Section 362(a)(1) of the Bankruptcy Code provides for an au-
tomatic stay of any judicial "proceeding against the debtor."' 0 The
Fifth Circuit has interpreted this section to be available only for the
benefit of the debtor and has declined to extend the stay to prohibit
actions against nonbankrupt codefendants." Numerous other circuits
support the Fifth Circuit's position that section 362(a)(1) does not
bar proceedings against nonbankrupt codefendants.' 2 A few courts

bankruptcy court subsequently consolidated SIA and Abel's bankruptcy cases. This consoli-
dation in effect "pierced the corporate veil" between the two entities (that is, it disregarded
their separate existences and treated them as one entity, each liable for the other's debts). Id.
at 1144 n.2.

5. Id. at 1144. Since 11 U.S.C. § 362(a)(1) automatically stays proceedings against a
bankrupt debtor, such entity must be severed from the state court action to avoid a violation
of the stay. See Wedgeworth v. Fibreboard Corp., 706 F.2d 541, 544 (5th Cir. 1983).

6. 817 F.2d at 1144. Eastway served interrogatories on the then remaining nonbankrupt
defendants (Abel, TPO and O'Donnell) concerning the financial and control relationship
between the three corporations and O'Donnell.

7. In re S.1. Acquisition, Inc., 58 Bankr. 454, 456 (Bankr. W.D. Tex. 1986).
8. Id.
9. 817 F.2d at 1153.
10. 11 U.S.C. § 362(a)(1) (1982).
11. See, e.g., Wedgeworth v. Fibreboard Corp., 706 F.2d 541, 544 (5th Cir. 1983) (court

refused to extend the protection of the section 362(a)(1) stay to nonbankrupt codefendants);
accord GATX Aircraft Corp. v. M/V Courtney Leigh, 768 F.2d 711, 716 (5th Cir. 1984)
(court held that a state court action against nonbankrupt co-guarantors was not stayed when
other co-guarantors filed bankruptcy).

12. See Teachers Ins. & Annuity Ass'n of America v. Butler, 803 F.2d 61, 65 (2d Cir.
1986); Fortier v. Dona Anna Plaza Partners, 747 F.2d 1324, 1329-30 (10th Cir. 1984); Williford
v. Armstrong World Indus., 715 F.2d 124, 126-27 (4th Cir. 1983); Lynch v. Johns-Manville
Sales Corp., 710 F.2d 1194, 1196-97 (6th Cir. 1983); Austin v. Unarco Indus., 705 F.2d 1, 4-
5 (1st Cir.), cert. denied, 463 U.S. 1247 (1983); Pitts v. Unarco Indus., 698 F.2d 313, 314
(7th Cir. 1983) (per curiam).
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have recognized that in very limited situations, section 362(a)(1) may
apply to actions against nonbankrupt defendants. 3

II. SECTION 362(a)(3) STAY OPERATES ON ALL PROPERTY IN THE

BANKRUPT DEBTOR'S ESTATE

Section 362(a)(3) of the Code provides that the filing of a petition
for relief under the Code operates as an automatic stay of any act
to obtain possession of or control over property of the estate. 4 This
automatic stay provision operates as an injunction restraining all
persons from intermeddling with the bankrupt debtor's property. 5

Once something is deemed to be property of the bankrupt debtor's
estate, any action brought by another party against, or to obtain
possession of, such property will be stayed automatically. 6 Con-
versely, the stay does not operate on actions against property not
included in a bankrupt debtor's estate.' 7 Hence, in determining the
precise scope of this automatic stay provision, the key term to focus
on in section 362(a)(3) is "property of the estate."'"

13. See A.H. Robins Co. v. Piccinin (In re A.H. Robins Co.), 788 F.2d 994, 999 (4th
Cir.), cert. denied, -. U.S. -, 107 S. Ct. 251, 93 L. Ed. 2d 177 (1986) (Fourth Circuit
held that the section 362(a)(1) stay applied to litigation against third parties where "there [was]
such identity between the debtor and the third party defendent that the debtor [was] the real
party defendant and that a judgment against the third-party would in effect be a judgment or
finding against the debtor"). The Fourth Circuit was concerned with the diversion of corporate
manpower and shareholder attention away from the bankrupt's reorganization efforts. Unfor-
tunately, SIA did not raise this issue in the bankruptcy court and the Fifth Circuit appropriately
refused to consider the question on appeal. 817 F.2d at 1146 n.3. Note also that beyond the
provisions of section 362, the bankruptcy court may stay proceedings pursuant to its broad
discretionary powers under title 11 of the United States Code, section 105. 817 F.2d at 1146
n.3. See Philadelphia Gold Corp. v. Fauzio (In re Philadelphia Gold Corp.), 56 Bankr. 87,
90 (Bankr. E.D. Pa. 1985) (distinguishing section 105(a) and section 362(a)(3)). One court has
stayed a creditor's state court action against a nonbankrupt, alleged alter ego of the debtor,
by way of section 105. N-Ren Corp. v. Mapco Fertilizer, Inc. (In re N-Ren Corp.), 64 Bankr.
773 (Bankr. S.D. Ohio 1986). Section 105 differs from section 362 in that it is discretionary
and requires the court to balance the relevant interests. 817 F.2d at 1146 n.3. This balancing
approach seems particularly well suited for actions based on the alter ego theory which
inherently relate to the bankrupt debtor yet may not be strictly within the confines of the
section 362 stay provisions.

14. 11 U.S.C. § 362(a)(3) (1982).
15. Thacker v. Etter (In re Thacker), 24 Bankr. 835 (Bankr. S.D. Ohio 1982).
16. American Nat'l Bank of Austin v. MortgageAmerica Corp. (In re MortgageAmerica

Corp.), 714 F.2d 1266, 1273-75 (5th Cir. 1983).
17. See Fintel v. Oregon (In re Fintel), 10 Bankr. 50 (Bankr. Or. 1981); Varisco v.

Oroweat Food Co. (In re Varisco), 16 Bankr. 634 (Bankr. M.D. Fla. 1981).
18. 714 F.2d at 1273.
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A. "Property of the Estate" Includes any Right of Action
Belonging to the Bankrupt Debtor

Section 541(a)(1) broadly defines "property of the estate" as all
of the debtor's "legal and equitable interests . . . in property as of
the commencement of the case."' 19 Both case law2° and the legislative
history of this Code section 21 clearly indicate that "all legal and
equitable interests of the debtor in property" includes rights of action.
This is because a right of action is an "asset" or "property right"
to whom it belongs. 22 To achieve the objective of making all of the
pecuniary means and property of the debtor available to satisfy
creditors' claims, the debtor's estate must include not only what
would be considered property in the strictest sense, but also any
rights of action from which the bankrupt debtor might recover
proceeds or assets from others231

Under Texas law, the alter ego theory is not a substantive theory
of liability.24 The fact that an individual or corporation may be the
alter ego of another corporation does not create a cause of action
against the alter ego. 25 Instead, the alter ego theory, like agency, is
merely a ground upon which to hold another individual (or entity)
liable for some cause of action which otherwise exists against the

19. 11 U.S.C. § 541(a)(1) (1982).
20. See MortgageAmerica Corp., 714 F.2d at 1268 (holding that two causes of action

against bankrupt debtor's control person were included in the debtor's estate pursuant to
section 541(a)(1)). The court reasoned that "the legislative history to section 541(a) makes
clear that the sections reference to 'all legal or equitable interests of the debtor in property'
implicitly incorporates by reference all 'rights of action' described in section 70(a) of the old
Bankruptcy Act." Id.; see also Cole v. Pulley, 18 Mass. App. 950, 468 N.E.2d 652, 653
(1984) (holding that a debtor's rights of action in malicious prosecution and intentional
infliction of emotional distress were "property" of the bankrupt debtor's estate).

21. See H.R. REP. No. 595, 95th Cong., 1st Sess. 367 reprinted in 1978 U.S. CODE CONG.

& ADrmiN. NEWS 6323. The House report accompanying the bill stated that section 541(a)(1)
was intended to "include . . . all kinds of property, including tangible or intangible property,
causes of action . . . , and all other forms of property currently specified in section 70a of
the Bankruptcy Act .... " Id.

22. Gochenour v. George & Francis Ball Found., 35 F. Supp. 508, 515 (S.D. Ind. 1940),
aff'd, 117 F.2d 259 (7th Cir.), cert. denied, 313 U.S. 566 (1941).

23. Gochenour v. Cleveland Terminals Bldg. Co., 118 F.2d 89, 93 (6th Cir. 1941).
24. This was acknowledged by the Fifth Circuit in S.. Acquisition, 817 F.2d at 1152

n.1l. See Anderson v. Jasper Federal Say. & Loan Ass'n, 738 S.W.2d 768 (Tex. App.-
Beaumont 1987, writ denied); Gulf Reduction Corp. v. Boyles Galvanizing & Plating Co., 456
S.W.2d 476, 480 (Tex. Civ. App.-Fort Worth 1970, no writ).

25. 817 F.2d at 1152 n.ll.
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corporation. 26 In S.L Acquisition, the underlying cause of action
would be Eastway's action against SIA for breach of contract. 27 The
alter ego theory merely permits Eastway to seek relief from TPO
and O'Donnell, both parties outside the contract.2

As the law existed prior to the Fifth Circuit decision in S.L
Acquisition, it was not at all clear whether the term "right of action,"
in the context of section 541(a)(1), encompassed a mere theory to
attach one's liability to another. 29 Clearly, no Texas case law existed
in support of the court's treatment of the Texas alter ego theory as
includable in the debtor's estate under the same rationale applicable
to rights of action.30

B. Determining to Which Party a Right of Action Belongs

Assuming, arguendo, that the alter ego theory is properly char-
acterized as a right of action for purposes of defining property of
the estate, it still would not be included in the debtor's estate, and
consequently, not protected by the stay, unless it belonged to (or
created a right in) the bankrupt debtor.3'

The term "right of action" necessarily depends upon the state
or federal law creating such right.32 Thus, the scope of the automatic
stay with respect to a right of action under Texas law depends upon
how the Texas courts would characterize the action.33 That is, if the
action would be characterized, under Texas law, as creating a right
of action in the debtor, then the action "belongs to" the debtor and
is property of the bankrupt debtor's estate within the meaning of
section 541 of the Code. 34 In deciding which party the law creates
the right of action in, courts have looked to various factors including:
(1) who can properly assert the action; (2) who's harm is sought to

26. Id. at 1152.
27. Id. at 1143-44. See supra text accompanying note 1.
28. See supra note 24 and accompanying text.
29. While the Fifth Circuit assumed the alter ego theory was a right of action, it failed

to articulate any reasoning to support this assumption. Indeed, it seems more logical to exclude
this theory from the category of "rights of action" and hence, from property of the bankrupt
debtor's estate. See infra notes 68-77 and accompanying text.

30. Id.
31. MortgageAmerica, 714 F.2d at 1276-77.
32. Id. at 1276.
33. Id.
34. Id.
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be redressed; and (3) which party was the action created to benefit
or protect. 3"

To carry this concept still further, when an action belongs to
the debtor, under American National Bank of Austin v.
MortgageAmerica Corp. (In re MortgageAmerica),36 section 362(a)(3)
stays any other entity from bringing the same action, regardless of
whether it is also properly assertable by that entity.3 7 This prevents
a creditor from usurping the debtor's rights in the action.38 In essence,
a bankrupt debtor's rights preempt any right that a creditor might
have in the same action.3 9

III. IN RE MORTGAGEAMERICA

The Fifth Circuit's decision in In re S.L Acquisition4o was based
on its 1983 decision, In re MortgageAmerica.4' The key legal principal
to discern from MortgageAmerica for purposes of analysing S.1.
Acquisition is that the section 362(a)(3) stay applies to rights of
action that, under state (or federal) law, "belong to" the debtor.4 2

As noted above, this is true regardless of whether another party
could otherwise also properly assert an action based on the same
facts and theory of liability. 43

In MortgageAmerica, the Fifth Circuit was asked to decide
whether the automatic stay of section 362 applied to prevent the
prosecution of state court actions based on the "denuding the cor-
poration" theory and the "trust fund" doctrine against a control
person of a corporate title 1 1 debtor. 44 The court held that the
prosecution of these causes of action by a creditor in state court was
stayed by section 362(a)(3).4 1

35. Id. at 1277 (court reasoned that trust fund and denuding theories were in the right
of the corporation and accordingly belonged to bankrupt debtor corporation, even though the
right was also assertable by corporation's creditors).

36. 714 F.2d 1266 (5th Cir. 1983).
37. Id. at 1276.
38. Id.
39. Id.
40. 817 F.2d 1142 (5th Cir. 1987).
41. 714 F.2d 1266 (5th Cir. 1983).
42. Id. at 1276-77.
43. See supra note 37 and accompanying text.
44. 714 F.2d at 1267-68.
45. Id. at 1277-78.
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In reaching its decision, the Fifth Circuit focused on the nature
of these actions to determine whether they "belonged to" the bank-
rupt debtor.4 MortgageAmerica alleged that the scope of its auto-
matic stay extended to cover the proceedings against its control person
because these causes of action belonged to MortgageAmerica under
Texas law and, therefore, were property of its estate to which the
automatic stay applied. 47 The court concluded that the trust fund
and denuding actions did, in fact, belong to the debtor corporation
"because each action was created for the benefit of the corporation,
that is, to vindicate injury to the corporation caused by improper
actions by control persons." Since actions belonging to a debtor
are property of its estate, the stay over such property precluded the
creditors from asserting them. 9

IV. IN RE S.I. ACQUISITION

S.I. Acquisition, Inc. (SIA), a debtor in a Chapter 11 bankruptcy
reorganization, brought suit in bankruptcy court alleging that a state
court proceeding filed by Eastway Delivery Service (Eastway) against
SIA's parent corporation, and the control person of its parent
corporation, based on the Texas alter ego theory, was in violation
of the automatic stay applicable to SIA's property. 0 SIA alleged that
the alter ego theory was a right of action which belonged to it and
hence was property of its estate protected by the stay.5'

The court neither recognized nor explored the threshold issue of
whether the alter ego theory could be considered a "right of action"
at all, irrespective of who it belonged to. Instead, it focused entirely
on the issue of whether an action based on alter ego allegations
could be characterized as "belonging to" the bankrupt debtor cor-
poration. 2 The court reasoned that if the action was deemed to
belong to SIA, then it would be "property of its estate" within the
meaning of section 541(a)(1) which is protected by the automatic stay

46. Id. at 1268-72. For a discussion of the denuding and trust fund theories see infra
notes 88-96 and accompanying text.

47. 714 F.2d at 1268.
48. 817 F.2d at 1149 n.7 (Fifth Circuit explained reasoning for holding that trust fund

and denuding theories belonged to debtor corporation in MorgageAmerica).
49. 714 F.2d at 1277.
50. 817 F.2d at 1144-45.
51. Id. at 1145.
52. Id. at 1151.
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provisions of section 362(a)(3).11 If on the other hand, the action
cannot be characterized as belonging to SIA under Texas law, then
it is not "property of its estate" and would not be affected by the
automatic stay on SIA's property. 4 In which case, Eastway would
be free to assert its alter ego allegations.

The Fifth Circuit held that Eastway's alter ego action belonged
to SIA and, therefore, was property of SIA's estate to which the
automatic stay applied." In deciding this issue, the court reasoned
that since the corporation has an independent existence at law, it is
"not .. .inconsistent .. . to say that a corporation may pierce its
own corporate veil and hold accountable those who have misused
the corporation.... ,,"6 The court found nothing in Texas law which
prohibited a corporation from bringing an alter ego action in its own
name.1

7

The court also relied on footnote I in Castleberry v. Branscum"
where the Texas Supreme Court stated that the alter ego theory, the
trust fund doctrine, and the denuding theory (the latter two being
the actions stayed in MortgageAmerica) are similar theories of re-
covery that attempt to remedy misuse or abuse of the corporate
form. 9 Based largely on this generalization, the Fifth Circuit in S.L
Acquisition concluded that these three theories were analogous with
regard to their treatment as rights of action belonging to the bankrupt

53. Id. at 1153.
54. See Rockwood v. Foshay, 66 F.2d 625, 629 (8th Cir. 1933), cert. denied, 291 U.S.

666 (1934); Seegmiller v. Day, 249 F. 177 (7th Cir. 1918); Courtney v. Georger, 228 F. 859
(2d Cir. 1915).

55. 817 F.2d at 1153.
56. Id. at 1152. But see contra Mixon v. Anderson (In re Ozark Restaurant Equip. Co.),

816 F.2d 1222 (8th Cir.), cert. denied, -U.S. -, 108 S. Ct. 147, 98 L. Ed. 2d 102
(1987) (Eighth Circuit held obligations and liabilities of action to pierce corporate veil do not
run to corporation, but to third parties such as creditors of the corporation).

57. 817 F.2d at 1153. Apparently, the rationale for SIA piercing its own corporate veil is
that the dominant entities (TPO and O'Donnell) were responsible for creating the subservient
company's (SIA's) debts. Therefore, the alter ego theory should hold the dominant entities
responsible for such debts. Valdes v. Leisure Resource Group, Inc., 810 F.2d 1345 (5th Cir.
1987). Note, however, that the court found no Texas case law in which a corporation asserted
an action to pierce its own veil. This is not surprising since the idea of a subsidiary suing its
own parent is not at all in line with corporate realities. The control entities, by definition,
control SIA. Thus, if the officers of SIA did bring such a suit against TPO, TPO could
simply call a shareholders' meeting to elect, if necessary, a new board of directors for SIA to
replace the present, less cooperative, officers attempting to commence the suit.

58. 721 S.W.2d 270 (Tex. 1986).
59. Id. at 271 n.l.
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debtor. 60 From there, it relied on the precedent set forth in
MortgageAmerica (which stayed a creditor's lawsuit based on the
trust fund doctrine and the denuding theory because such causes of
action belonged to the debtor) to conclude that the alter ego action,
too, was stayed by section 362(a)(3) because it was property of SIA's
estate. 6' Accordingly, Eastway was precluded from asserting it. 62

A. MortgageAmerica Distinguished

The Fifth Circuit's decision in S.I. Acquisition extended
MortgageAmerica's holding to include the Texas alter ego theory. 63

This was inappropriate for several reasons. First, unlike the substan-
tive theories of liability involved in MortgageAmerica, the Texas alter
ego theory is not, in and of itself, a "right of action."M Hence, it
should not be included as such in the bankrupt debtor's estate. 65

Secondly, even if the alter ego theory could be considered a "right
of action," it does not "belong to" the bankrupt debtor. 66 Finally,
there are several instances where alter ego allegations are personal to
a particular creditor, rather than "collective" in nature like the
theories involved in MortgageAmerica which were more appropriately
brought by the bankrupt debtor's trustee on behalf of all creditors. 67

1. Texas Alter Ego Theory is not a "Right of Action"

Rights of action belonging to a bankrupt debtor are included in
its estate pursuant to section 541(a)(1). 6

1 Under Texas law, a right
of action is a right to institute and maintain an action based on a
cause of action for the enforcement or protection of rights cognizable
either at law or in equity. 69 This definition does not seem to encom-
pass the alter ego theory because it is not a right to recover anything

60. 817 F.2d at 1153.
61. Id. (referring to MortgageAmerica, 714 F.2d at 1277-78).
62. Id. (following the treatment of parallel claims in MortgageAmerica).
63. Id.
64. See infra notes 68-77 and accompanying text.
65. Id.
66. See infra notes 78-85 and accompanying text.
67. See infra notes 86-106 and accompanying text.
68. 714 F.2d at 1277.
69. Elmo v. James, 282 S.W. 835 (Tex. Civ. App.-Fort Worth 1926, writ dism'd); San

Jacinto Life Ins. Co. v. Boyd, 214 S.W. 482 (Tex. Civ. App.-Amarillo 1919, no writ).
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in and of itself, but rather a means to hold one party liable for the
obligations of another. 70

Moreover, the alter ego theory is of no utility at all unless, first,
there is a need to attach liability to an individual or corporation who
allegedly used the corporate entity in question as its alter ego. 71 Then
the allegation must be coupled with the substantive theory of liability
from which the alter ego's liability arose, such as a tort or breach
of contract claim. 72

While the alter ego theory is essential to Eastway's recovery
against TPO and O'Donnell, it is of no value to SIA. 7

1 SIA does
not need to assert alter ego allegations against TPO or O'Donnell in
order to sue them for any wrongful act committed against it. The
alter ego theory is merely a means to attach liability to the alter ego
of an entity with whom the plaintiff dealt. Since SIA dealt directly
with TPO and O'Donnell, the alter ego theory would lend nothing
to any claim that SIA might have against them. 74 Thus, with respect
to SIA, asserting alter ego allegations against TPO or O'Donnell
would be frivolous. 75

Eastway, on the other hand, must pierce the corporate veil in
order to hold those "behind the corporation" liable for money
damages arising out of its contract with SIA. This is because TPO
and O'Donnell were not parties to the contract and are not in privity
with Eastway. Accordingly, Eastway cannot seek performance under
the contract (that is, payment for services rendered) from TPO or
O'Donnell without first piercing SIA's corporate veil. 76

70. See supra notes 24-25 and accompanying text.
71. Id.

72. Id.
73. No doubt the alter ego action, when stayed, is of value to the solvent parent

corporation. But what is of value to the parent corporation must be distinguished from value
in the hands of the bankrupt debtor. It is only property of value to the bankrupt debtor's
estate that section 362 stay provisions are intended to maintain and protect. See infra notes
107-10 and accompanying text.

74. It is significant to note that SIA never contended that it was injured in any way by
TPO or O'Donnell. Cf. Koch Refining v. Farmers Union Central Exchange, 831 F.2d 1339
(7th Cir. 1987), cert. denied, -U.S. - , 108 S. Ct. 1077, 99 L. Ed. 2d 237 (1988)
(creditor lacked standing to assert alter ego claim because he claimed only that the corporation
had been injured).

75. Stodd v. Goldberger, 73 Cal. App. 3d 831, 833, 141 Cal. Rptr. 67, 70-71 (1977).
76. Naturally Eastway cannot demand performance from parties outside of the contract

without first asserting some means to attach the obligation to them, such as agency or the
alter ego theory.
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The rationale for including rights of action in the bankrupt
debtor's estate does not extend to the alter ego theory. Rights of
action are included because they help maximize the monetary value
of the estate.17 That is, when successfully asserted, they add property
to the estate in the form of proceeds or specific property. Since the
alter ego theory has no utility or benefit whatsoever with respect to
SIA, it should not be included in its estate under the guise of a right
of action. Including this action in SIA's estate serves no purpose
except to cut off Eastway's alter ego claim.

2. Alter Ego Theory does not Belong to the Bankrupt Debtor

While the court's comparison of the alter ego theory and the
theories applied in MortgageAmerica pointed out the general simi-
larities between them, 7 it failed to explore key differences that a
closer look reveals. For example, while the court relied on the Texas
Supreme Court's statements in footnote 1 of Castleberry regarding
the similarities between the trust fund, denuding, and alter ego
theories, 79 it completely ignored that portion of the footnote which
dealt with the differences; namely, that these theories are "intended
to protect different parties and interests." '80 Common sense dictates
that in making the determination of who a particular action belongs
to, a key consideration must be who the theory is intended to benefit
and protect."' When the footnote in Castleberry is read in its entirety,
a more logical conclusion seems to be that the alter ego theory
belongs to the creditor, not the bankrupt debtor. 2

This view is supported by what the Texas Supreme Court,
in Castleberry, and the Fifth Circuit, in S.L Acquisition, have
acknowledged as the underlying rationale of the alter ego theory:
"[when] the shareholders themselves disregard the separation of the
corporate enterprise, the law [must] also disregard it so far as
necessary to protect individual and corporate creditors. "83 The alter

77. See supra notes 22-23 and accompanying text.
78. 817 F.2d at 1153.
79. Id. (quoting Castleberry v. Branscum, 721 S.W.2d at 271 n.1).
80. 721 S.W.2d at 271 n.l.
81. See supra notes 34-35 and accompanying text.
82. 721 S.W.2d at 271 n.1.
83. 721 S.W.2d at 272 (emphasis added); see also S.L Acquisition, 817 F.2d at 1152

(Fifth Circuit quoting Castleberry's statement of the rationale).
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ego theory merely permits third parties to vindicate injuries they
suffered as a result of dealing with the sham entity. 4 Various courts
have cited the purpose of the alter ego doctrine as being to benefit
and protect creditors rather than the corporate entity in question,
and accordingly have estopped the corporation from denying its own
existence 81

3. Alter Ego Theory is not a Collective Action

When an action would result in a benefit to all of the debtor's
creditors, instead of just one or two, it is "collective" in nature.
Collective actions are particularly well suited for assertion by the
debtor in possession or the bankrupt debtor's trustee rather than
individually by each creditor. This furthers the Bankruptcy Code
objective of treating similarly situated creditors equally and avoids
the confusion and disparity which can result from a "race of dili-
gence" by creditors.8 6 Consequently, the collective nature of the
denuding and trust fund theories in MortgageAmerica was a very
important factor in the court's holding. 87

a. The "denuding the corporation" theory

The denuding theory comes into play when an officer or director
appropriates assets of the corporation to himself, thereby "denuding"

84. See Stodd, 73 Cal. App. 3d at 833, 141 Cal. Rptr. at 71 (trustee in bankruptcy cannot
maintain an action on an alter ego theory absent some allegation of injury to the corporation
and absent such allegation, the cause of action belongs to each creditor individually); see also
R. HAMILTON, CORPORATIONS 108 (1982); In re Lawler, 50 Bankr. 110, 117 (Bankr. N.D. Tex.
1985) (fifty percent shareholder lacked standing to invoke alter ego doctrine); In re Green Valley
Seeds, Inc., 27 Bankr. 34 (Bankr. D. Or. 1982) (piercing corporate veil did not give rise to cor-
porate claim and trustee could not pursue it on that basis).

85. Terry v. Yancy, 344 F.2d 789, 790 (4th Cir. 1965) (corporation created to carry out
business, its existence may not be ignored to avoid disadvantages); United States v. D.K.G.
Appaloosas, Inc., 630 F. Supp. 1540, 1558 (E.D. Tex. 1986) (shareholders could not hide
behind the corporate veil, then discard it when it was no longer useful), aff'd, 829 F.2d 532
(5th Cir. 1987), cert. denied sub nom. One 1984 Lincoln Mark VII Two-Door v. United States,
__U.S. , 108 S. Ct. 1270, 99 L. Ed. 2d 481 (1988); Board of Transportation v. Martin,
296 N.C. 20, -, 249 S.E.2d 390, 396 (1978) (where persons have deliberately adopted the
corporate form to secure its advantages, they will not be allowed to disregard existence of the
corporate entity when it is to their benefit to do so).

86. See infra note 107 and accompanying text.
87. 714 F.2d at 1276-78.
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the corporation so that it Will have nothing left to pay its creditors."8

To the extent that such individual "denudes" the corporation of
assets in this fashion, he can be held personally liable under the
"denuding the corporation" theory for creditors' claims against the
corporation left unsatisfied as a result of his misappropriation. 9

b. The "corporate trust fund" theory

The trust fund doctrine involves a theoretical trust fund which
holds all the assets of the corporation. It is created when a corpo-
ration becomes insolvent and ceases to do business in good faith. 9°

A breach of fiduciary duty with respect to the trust fund occurs
when management fails to properly administer the corporate assets
for the benefit of creditors. 9' The breach of this duty gives the
creditors a cause of action which can be brought directly against the
officers and directors. 92

The denuding and trust fund theories involve a breach by cor-
porate officers and directors of their fiduciary duty owed to the
corporation.93 While the corporation is directly harmed, all creditors
of the corporation are harmed indirectly to the extent that such
breach affected the corporation's ability to pay its debts.94 The Fifth
Circuit noted in MortgageAmerica that since both the trust fufnd and
denuding theories result in a benefit to all creditors alike, any recovery
should be distributed pro rata among all of the corporation's credi-
tors. 95 Hence, these theories are "collective" in nature (rather than
personal to any particular creditor) and are more appropriately

88. Fagan v. La Gloria Oil & Gas Co., 494 S.W.2d 624, 632 (Tex. Civ. App.-Houston
[14th Dist.] 1973, no writ).

89. Id.
90. Id. at 628. The officers and directors hold the corporation's assets "in trust" for the

benefit of, first the corporation's creditors, and then its shareholders, and accordingly owe a
fiduciary duty of care to these parties. Id.

91. Id.
92. Id.
93. It is a basic rule of law that officers and directors of a corporation owe to the

corporation duties of care and loyalty. Id. This duty is breached when those officers or

directors mismanage corporate business or take to themselves that which belongs to the
corporation. Id.

94. Each creditor is affected by the breach in the proportion that the amount of money
owed to him bears to the total amount of funds denuded or misappropriated.

95. 714 F.2d at 1271.
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asserted by the debtor in possession or bankrupt debtor's trustee
rather than by individual creditors. 96

c. The alter ego theory

Conversely, the alter ego theory can be personal to a particular
creditor. That is, a creditor who dealt with "the shell" may have a
personal right which is not shared in any sense by other creditors.
For example, in Castleberry v. Branscum,97 the leading case on the
Texas alter ego theory, the defendants abused the corporate form
for the specific purpose of avoiding a particular obligation that the
corporation owed to one ex-shareholder. 9 The defendants abused the
corporate form in order to perpetrate a fraud against a particular
individual. This was accomplished through a commonly owned com-
peting business which was used by the defendants to manipulate the
existing corporation's financial condition such that it was financially
unable to make payment on the ex-shareholder's note. 99 By design,
the other corporate creditors were unaffected by the defendant's
activities.l°° Hence, the alter ego allegations in that case were personal
to that particular creditor.

Another situation where alter ego allegations might be personal
to one creditor would be when those controlling the "sham entity"
made misrepresentations to a particular creditor thereby enticing him
to deal with the sham corporation. 0' In such a case, the one or two
creditors who were misled by control people and "tricked" into
dealing with the sham entity may be able to pierce the corporate veil
while all creditors, generally, may not.1°2

96. Id. at 1272.
97. 721 S.W.2d 270 (Tex. 1986).
98. Id. at 274-75.
99. Id.

100. Id.
101. The Fifth Circuit correctly notes that under Texas law, the alter ego theory does not

"require a showing of fraud on a particular creditor." 817 F.2d at 1152 (emphasis added).
This should not be interpreted to mean that such evidence should be disregarded as irrelevant.
Ij fact, such evidence of fraudulent inducement, though not required, can be very strong
.evidence in favor of piercing the corporate veil.

102. Id. For example, Eastway received partial payment of the amount owed by SIA from
3 a bank account owned by Abel. Id. at 1144. In reliance on such payments, Eastway, to its

detriment, continued to provide delivery services under the contract. Id. It appears that Eastway
was misled by Abel's payment of SIA's obligation and perhaps was justified in assuming that
one or more of the other entities involved would stand behind SIA's performance obligation
under the contract.
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In addition, courts often distinguish between tort creditors and
contract creditors with respect to their ability to pierce a debtor's
corporate veil. 03 Sometimes a court will allow a tort claimant to
pierce the corporate veil based on the alter ego theory and, at the
same time, deny the same equitable relief to a contract claimant.1°4

The rationale for this differentiation is that the contract claimant
voluntarily and knowingly entered into an agreement with the cor-
poration and presumably knew with whom it was dealing. 105 Conse-
quently, the contracting party assumed the risk of limited liability
and is in no position to ask the court to disregard the corporate
identity of the corporation with whom it chose to deal.'06

A tort claimant, on the other hand, typically does not have the
luxury of choosing the party with whom it must deal in connection
with a tort claim. Hence, the element of choice inherent in a
contractual relationship as well as the assumption of risk of limited
liability will not stand in the way of a tort claimant's attempt to
pierce the corporate veil.

B. Underlying Purposes of Section 362

The Fifth Circuit's decision in S.L Acquisition does not, as the
court erroneously suggests, further the policy considerations under-
lying section 362 of the Code. The purposes of section 362 are
described in its legislative history as follows:

The automatic stay is one of the fundamental debtor protections
provided by the bankruptcy laws. It gives the debtor a breathing

103. See United States v. Jon-T Chemicals, Inc., 768 F.2d 686, 691 (5th Cir. 1985), cert.
denied, 474 U.S. 1014 (1986) (citing 1 W. FLETCHERS CYCLOPEDIA OF THE LAW OF PRIVATE

ColUoRATIoNs § 43 (rev. perm. ed. 1963) for the proposition that the difference between tort
and contract claimants is that contract claimants assumed the risk of limited liability associated
with the corporate business form); see also Lucas v. Texas Indus., Inc., 696 S.W.2d 372, 375
(Tex. 1985) (court expressly stated that the standards of proof needed to satisfy the alter ego
theory are dependent upon whether the case is breach of contract or tort); Hickman v. Rawls,
638 S.W.2d 100, 102 (Tex. App.-Dallas 1982, writ ref'd n.r.e.) (court applied a more stringent
standard to pierce the corporate veil in a contract case).

104. See United States v. Jon-T Chemicals, Inc., 768 F.2d 686, 692 (5th Cir. 1985), cert:
denied, 474 U.S. 1014 (1986).

105. Id. at 693. Before contracting with a corporation, the creditor could have researched
its financial condition thoroughly, and could have chosen either to contract with it alone, or
required a guarantee or a co-signature by a parent corporation or shareholder. See Hickman,
638 S.W.2d at 102.

106. 638 S.W.2d at 102.
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spell from his creditors. It stops all collection efforts, all harass-
ment, and all foreclosure actions. It permits the debtor to attempt
a repayment or reorganization plan, or simply to be relieved of
the financial pressures that drove him into bankruptcy.

The automatic stay also provides creditors protection. Without it,
certain creditors would be able to pursue their own remedies
against the debtor's property. Those who acted first would obtain
payment of the claims in preference to and to the detriment of
other creditors. Bankruptcy is designed to provide an orderly
[reorganization or] liquidation procedure under which all creditors
are treated equally. A race of diligence by creditors for the debtor's
assets prevents that. 1 7

In S.L Acquisition, the court cited the above legislative history
as further support for its holding. 108 In doing so, the court failed
entirely to distinguish between claims that would result in a recovery
against the debtor and those, like the claim involved in S.L Acqui-
sition, which merely seek to recover from an entity other than the
debtor. 109 The purpose of Code section 362 is to protect the assets
of and provide a temporary "breathing spell" for the bankrupt
debtor, not the debtor's parent corporation." 0 Consequently, the
court's use of protective measures, which should only be afforded
to bankrupt debtors, to shield the solvent parent company from
liability does not, as the court erroneously suggested, carry out the
underlying policies of this section of the Bankruptcy Code.

Likewise, the policy of avoiding a "race of diligence" by cred-
itors only concerns a race of diligence against the debtor's assets.
This policy is meant to ensure a pro rata distribution of the debtor's
assets to all similarly situated creditors."' It has no application to
entities or individuals not in bankruptcy. Eastway's assertion of its
alter ego allegations against TPO and O'Donnell would not deplete
or affect the debtor's estate in any way. The purpose of the section
362(a)(3) stay has never been to protect solvent codefendants. 112

Plaintiffs suing nonbankrupt entities should be able to litigate freely

107. H.R. REP. No. 595, 95th Cong., 2d Sess. 340, reprinted in 1978 U.S. CODE CONG.

& ADhuN. NEws 5787, 5963, 6296-98 (emphasis added).
108. 817 F.2d at 1146.
109. Eastway sought relief from SIA's solvent parent corporation. Id. at 1144. See supra

note 73.
110. See supra note 107 and accompanying text.
111. Id.
112. See supra notes 11-12 and accompanying text.
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these matters not involving the bankrupt debtor's estate, without
interference from the bankruptcy court.

In the court's zeal to not favor any particular creditor, it
disfavored them all. The practical effect of the court's decision was
to put the alter ego action in the hands of an entity which will never
assert it."' The court essentially cut off any and all claims based on
this theory. ,,

4

C. In the Wake of S.L Acquisition

S.I. Acquisition opens the door for parent corporations to use
the separate entity concept to their advantage by running up debts
through a subsidiary then directing the subsidiary to file bankruptcy.
Under S.f. Acquisition, creditors will not be able to reach the
individual or entity who created the subsidiary for this purpose and
who, if the corporate fiction were disregarded, would be responsible
for the debt. Therefore, parent corporations are free to use the
corporate form of a subsidiary as a device to achieve fraud or other
injustices while comfortably sitting back and enjoying the protection
afforded by the section 362 automatic stay.

CONCLUSION

In S.1. Acquisition, the Fifth Circuit held that a creditor's alter
ego action against the bankrupt debtor's solvent parent corporation

113. See In re Western World Funding, Inc., 52 Bankr. 743, 784 (Bankr. D. Nev. 1985)
(court noted that "[t]he defendants who so completely dominate the corporation as to constitute
its alter ego are not likely to institute an action to determine their own liability for corporate
debts. Therefore, it is not surprising that the parties can produce no such case. The corporation
needs an independent voice, such as a trustee in bankruptcy, in order to act to protect its
creditors."). In S.l Acquisition, there was no independent trustee. Instead SIA was acting on
its own behalf as debtor in possession. 817 F.2d at 1145. Hence, there was virtually no chance
of SIA asserting an alter ego claim against the parent corporation or the control person who
completely dominated it.

114. By placing the option of asserting this alter ego claim in the hands of SIA, the court
left Eastway in a position analogous to that of a shareholder whose demand to bring a
shareholder derivative suit on behalf of the corporation has been refused by the board of
directors. Such shareholder is bound by the directors' decision of whether to go forward with
the lawsuit. See Gall v. Exxon Corp., 418 F. Supp. 508 (S.D.N.Y. 1976). Disinterested board
of directors may decide that as a matter of business judgment, a lawsuit is not in best interest
of the corporation. Id. If such a decision is made, the corporation may dismiss the action and
the shareholder is precluded from pursuing the matter further. Id. Just as the shareholder is
at the mercy of those who control the corporation to take action against their colleagues (and
perhaps ultimately themselves), Eastway is in an equally unpromising position because its hope
for redress is dependent upon those in control of SIA taking hostile action towards themselves.
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belonged to the debtor and, as such, was property of its estate
protected by the automatic stay." 5 This decision inappropriately
shielded the solvent parent corporation from liability through pro-
tections that, under the Code, should only be accorded to a "bank-
rupt debtor." Hence, the court left this creditor, as well as future
creditors similarly situated, with no recourse against a parent cor-
poration who chooses to use the corporate form of a subsidiary as
a way to shield itself from liability on debts which its subsidiary may
incur on the parent's behalf.

Leslie M. Summerford

115. S.I. Acquisitions, Inc. v. Eastway Delivery Service, Inc. (In re S.I. Acquisition), 817
F.2d 1142, 1146 (5th Cir. 1987).
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