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The death knell for so-called “deep-

ening insolvency” as a theory of lender 

liability continues to ring as the U.S. 

District Court of New Jersey rejected 

“deepening insolvency” as an indepen-

dent cause of action in its recent deci-

sion in Stanziale v. Sun National Bank, 

et al. (In re Solomon Dwek, et al), (D.N.J. 

2010) (No. 3:09-cv-5046). While courts’ 

interpretations of this theory vary from 

state to state, considering Delaware’s 

rejection of this theory, Pennsylvania’s 

backtracking from its initial favor 

shown to deepening insolvency, and 

New Jersey’s recent decision in the Sun 

National Bank case, the trend is clear: 

deepening insolvency as a cause of ac-

tion will not succeed as a viable claim, 

particularly against lenders.

Lender liability theories have 

evolved over the years, resulting in 

certain claims against lenders which 

have been deemed sound through 

years of judicial vetting. For example, 

fraud and aiding and abetting a fraud 

are common claims used where evi-

dence indicates a lender made repre-

sentations it knew to be false or other-

wise assisted in the perpetration of a 

fraud. Similarly, a claim for aiding and 

abetting a breach of fiduciary duty 

may arise where a lender is alleged 

to have been aware that, through the 

extension of credit, it was assisting an 

officer or director (or other fiduciary 

of a borrower) in committing a breach 

of its duty of care or duty of loyalty to 

the corporation. Further lender liabili-

ty theories that have been established 

over the years also include claims of 

duress (that the borrower was essen-

tially forced to agree to the terms of 

credit) and WARN Act  liability, where 

a lender exhibits such a high degree 

of control over a corporate borrower 

so as to be deemed an employer (and 

thus subject to notice of plant closing 

or mass layoff requirements).

The Theory of Deepening Insolvency:  

A Flash in the Pan?

As ingrained as these theories are in 

the lender liability jurisprudence, the 

theory of deepening insolvency is 

more akin to a “flash in the pan.”  The 

term “deepening insolvency” refers 

to the purported “fraudulent prolon-

gation of a corporation’s life beyond 

insolvency”, resulting in damage to 

the corporation caused by increased 

debt.   While frequently used by 

bankruptcy trustees and committees 

of unsecured creditors in bankruptcy 

cases, this theory is a creature of state 

law. Although “deepening insolvency” 

as a general theory enjoyed some 

early popularity in the 1990s, it was 

not recognized as a cause of action (as 

opposed to a theory of damages) until 

2001 in a Third Circuit case applying 

Pennsylvania law.3 However, within 

a few years an increasing number of 

courts were rejecting it.4

In the recent Sun National Bank deci-

sion, the deepening insolvency issue 

came before the court on appeal from a 

bankruptcy court’s decision to allow a 

Chapter 11 Trustee to sue Sun National 

Bank for extending loans to a debtor 

who turned out to be the mastermind 

of a real estate-related Ponzi scheme. 

Specifically, the Trustee alleged that 

the debtor operated a scheme in which 

he took money from numerous inves-

tors under the pretext of using it for 

buying and improving investment real 

estate, but instead he used the money 

collected from the investors to pay back 

his earlier investors. 

At the heart of the Trustee’s allega-

tions against Sun were several loans 

purportedly made by Sun’s predeces-

sor, Community Bank, to the debtor 

and certain of his companies, which 

loans were repaid to Sun or its pre-

decessor with interest. The Trustee 

sought to recover the loan payments 

received on the basis of three theories 

for recovery: (1) that the payments at 

issue constituted fraudulent trans-

fers, (2) that Sun aided and abetted 

the debtor’s fraud, conversion, and 

breaches of fiduciary duty, and (3) that 

the loans to the debtor and his busi-

nesses caused such debtors to incur 

additional liabilities at a time when 

they were already insolvent, thereby 

causing their “deepening insolvency.”  

While the first claims represent some 

of the traditional theories of lender 

liability and are well known to the 

secured lending community, it is the 

third theory, that of deepening insol-

vency, that is not well defined and, as 

such, less understood. 

Forbearance is a Part of the  

Workout Process

Of the court decisions that have 

addressed a claim for deepening 

insolvency, many involve business 

loans, similar to the Sun matter. In 

this context, the thrust of the claim is, 

typically, that a lender improvidently 

made a loan to, or continued a lend-

ing relationship with, an insolvent 

company, which allowed the company 

to continue as a going concern, but 

increased its debt, thus “deepening 

its insolvency.”  Of course, such facts 

commonly exist in the context of a 

workout situation, which almost by 

definition arises where a borrower has 

defaulted on its obligations to a lend-

er, usually because the borrower could 

not make the required loan payments 

or comply with its financial covenants. 

If the lender believes there may be a 

“light at the end of the tunnel,” the 

parties will often enter into a forbear-

ance agreement. The forbearance 

agreement may provide the borrower 

with a modified payment structure 

or a suspension of financial covenant 

testing in order to provide the bor-

rower with an opportunity to improve 

its business operations and hopefully 

avoid bankruptcy or a closing of its 

business. Thus, almost every workout 

is premised on delaying bankruptcy 

filing even where the borrower may be 

insolvent at that moment in time.   

However, as was argued in the 

Sun matter, the mere fact of lending 

money to, or doing business with, a 

company in financial peril, regard-

less of whether it is in the “zone of 

insolvency,” is not by itself actionable 

conduct. For example, in a recent 

decision by the Bankruptcy Court for 

the Eastern District of Tennessee, the 

Court observed that it is not the loans 
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themselves that deepen insolvency, 

as they are balance sheet-neutral, but 

rather foolish spending of the loan 

proceeds which causes a business’s 

insolvency to increase. The court 

reasoned, “[w]hen we penetrate the 

confused rationale of deepening insol-

vency cases brought against lenders, 

we always find that the real gravamen 

of the complaint is that the board con-

tinued operating when it should not 

have done [so]. The not-so-subtle leap 

is that the lender should be account-

able for this.”5

A Threat to the Well-Established  

Business Model

Moreover, the bank argued that allow-

ing these transactions to be second-

guessed in hindsight and focusing 

on “deepening insolvency” threatens 

the well-established business model 

that both businesses and lenders rely 

upon. This imaginative tort, which 

has no settled elements, no settled 

measure of damages, and no contours 

that have been honed by generations 

of legal and business analysis, upsets 

expectations and interferes with the 

needed predictability in the credit 

market place. The bank advanced the 

notion, apparently persuasively, that, 

rather than punishing such risk-taking 

by lenders, the law should protect it.

Based on these considerations 

and evaluation of persuasive judicial 

opinions from other jurisdictions, as 

well as technical legal arguments, 

the New Jersey District Court granted 

Sun’s appeal and overturned the Bank-

ruptcy Court’s denial of Sun’s motion 

to dismiss the deepening insolvency 

claim. In a well-crafted opinion, the 

Court looked beyond the contro-

versy surrounding the underlying 

bankruptcy case and focused on the 

distressing ramifications of recogniz-

ing deepening insolvency as a cause 

of action. The court first noted that 

“[n]o New Jersey court has recognized 

deepening insolvency as a cause of 

action, and in fact, the Law Division of 

the Superior Court explicitly refused 

to do so when given the opportunity.”  

The District Court also found that 

“the vast majority of recent cases 

on the subject from other jurisdic-

tions have disapproved of deepening 

insolvency as an independent cause 

of action, noting that such a claim 

is either inconsistent with or dupli-

cative of already-established law.”  

Echoing the concerns raised in Sun’s 

appellate brief, the District Court also 

observed that the premise of deepen-

ing insolvency conflicts with some of 

the central doctrines of corporate law, 

as well as principles of credit financ-

ing supporting the use of additional 

financing or a temporary forbearance 

in certain situations for the purpose 

of avoiding a bankruptcy filing by an 

insolvent company.

In a ruling that provides lenders 

with a victory in a period of uncertain-

ty, the District Court’s decision further 

confirms the trend among state and 

federal courts rejecting “deepening 

insolvency” as an independent cause 

of action. While in an unpublished 

opinion, this decision effectively 

negates the use of this theory in New 

Jersey Bankruptcy Courts, where it 

had been used quite aggressively by 

trustees and creditor committees 

against officers, directors, lenders, as 

well as the professionals who advise 

them, in the aftermath of an unsuc-

cessful workout. Moreover, as the 

most recent decision on the validity of 

deepening insolvency, it constitutes 

a substantial step toward eradicating 

this amorphous doctrine from courts 

around the country and allows lend-

ers, professionals, as well as directors 

and officers of troubled companies, to 

make decisions based on business con-

siderations and the well-established 

legal precedent.  TSL
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