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DEFENSES TO CLAIMS BY BANKRUPTCY

TRUSTEES AGAINST LENDERS:
THE IN PARI DELICTO DEFENSE AND THE

“WAGONER RULE” 

THOMAS J. HALL AND JANICE A. PAYNE

The authors discuss the scope and application of the equitable defense of in pari
delicto to claims on behalf of a bankruptcy debtor’s estate and explain when,

under the Wagoner rule, a trustee lacks standing to sue on such claims.  

When fraud or misconduct leave a company insolvent and forced to
seek protection under the Bankruptcy Code, with increasing fre-
quency bankruptcy trustees target lenders as defendants in actions

to generate recoveries for the benefit of the debtor’s estate.  A common scenario
goes something like this:  A company borrows money from a lender.  Through
the misconduct of its management, the company becomes insolvent and is
forced into bankruptcy.  The trustee of the company’s bankruptcy estate then
brings suit against the lender, alleging that the lender aided and abetted the
misconduct or breached some supposed fiduciary or other duty in connection
with its extension or administration of credit to the company.

Mr. Hall, a member of the Board of Editors of The Banking Law Journal, is a liti-
gation partner, and Ms. Payne is a litigation associate, with the New York office of
Chadbourne & Parke LLP.  The authors can be reached at thall@chadbourne.com
and jpayne@chadbourne.com, respectively. The authors gratefully acknowledge
the assistance of litigation associate Jeanne Cho in the preparation of this article.
The views expressed herein are not necessarily those of the firm or its clients.  The
law applicable to the issues addressed herein varies from state to state, and the
general discussion herein should not be relied upon as legal advice.
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Drawing upon the equitable defense that bars recovery by a plaintiff
bearing equal fault with the defendant for the alleged harm, common law
principles of agency imputation, and the Constitutional requirement that a
plaintiff has standing to sue, a lender may have a two-pronged attack to
launch against such claims.  Where the debtor’s management was complicit
in the alleged wrongdoing, such conduct may be imputed to the debtor and
the lender may assert the equitable defense of in pari delicto to claims on
behalf of the debtor’s estate to recover for such wrongdoing.1 A lender also
may be able to score an early knock-out by moving to dismiss under the
Wagoner rule on the grounds that the trustee, standing in the shoes of the
tainted debtor, lacks standing to sue on such claims.  This article provides an
overview of the scope and application of these related and useful doctrines.

THE DEFENSE OF IN PARI DELICTO

In pari delicto is a broadly recognized common law doctrine under which
a plaintiff is barred from pursuing claims against a defendant where the
plaintiff was involved in the defendant’s wrongful conduct on which the
claims are based, and is at least equally at fault with the defendant for that
wrongful conduct.  The policy behind this doctrine is that no one should be
“permitted to profit by his own fraud, or to take advantage of his own wrong,
or to found a claim on his own inequity, or to acquire any rights by his own
crime.”2 Accordingly, “[t]he law generally forbids redress to one for an injury
done him by another, if he himself first be in the wrong about the same mat-
ter whereof he complains….”3 Thus, if a claim is brought against a lender by
or on behalf of a company, and if the company was involved in the lender’s
wrongful conduct which serves as the basis for the claim, the in pari delicto
doctrine may bar the claim.

IMPUTING AN EMPLOYEE�S WRONGFUL CONDUCT TO
THE COMPANY

In the corporate context, an employee’s wrongful conduct committed in
the course of employment generally is attributable to the company.  This is
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based on the universal principle that an agent’s conduct is imputed to his
principal so long as the agent was acting within the scope of his employ-
ment.4 The basis for imputing knowledge to the principal is that the agent
has a duty to disclose to his principal information obtained in the course of
his agency and is presumed to have fulfilled this duty.5 Thus, “under the rule
of imputation the principal is chargeable with the knowledge the agent has
acquired, whether the agent communicates it or not.”6 As such, where a
company’s management or employees have engaged in misconduct, that mis-
conduct generally is chargeable to the company.

THE EXCEPTIONS TO AGENCY IMPUTATION

The wrongful conduct of a company’s employees is not always attributable
to the company for the purposes of barring claims by or on behalf of the com-
pany.  The so-called “adverse interest” exception “rebuts the usual presumption
that the acts and knowledge of an agent acting within the scope of his employ-
ment are imputed to the principal.”7 The presumption on which the principle
of imputation is based is that the agent “has discharged his duty to disclose to
the principal all material facts coming to his knowledge with reference to the
subject of his agency.”8 The adverse interest exception rebuts this presumption
“precisely because the agent is involved in a scheme to defraud the principal for
the agent’s individual benefit.”9 As one court has explained:

[W]here an agent, though ostensibly acting in the business of the prin-
cipal, is really committing a fraud for his own benefit, he is acting out-
side the scope of his agency, and it would be most unjust to charge the
principal with knowledge of it.10

Thus, where the director or officer acts on his own behalf and not in “any
official or representative capacity for the corporation,” that misconduct will
not be imputed to the corporation.11

Generally, courts have construed the “adverse interest” exception very nar-
rowly.  The exception can only be applied “when the agent has totally aban-
doned the principal’s interest.”12 Generally, the “adverse interest” exception will
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not apply when the agent has mixed motives and is acting in the interests of
both himself and corporation, even though the “primary motivation [ ] is inim-
ical to the principal.”13 If the company has benefited in some way from the
agent’s misconduct, while persons other than the company and its owners have
been harmed, the adverse interest exception should not apply.14

The “adverse interest” exception is, in turn, subject to its own exception,
known as the “sole actor” rule.  The adverse interest exception rebuts the usual
presumption that the agent has disclosed all material facts to the principal
because, where the agent is defrauding the principal, such disclosure cannot be
presumed.15 However, “where the principal and agent are one and the same,”
the agent’s knowledge is imputed to the principal “notwithstanding the agent’s
self-dealing because the party that should have been informed was the agent
itself albeit in its capacity as principal.”16 The sole actor rule applies regardless
of whether the misconduct was adverse to the interests of the corporation.17

This sole actor rule comes into play when the party who engaged in the
misconduct dominated and controlled the corporation,18 as in the case where
the agent is the sole shareholder of the corporation19 or the agent has “unfet-
tered control” and is allowed “to operate without meaningful supervision
with respect to a particular type of transaction.”20 In sum, the sole actor rule
applies when the “ultimate decisionmaking authority on all issues of signifi-
cance rest[s] to varying degrees with [the managers].”21

THE PRINCIPLES OF AGENCY IMPUTATION AND THE IN
PARI DELICTO DEFENSE AS A BAR TO CLAIMS BY A
BANKRUPTCY TRUSTEE

Where the doctrine of in pari delicto would bar a company from bring-
ing claims against its lender, the company’s bankruptcy trustee, standing in
the shoes of the debtor company, may likewise be barred from bringing such
claims.

A debtor’s bankruptcy estate includes “all legal or equitable interests of
the debtor in property as of the commencement” of bankruptcy, including all
legal and equitable causes of action.22 A bankruptcy trustee is deemed to
“stand[ ] in the shoes of the bankrupt corporation and has standing to bring
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any suit that the bankrupt corporation could have instituted had it not peti-
tioned for bankruptcy”23 and, significantly, is “subject to the same defenses as
could have been asserted by the defendant had the action been instituted by
the debtor.”24 For example:

[I]f the debtor has a claim that is barred at the time of the commence-
ment of the case by the statute of limitations, then the trustee would not
be able to pursue that claim, because he too would be barred.  He could
take no greater rights than the debtor himself had.25

Courts must evaluate the defenses to trustee claims as they existed at the
commencement of the bankruptcy,26 and must not take into account conduct
that occurs after the commencement of the bankruptcy case.27 Because the
trustee takes claims subject to any defenses that existed prior to bankruptcy,
where the management of the debtor was involved in the alleged wrongdo-
ing, the claims may be barred by the defense of in pari delicto, if the compa-
ny bears fault for the claim.28

If it can be shown that, prior to the commencement of the bankruptcy
case, the debtor’s management was involved in the misconduct for which the
trustee seeks to recover — and that misconduct can be imputed to the debtor
— the trustee may be barred from bringing the claim.29 The principles of
imputation discussed above will be used to determine whether the debtor is
responsible for the conduct of its agent, including a determination of
whether the adverse interest exception rebuts the presumption of imputation
and whether the sole actor rule applies.

For example, in R. F. Lafferty & Co., the Third Circuit held that the doc-
trine of in pari delicto barred a creditors committee, standing in the shoes of
the debtor, from bringing its claims against a third party because the mis-
conduct of the debtor’s agent was imputed to the debtor and, consequently,
to the creditors committee.30 The Third Circuit found that the applicability
of the in pari delicto doctrine turned on “whether or not the debtors will be
deemed to have participated in wrongdoing because of the acts of the
Debtors’ management.”31 In its analysis of imputation, the Third Circuit dis-
cussed the adverse interest exception and the sole actor rule and concluded
that, even if the management had acted adversely to the corporation, the sole
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actor rule applied because the management in this case — the Shapiro fam-
ily — was the “sole representative” of the corporation.32

In In re Hedged-Investments Assocs., Inc., the Tenth Circuit applied the in
pari delicto doctrine to bar a bankruptcy trustee’s suit against a third party.33

Hedged-Investments involved a Ponzi scheme run through a solely owned cor-
poration and three limited partnerships.  When the scheme collapsed, the
corporation and the partnerships went into bankruptcy.  The bankruptcy
trustee brought suit on behalf of the debtors against third-party investors
who had profited from the Ponzi scheme.34 The district court applied the in
pari delicto defense and dismissed the suit.35

Some trustees have sought to preserve their ability to bring claims,
notwithstanding the complicity of the debtor and its management, arguing
that they are “innocent successors” and should not be bound by the pre-peti-
tion conduct of the debtor.36 To the extent a trustee is exercising his author-
ity under Section 541 of the Bankruptcy Code, however, this argument gen-
erally has been a non-starter because that section specifically requires courts
to look at claims and defenses as of the date of commencement of the bank-
ruptcy case — not after.37

An additional potential limitation on the use of the in pari delicto defense
is the requirement that the plaintiff (or in the case of a trustee action, the
debtor) be at least equally at fault with the defendant for the defense to act as
a bar to claims.38 Generally, unless the “degrees of fault are essentially indistin-
guishable or the plaintiff ’s responsibility is clearly greater, the in pari delicto
defense should not be allowed.”39 For example, some courts have refused to bar
a claim on in pari delicto grounds where the plaintiff was unaware of the fraud-
ulent scheme or its purpose,40 or, did not instigate the misconduct but merely
succumbed through coercive tactics,41 because of unequal bargaining posi-
tions,42 or to gain an attractive business opportunity.43

UNDER THE WAGONER RULE, THE DEBTOR�S
COMPLICITY IN THE ALLEGED MISCONDUCT MAY
DEPRIVE A BANKRUPTCY TRUSTEE OF STANDING

Under Article III of the U.S. Constitution, the threshold requirement to
bringing any claim is that the plaintiff has standing.44 To have standing, a
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party must “assert his own legal rights and interests” and cannot “rest his
claim to relief on the legal rights or interests of third parties.”45 In the bank-
ruptcy context, a trustee (or, in some cases, a creditors committee)46 is sub-
ject to the standing requirement.  As the Second Circuit has explained:

[The Article III] “case or controversy” requirement coincides with the
scope of the powers the Bankruptcy Code gives a trustee, that is, if a
trustee has no power to assert a claim because it is not one belonging to
the bankrupt estate, then he also fails to meet the prudential limitation
that the legal rights asserted must be his own.47

A bankruptcy trustee’s standing, however, is limited to “claims held by
the bankrupt corporation itself ” and he has no independent standing “to sue
third parties on behalf of the estate’s creditors.”48 In determining whether a
claim belongs to the estate or the creditors, the nature of the company’s role
in the alleged misconduct is a critical part of the analysis.

Invoking the law of agency imputation and the requirement of
Constitutional standing, the Wagoner rule — named for the seminal case of
Shearson Lehman Hutton, Inc. v. Wagoner — provides that where a “bankrupt
corporation has joined with a third party in defrauding its creditors, the
trustee cannot recover against the third party for the damage to the credi-
tors.”49 “Because managerial misconduct will be imputed to the company, a
bankruptcy trustee or creditors committee suing on the company’s behalf
‘stands in the place of the very parties who are alleged to have participated in
defrauding the investors.’”50 Accordingly, when third party defendants are
accused of assisting a company’s managers in wrongdoing, “the claim
‘belongs to the creditors qua creditor’s,’ and cannot be asserted by the com-
pany, its trustee in bankruptcy, a committee of unsecured creditors, or any-
one else standing in the shoes of the debtor corporation.”51 In sum, a cor-
poration engaged in fraudulent behavior cannot later claim to be a victim of
the fraud that it helped to perpetrate.52 Although the Wagoner rule speaks in
terms of the fraudulent conduct of a company’s management, it has been
applied to a wide range of legal theories including negligence,53 negligent
misrepresentation,54 breach of fiduciary duty,55 aiding and abetting
fraud/breach of fiduciary duty,56 breach of contract,57 and RICO.58
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In Wagoner, the sole stockholder, director, and president of the company
— Kirschner — had used the proceeds of notes to finance his fraudulent
stock trading.59 After the corporation became insolvent, the trustee brought
claims against the defendant investment bank for breach of fiduciary duty in
allowing Kirschner to engage in inappropriate transactions.60 The court held
that because Kirschner participated in the alleged misconduct, his miscon-
duct must be imputed to the company and the bankruptcy trustee, therefore,
lacked standing to sue Shearson Lehman for aiding and abetting Kirschner’s
alleged unlawful activity.61 The court concluded that any claim seeking
recovery for the debtor’s misconduct belonged to the debtor’s creditors, not
to the trustee.62

The Wagoner rule has been used successfully to dismiss claims by a credi-
tors committee against lenders due to lack of standing.  For example, in In re
Mediators, Inc., the debtor was a corporation engaged in acquiring advertising
time on radio and television for its clients in exchange for products and services
of its clients.63 The debtor’s sole shareholder and CEO was an art collector who
caused the corporation to make millions of dollars worth of art purchases.
When the corporation faced bankruptcy, the CEO entered into a business
arrangement with Citibank to finance the purchase of the art collection from
the corporation so that it would not be subject to liquidation.64 After the cor-
poration filed for bankruptcy, the creditors committee, standing in the debtor’s
shoes, brought, inter alia, claims alleging that Citibank had aided and abetted
the corporation in breaching the corporation’s fiduciary duty to its creditors.65

Applying the Wagoner rule, the court found that the creditors committee
lacked the standing to bring such claims against Citibank.66

The Wagoner rule also is subject to the adverse interest exception.  Thus,
if the director or officer was acting adverse to the company, his or her con-
duct will not be imputed to the corporation.  Without imputation to the
corporation, there can be no imputation to the trustee, and therefore, the
Wagoner rule is inapplicable.

In turn, the adverse interest exception is subject to the sole actor rule.
One example of how courts have applied the sole actor rule in a case involv-
ing the Wagoner rule was In re Mediators, Inc. In that case, the debtor’s sole
shareholder67 had engaged in wrongful activity by attempting to hide the cor-
poration’s art collection from liquidation.  In making its claim against the
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bank that had financed the business arrangement to hide the art collection,
the creditors committee raised the adverse interest exception.68 Finding that
the sole shareholder and the principal corporation were “one and the same,”
the court held that the sole actor rule applied.69

Another example of the application of the sole actor rule is Breeden v.
Kirkpatrick & Lockhart, LLP.70 In that case, the debtor corporation had only
two shareholders71 — a married couple — whose two sons were the only
decision-makers at the corporation.  The shareholders gave “unfettered con-
trol” of the corporation’s financial operations to one of the sons.72

Accordingly, the court found that “sole actor” rule applied to defeat the
adverse interest exception.

It is worth noting that, although founded on fundamental principles of
agency law that are nearly universal in application, the Wagoner rule was
developed in the Second Circuit and based on New York law and, as such,
likely has no precedential force outside that circuit.  In a recent case governed
by the law of North Carolina — In re Parmalat Sec. Litig.73 — the District
Court for the Southern District of New York concluded that Wagoner was
not controlling and refused to “ground its analysis” on that case or its prog-
eny.74 The Parmalat court found that, at most, the Wagoner rule was “poten-
tially persuasive authority” regarding New York’s treatment of liability among
joint tortfeasors and the imputation of an agent’s acts to its principal.75 The
court went on to apply North Carolina law and concluded that the doctrine
of in pari delicto applied because Parmalat, the debtor, had participated in the
complained-of wrongdoing.76 The Parmalat court declined to apply the
adverse interest exception, finding that the management had acted in the
interests of the company.77

CONCLUSION

Both the doctrine of in pari delicto and the related Wagoner rule can pro-
vide an effective response to claims that a lender is responsible for damages
sustained by a company through the misconduct of its management.  When
faced with claims that it is responsible for harm suffered by the debtor at the
hands of its own management, a lender should consider using these doctrines
as a basis for seeking early dismissal.
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44 Lafferty, 267 F.3d at 347 (citation omitted).  
45 Warth v. Seldin, 422 U.S. 490, 499 (1975).
46 A creditors committee, while not a “trustee,” is in a position analogous to a trustee
because it is suing on behalf of the debtor.  See, e.g., In re Mediators, 105 F.3d at 826.
47 Wagoner, 944 F.2d at 118.  
48 In re Gebco, 641 F.2d at 146.
49 Wagoner, 944 F.2d at 118.
50 In re Complete Management, Inc., No. 02 Civ. 1736, 2003 WL 21750178, at *2
(S.D.N.Y. July 29, 2003).  
51 Lippe v. Bairnco Corp., 218 B.R. 294, 301 (S.D.N.Y. 1998) (quoting In re
Mediators, 105 F.3d at 826); see also Bennett Funding, 336 F.3d at 99-100 (citing with
approval the Wagoner rule in holding that a bankruptcy trustee lacks standing to
bring malpractice, breach of fiduciary duty, and negligence claims against the com-
pany’s third party accountants and attorneys). 
52 One of the elements of fraud is that the injured party must show that it “relied on
the truth of the fraudulent representations.”  Cenco, 686 F.2d at 454.  Obviously, a
corporation engaged in the fraud could not satisfy this requirement.  
53 Hirsch, 72 F.3d at 1095; Bennet Funding, 336 F.3d at 101-02.
54 Id.
55 Hirsch, 72 F.3d at 1092-94; Bennet Funding, 336 F.3d at 101-02.
56 In re Mediators, 105 F.3d at 827; Wagoner, 944 F.2d at 119-20.
57 Hirsch, 72 F.3d at 1092-94.
58 Id.
59 Wagoner, 944 F.2d at 116.
60 Id. at 116-17.
61 Id. at 120.
62 Id. 
63 In re Mediators, 105 F.3d at 824.
64 Id.
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65 Id.
66 Id. at 827.
67 Id. at 824.
68 Id. at 827.
69 Id. at 827-28.
70 Breeden, 268 B.R. 704.
71 Id. at 711.
72 Id. at 709.
73 Parmalat, 383 F. Supp. 2d at 595.  
74 Id.
75 Id. at 595-96.
76 Id. at 596.
77 Id. at 597.
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