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EDITORS’ NOTE
Gregory W. Werkheiser, Edward B. Micheletti 
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We are honored that the Board of Editors has chosen us 
to shepherd this important issue exploring the crossroads of 
bankruptcy law and corporate law. This issue is an outgrowth 
of a recent seminar organized by Larry Hamermesh and the 
Widener Law Institute of Delaware Corporate and Business 
Law. We (together with many others) were involved in the 
planning of that program, which provided an excellent 
treatment of this subject matter. At its conclusion, however, it 
was clear to us that there was still much more to be said. 

Our goal for this issue is to foster a better understanding 
of the differences — but more so the similarities — of two 
separate legal fields whose practitioners, as Larry Hamermesh 
incisively points out in his article, are often “siloed” and 
perhaps too frequently unaware of the opportunities to 
borrow from a neighboring area of the law in the service of 
their respective clients.

We have experienced this in our respective practices in 
bankruptcy and corporate restructuring (Greg) and corporate 
litigation (Ed). Indeed, although we have both been practicing 
for more than a decade, neither of us can remember ever cross-
ing the street (literally) to appear in the other’s home court.

Why this should be so is not immediately obvious. Both the 
Court of Chancery and bankruptcy courts are tribunals that, 
historically at least, have been largely guided by the application 
of equitable principles. Furthermore, while the Bankruptcy 
Code often conflicts with and preempts contradictory state 
laws, there are large swaths of state corporate law that it 
does not displace. One would expect to find that there are 

many opportunities for practitioners of bankruptcy law and 
corporate law to collaborate. 

And, increasingly, this is true. The last decade has seen 
an explosion of distressed M&A transactions, many of 
which have been implemented (and sometimes unwound or 
dissected) through our own Delaware Bankruptcy Court. 
Conversely, as Vice Chancellor Laster observes in his article 
about state law receiverships (insight we are honored to have 
as part of this issue), parties are more frequently looking, out 
of cost considerations and other reasons, to Delaware’s state 
courts as an alternative when confronted with a distressed 
business. 

The permutations that bring federal bankruptcy law and 
state corporate law together and, frequently, in conflict 
are innumerable. This issue explores just a few of them. In 
addition to the articles mentioned above, Francis Pileggi and 
Jeffrey Schlerf examine recent developments from Delaware 
concerning the duties of directors and managers of distressed 
entities. Harry Bryans looks at the impact of bankruptcy on 
the attorney-client privilege. And, Gregg Galardi and Bruce 
Grohsgal tackle the vexing issue of executive compensation.  

We hope this issue helps open the silo doors in Delaware on 
two important practice areas that may benefit from continued 
collaboration.

Gregory W. Werkheiser Edward B. Micheletti
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At my current place of employment there is frequent talk about “silos.” 

Where unrelated to agribusiness or missiles, that term is usually deroga-

tory, referring to the tendency of specialists within larger groups to limit 

their attention to their own area of knowledge. The failure to reach out to 

and share knowledge with others in different silos makes the group as a 

whole less effective.

W
e have silos in the Delaware Bar: 
I speak from personally having 
stayed comfortably inside one 
of them to an extent that almost 

surely exceeds the norm. The silos that 
motivate this article are the ones that 
have separated those of us whose prac-
tice has focused on Delaware corporate 
law and litigation (primarily in the Court 
of Chancery and the Delaware Supreme 
Court) and those whose practice has fo-
cused on bankruptcy law and litigation 
(primarily in the Bankruptcy Court for 
the District of Delaware).

Just to illustrate, consider some recent 
statistics supplied by the Delaware State 

Bar Association: as of August 2010, the 
DSBA’s Corporation Law Section had 
495 members; the Bankruptcy Section 
had 304 members; yet the two sections 
had only 40 lawyers in common. 

This is a crude measure of mutual 
professional isolation, of course, but it 
makes me think that I have lots of com-
pany as a siloed member of the Corpora-
tion Law Section.

That perception, in fact, was the gen-
esis of the program presented in May 
2010 at Widener Law School, when 
four panels, each addressing a different 
subject and each including represen-
tatives from a bankruptcy practice or 

Delaware state courts  
and bankruptcy courts 
routinely handle  
business valuations —  
but not necessarily  
in the same way.

Lawrence A. Hamermesh

  Silos, Corporate Law,  
	              and Bankruptcy Law

FEATURE

Court and a representative from either 
the Court of Chancery or the Delaware 
Supreme Court, came together to share 
views about how the two distinct areas 
of practice encounter and address issues 
that arise in both practice settings.

The explicit intent of this program 
was to bring lawyers and judges in these 
two settings together in the hope that 
sharing insights about their respective 
practices might enhance their grasp of 
their own field.

The panel on which I participated, 
along with Judge Brendan Shannon, 
Vice Chancellor Travis Laster, Bob 
Stearn, Marty Lessner, and William 
“Tuck” Hardie from the investment 
banking firm Houlihan Lokey, addressed 
the subject of business valuation.

That subject figured prominently in 
my private practice before I joined the 
faculty at Widener, and it is one on which 
I have written a fair bit as a professor.1 

Apart from an occasional glimpse as a 
teacher into how the bankruptcy courts 
handle the subject, however, my expo-
sure to business valuation has focused 
exclusively on valuation for purposes of 
Delaware corporate law.

Nevertheless, I was dimly aware that 
the bankruptcy courts regularly face 
business valuation issues, and resolve 
them with tools that are essentially the 
same as those used in business valuation 
disputes in the Delaware state courts.

A discounted cash flow analysis looks 
more or less the same in bankruptcy 
court as it does in the Court of Chancery:  
it requires a forecast of near-term cash 
flows, an estimate of business value at the 
conclusion of the forecast period, and a 
discount rate to reduce those estimates 
of future value to a present value.2

Thus, a recent decision from the 
Court of Chancery about estimating the 
equity risk premium in determining an 
appropriate discount rate3 ought to be 
of use as well to judges and practitioners 
in the bankruptcy courts.

Both sets of courts are familiar, more-
over, with the use of value ratios derived 
from markets — either share markets or 

business acquisition markets — as a tool 
for estimating the value of the business 
under consideration.4 

Getting past these superficial similari-
ties, however, required our panel, as the 
first order of business, to identify and 
differentiate the contexts in which the 
two sets of courts are called upon to en-
gage in the business valuation exercise.

For the Court of Chancery, that exer-
cise occurs most frequently in appraisal 
proceedings, in which the governing 
statute calls upon the court to determine 
and award the “fair value” of the shares 
of stockholders who object to the terms 
of a merger that has already occurred.5 

In some cases, and perhaps even in 
the same proceeding as a statutory ap-
praisal case, the Court of Chancery is 
called upon to determine whether the 
price paid in a merger is “fair,” for pur-
poses of the fiduciary duty doctrine of 
“entire fairness” that requires the court 
to assess the overall fairness (in terms of 
both price and process) of a merger in 
which the transaction proponents’ duty 
of loyalty is implicated.6 

More rarely, the court may need to 
evaluate a corporation’s solvency, for 
purposes of determining the standing 
of creditors to pursue a claim on behalf 
of the corporation asserting a breach of 
fiduciary duty by the directors or offi-
cers.7 As with the statutory appraisal and 
entire fairness cases, this business valua-
tion exercise generally looks backward, 
to a time when alleged breaches of fidu-
ciary duties occurred.

The bankruptcy courts also retro-
spectively address the issue of solvency 
of a business when they examine wheth-
er to undo (avoid) transfers of assets that 
occur shortly before the filing of a peti-
tion in bankruptcy.8 

More regularly, however, bankruptcy 
courts engage in business valuation in a 
forward-looking, transactional context. 
Sometimes, for example, the valuation 
is relevant in assessing the fairness of a 
proposed plan of reorganization: de-
pending on what the court thinks the 
enterprise is worth upon reorganization, 

a proposed allocation of debt and equity 
of the reorganized firm will (or will not) 
be perceived as fair and equitable with 
respect to those with pre-existing claims 
against the firm.9 

By way of further example, a bank-
ruptcy court may need to value the 
debtor enterprise’s assets to determine 
whether a creditor whose claim is se-
cured by all of those assets is receiving 
value at least equivalent to the amount 
of its claim.10 

With this contextual introduction in 
place, I can now share some prelimi-
nary impressions that ensued from my 
first peek outside the silo. These impres-
sions are just that: impressions, and not 
deeply researched assessments of the 
comparisons between corporate law and 
bankruptcy law in regard to business val-
uation. If these impressions deserve any-
thing, the most likely candidate is fur-
ther study. Still, they are what intrigued 
me, so here goes.

As Chief Judge Kevin Carey has ex-
plained, “There are many approaches to 
valuation, but value ‘gathers its meaning 
in a particular situation from the purpose 
for which a valuation is being made.’”11  
The differing contexts for valuation 
seem to give rise to three notable differ-
ences in the approach to valuation issues 
taken by the Delaware state courts and 
the bankruptcy court:

•	“Fair value” under state corporate 
law and enterprise value for purposes of 
bankruptcy law are concepts that ulti-
mately serve very different purposes. 
The state courts’ definition of “fair val-
ue” as “going concern value” — perhaps 
shaped by the explicit statutory exclusion 
of any “element of value arising from the 
accomplishment or expectation of the 
merger” — appears to exclude from the 
determination of “fair value” the value 
of synergies that might be achieved if 
the enterprise were acquired by a stra-
tegic buyer. By defining “fair value” as 
“what has been taken from the share-
holder” in the merger,12 the state courts’ 
valuation rules essentially deny merger-
derived gains to those who object to the 
transaction. In contrast, and while bank-
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ruptcy courts also sometimes rely on the 
concept of “going concern value,” there 
seems to be nothing in bankruptcy law 
that would deny claimants an allocation 
under a plan of reorganization based on 
what the business could be sold for — 
including acquisition synergies; indeed, 
reorganization proceedings not uncom-
monly are resolved through the sale of 
the debtor enterprise.13 Valuations al-
ways have to be guided by their respec-
tive legal purpose and rationale, and care 
must be taken not to import concepts or 
techniques across silos without assessing 
consistency with those legal purposes 
and rationales. 

•	Businesses subject to valuation 
differ as between state court and bank-
ruptcy court proceedings. In state court 
valuation proceedings, the businesses 
being valued run the gamut from declin-
ing or distressed firms to firms that are 
notably successful. It is an inherent fea-
ture of bankruptcy valuations, however, 
that the firm has recently been insolvent, 
or at least close to it, and valuations that 
suggest large amounts of equity in excess 
of the full value of creditor claims are at 
least suspect, if not thoroughly implausi-
ble. My instinctive reaction to this differ-
ence would have been to expect that the 
bankruptcy courts would shrink from 
relying on valuations based on market 
ratios (such as price-earnings ratios) ob-
served in companies (especially publicly 
traded companies) that are by and large 
successful, out of concern that a recently 
less successful firm not be overvalued. 
Similarly, I would have expected the 
bankruptcy courts’ assessment of an ap-
propriate discount rate in a discounted 
cash flow analysis would acknowledge 
the risks associated with the precari-
ous circumstances involved in entering 
into and emerging from reorganization 
proceedings. To the contrary, however, 
and while Delaware state courts focus 
their “fair value” determinations on the 
“operative reality” of the business be-
ing appraised,14 bankruptcy courts have 
expressed concern that the “operative 
reality” of companies in bankruptcy — 
i.e., a recent track record of financial dis-
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tress — should not result in unduly low 
valuations that deprive certain classes of 
claims (usually junior claimants) of the 
benefit of reasonably foreseeable future 
earnings potential.15 In short, valuation 
techniques are sensitive creatures that 
need to be coaxed to adjust to the set-
ting in which they are applied.

•	Finally, and at the serious risk of 
overstatement, it strikes me that the 
bankruptcy courts are more inclined or 
open to the use of market-based mea-
sures of value than their state counter-
parts. Given the contexts in which they 
conduct their valuation work, state 
courts may well be justified in hesitat-
ing to accept share market prices as a 
measure of “fair value.”16 While the 
state courts do from time to time allow 
market transactions to guide “fair value” 
determinations,17 bankruptcy valuation 
case law appears much more receptive to 
giving effect to values reflected in mar-
ket transactions.18 Perhaps this differ-
ence, to the extent it exists, stems from 
the fact that Delaware state court valua-
tion proceedings frequently take place in 
a context involving a controlling stock-
holder, in which neither the acquisition 
market nor the share market is robust.

Nevertheless, and despite these differ-
ences, the participants in our valuation 
panel noted some interesting similari-
ties, mostly procedural, in the valuation 
efforts of the two sets of courts:

•	All of the panelists acknowledged 
the formidable costs of the valuation 
exercise. In both settings, valuation is 
fact-intensive, centered on expert testi-
mony that involves nuanced judgments 
that can nevertheless dramatically skew 
valuation results, and readily capable 
of consuming large amounts of judicial 
time and effort. Neither the state courts 
nor the bankruptcy courts seem to have 
found a way to avoid these grim facts 
of judicial life, as they relate to business 
valuation exercises.

•	Not surprisingly, then, another 
common theme observed in the two le-
gal settings in which business valuation 
occurs is judicial discomfort with the ex-
ercise. Especially where called upon to  

pronounce a specific dollar amount 
as the value of a business, both sets of 
courts have publicly expressed frustra-
tion with the task of evaluating conflict-
ing and radically disparate (or, as former 
Chancellor Allen described them, “ab-
surdly differing”) claims of competing 
experts.19

•	Yet despite the judges’ frustration, 
both sets of courts have exhibited con-
siderable (and I believe commendable) 
reluctance to rely on independent valu-
ation professionals to handle the task.20  
They both appear to acknowledge that 
the judiciary must be sensitive to the ra-
tionales and parameters of the law that 
establishes the need for the valuation of 
businesses, and that courts steeped in 
those rationales and parameters are best 
equipped to perform the valuation task 
with due regard to them. 

Perhaps the most valuable lesson 
from the cross-silo exchange about busi-
ness valuation is simply the recognition 
that the valuation exercise is frequent in 
both corporate and bankruptcy law, and 
that judges and practitioners in both ar-
eas might profit from regular attention 
to current issues presented in the two 
parallel systems.u

FOOTNOTES
1.	 Rationalizing Appraisal Standards in 
Compulsory Buyouts, 51 B.C. L. Rev. 1021 
(2009); The Short and Puzzling Life of the 
“Implicit Minority Discount in Delaware Ap-
praisal Law, 156 U. Pa. L. Rev. 1 (2007); The 
Fair Value of Cornfields in Delaware Apprais-
al Law, 31 J. Corp. L. 119 (2005) (all with 
Michael L. Wachter).
2.	 See, e.g., Onti, Inc. v. Integra Bank, 751 
A.2d 904, 917 (Del. Ch. 1999); In re Exide 
Technologies, 303 B.R. 48, 63 (Bankr. D. Del. 
2003).
3.	 Global GT LP v. Golden Telecom, Inc., 993 
A.2d 497, 514-518 (Del. Ch. 2010).
4.	 See, e.g., Borruso v. Commc’ns Telesystems 
Int’l, 753 A.2d 451 (Del. Ch. 1999); Exide 
Technologies, 303 B.R. at 61-63.
5.	 8 Del. C. § 262(h).
6.	 See, e.g., Rosenblatt v. Getty Oil Co., 493 
A.2d 929, 940 (Del. 1985).
7.	 N. Am. Catholic Educ. Programming 
Found., Inc. v. Gheewalla, 930 A.2d 92, 101-
102 (Del. 2007).
8.	 11 U.S.C. §547(b); see also, e.g., Travelers 
Int’l. AG v. Trans World Airlines, Inc., 134 
F.3d 188 (3d Cir. 1998).
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In the early and mid-20th century, receivership proceedings were a promi-

nent component of the Court of Chancery’s docket. Then, with the pas-

sage of the Bankruptcy Reform Act of 1978, the focus of insolvency-related 

work shifted to the federal bankruptcy courts.1 But the state court pro-

ceeding did not disappear, and receiverships appear to be making a tenta-

tive comeback.

T
hough the number of receivership 
cases in the Court of Chancery re-
mains far from overwhelming, the 
first decade of the 21st century saw 

a consistent level of filings sufficient to 
suggest circumstances in which clients 
prefer state court. According to leading 
practitioners, the principal reasons to file 
for a receiver in the Court of Chancery 
are speed, low cost, and the flexibility of 
the remedy.

The Nature Of The State Court 
Receivership Proceeding

A receivership is the court-supervised 
winding-up of an entity’s operations and 
existence. Under Delaware law, a credi-
tor or stockholder of an insolvent corpo-

ration can petition the Court of Chan-
cery to appoint a receiver.2 Following 
dissolution, a receiver may be appointed 
“on application of any creditor, stock-
holder or director of the corporation, or 
any other person who shows good cause 
therefor.”3

A receiver also may be appointed if 
there is deadlock at the board or stock-
holder level, or if “[t]he corporation has 
abandoned its business and has failed 
within a reasonable time to take steps 
to dissolve, liquidate or distribute its  
assets.”4

In extreme circumstances, a receiv-
er can be appointed pendente lite for 
a solvent corporation,5 or the Court 

Receivership  
proceedings in  
the Court of Chancery 
are re-emerging as  
a viable alternative  
to bankruptcy for 
some businesses.

Honorable J. Travis Laster

           The  
Chancery Receivership: 
	                  Alive And Well
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of Chancery may impose a receiver as 
a sanction for failing to obey a court  
order.6 

A receiver also may be appointed to 
administer and enforce any compromise 
or arrangement between the corporation 
and its creditors or stockholders to the 
extent authorized by a provision in the 
original certificate of incorporation. 7

Alternative entity statutes generally 
authorize a creditor, partner, limited 
liability company (LLC) member, or 
LLC manager to seek the appointment 
of a receiver upon a showing of “good 
cause.”8 The Court of Chancery also 
has the power to order “judicial supervi-
sion of the winding up” of an alternative 
entity for “cause shown.”9 These provi-
sions operate in conjunction with the 
Court’s authority to decree dissolution 
of an alternative entity whenever “it is 
not reasonably practicable to carry on” 
the business of the entity in conformity 
with its constitutive document.10 

The Historical Prevalence  
of Receiverships

The pivotal event in the history of 
receivership law was the enactment in 
1978 of the modern Bankruptcy Code. 
Before the Bankruptcy Code, bankrupt-
cy was largely handled on a state-by-state  
basis. During the early and mid-20th 
century, the Delaware courts saw a large 
number of receivership petitions, and 
many Delaware receivership decisions 
date from the pre-Bankruptcy Code  
period.11 

The title of a leading treatise — Dela-
ware Corporations and Receiverships — 
gives some indication of the prominence 
of the practice area. First authored by 
Josiah Marvel, one of the animating 
forces behind the original General Cor-
poration Law, the book went through 
six editions between 1923 and 1939. 12 
None of the current Delaware law trea-
tises elevate receiverships to a place of 
honor in the title.

Another indication of the prominence 
of the practice area was the adoption in 
1951 of Court of Chancery Rules 148-
168, which specifically address receiver-
ships for corporations and other enti-
ties. The major non-Delaware treatises 
on state court receivership proceedings 
date from well before the Bankruptcy 

Code.13  
The arrival of the Bankruptcy Code 

changed the landscape of insolvency-
related proceedings by introducing a 
uniform set of federal rules. The power 
wielded by a federal bankruptcy judge 
greatly exceeds the reach of a state court 
judge. Most notably, the Bankruptcy 
Code provides for the creation of a bank-
ruptcy estate comprised, subject to nar-
row exceptions, of all legal or equitable 
interests of the debtor in property as of 
the commencement of the case “wher-
ever located and by whomever held.”14 

Of equal importance, the filing of a 
bankruptcy petition operates as an auto-
matic stay that, subject to certain excep-
tions, immediately halts all proceedings 
anywhere in the world against the debt-
or entity and its assets.15 A state court 
cannot provide similar relief.

The federal bankruptcy court also 
can exercise jurisdiction over any assets 
of the debtor located anywhere in the 
United States.16 The state court lacks 
similarly expansive jurisdiction.

Notwithstanding efforts by Delaware 
practitioners to extol the benefits of state 
court receivership proceedings,17 the 
focus shifted to the federal bankruptcy 
courts.
Receivership Proceedings  
Today

Despite the unqualified success of 
its federal cousin, the state court re-
ceivership proceeding persisted. And it 
survives today. Filing statistics available 
since the advent of e-filing in late 2003 
show seven receivership petitions filed in 
2004 and 10 to 13 per year from 2005 
to 2009. Eleven petitions were filed in 
the first six months of 2010.

An unscientific search on Westlaw for 
receivership decisions identifies 108 be-
tween 2000 and 2009, with another five 
decisions to date in 2010. Although the 
numbers are by no means earth-shatter-
ing, they suggest a relatively steady flow 
of receivership cases. 

Why might a petitioner prefer a Del-
aware receivership proceeding? Accord-
ing to Greg Varallo, a corporate litigator 
with Richards, Layton & Finger, P.A., 
the key drivers are speed and cost. He 
notes that “federal bankruptcy reorga-
nization has become so expensive, that 

there are companies which are ‘too poor 
to go bankrupt.’” 

Kurt Heyman of Proctor Heyman 
LLP adds that procedural impediments 
to a federal filing can lead a client to take 
the state court route. In contrast to the 
Delaware statutes, which permit a single 
creditor or equity holder to petition for 
a receiver, commencing an involuntary 
bankruptcy case when the debtor has 12 
or more qualifying creditors generally 
requires three petitioning creditors with 
aggregate qualifying unsecured claims of 
at least $13,475.18 

The path to filing a voluntary bank-
ruptcy petition for an entity also might 
be blocked by a deadlock or by a corpo-
rate governance provision that requires 
an unattainable super-majority vote for a 
bankruptcy filing.

Under these circumstances, the more 
flexible Delaware receivership statutes 
can offer a path forward. Ironically, the 
filing of a receivership proceeding may 
itself open the door to a bankruptcy fil-
ing, because the Bankruptcy Code ex-
pressly recognizes the right of disgrun-
tled parties in interest to force a debtor 
into bankruptcy in certain circumstances 
once a receiver has been appointed.19 

Another attractive feature of the Del-
aware proceeding is its flexibility, both 
in terms of structuring the work of the 
receiver and in determining who takes 
charge of the debtor. It was observed 
in 1981 that “[t]he Court of Chancery 
rules are very flexible and can be and are 
varied, in almost every case, by the court 
in order to meet the requirements of a 
particular situation.”20 

That observation remains true in 
2010. Jim Patton of Young Conaway 
Stargatt & Taylor, LLP explains that in 
a receivership, the Court of Chancery is 
not bound by the elaborate scheme of 
priorities among creditors imposed by 
the Bankruptcy Code, but rather is “free 
to impose rules of distribution that are 
appropriate under the particular circum-
stances of the case.”

He notes that under the Bankruptcy 
Code, a debtor faces several deadlines, 
such as the obligation to assume or  
reject all its executory contracts within 
the first 210 days of the case. No specific 
deadlines are imposed by state law.
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Patton also cites the possibility of a 
judicially implemented compromise be-
tween a corporation and its creditors 
pursuant to Section 302 of the General 
Corporation Law, which he describes 
as “a truly tantalizing alternative to the 
prepackaged chapter 11.”

The flexibility of a state court receiv-
ership proceeding extends to the party 
put in control of the debtor. In lieu of 
a bankruptcy trustee, whose duties and 
powers are generally prescribed by stat-
ute,  the Court of Chancery has discre-
tion to appoint a receiver particularly 
suited to the facts of the case. Because 
the Court of Chancery does not have a 
stable of receivers on call, parties typi-
cally propose their own.

Tony Clark, a litigator with a national 
corporate and restructuring practice at 
Skadden, Arps, Slate, Meagher and Flom 
LLP, notes that creditors who are under-
secured may work with a debtor to im-
plement a friendly foreclosure and have 
a mutually acceptable receiver appointed 
in the interim. Even in contested receiv-
erships, a party who successfully applies 
for a receiver can often end up with one 
of its proposed candidates in charge. 

Although parties can propose their 
own candidates, the question of whom 
to appoint remains one for the Court. 
The Court of Chancery is acutely sen-
sitive to the risk of actual and potential 
conflicts, and thus the Court has an evi-
dent preference for individuals with es-
tablished reputations who have earned 
the Court’s confidence.

Not surprisingly, experienced Chan-
cery practitioners frequently serve as 
receivers. Individuals from outside of 
Delaware may serve in conjunction with 
a local Delaware receiver.

The receivership petitions that have 
crossed my desk in my short time on the 
bench exemplify the considerations cited 
by practitioners. The petitions seem to 
come in three flavors. The first type is 
brought by a single creditor seeking the 
appointment of a receiver under a loan 
document or because the debtor is in-
solvent. The second type seeks the dis-
solution of an alternative entity and the 
concomitant appointment of a receiver. 
The last type is a catch-all for efforts 
by practitioners to employ the flexible 

receivership remedy in creative circum-
stances.

Single creditor petitions appear de-
signed to take advantage of the speed 
and low cost of the state court proceed-
ing. The attractiveness of receiverships 
for lenders received a boost in 2000 
from Dover Associates Joint Ventures v. 
Ingram.22  In that case, then Vice Chan-
cellor, now Chief Justice Steele enforced 
a creditor’s contractual right to the ap-
pointment of a receiver following the 
debtor’s default under a loan agreement, 
even absent circumstances that other-
wise would support the appointment of 
a receiver in equity.

For creditors who took note of Dover 
Associates and included remedial receiv-
ership provisions in their credit agree-
ments, a state court action for specific 
enforcement offers a relatively fast and 
inexpensive alternative. Even without 
a contractual right to a receiver, a state 
court action may be attractive for a sin-
gle large creditor.

The second type of receivership peti-
tion reflects how a lack of alternatives can 
lead parties to the receivership remedy. 
Non-controlling investors in alternative 
entities frequently file petitions seeking 
judicial dissolution of the entity and the 
appointment of a receiver. The Court of 
Chancery has issued a series of recent 
decisions adjudicating these claims.23 

While the petitions have largely been 
unsuccessful, the filings are not surpris-
ing. If a non-controlling investor did 
not bargain for specific exit or control 
rights, a petition for judicial dissolution 
and the appointment of a receiver may 
be the only point of leverage available.

Particularly for small investments, 
parties may choose rationally not to craft 
extensive agreements because the up-
front costs would be excessive. And no 
matter how frequently courts admonish 
parties to anticipate issues and bargain 
for contractual solutions, humans lack 
perfect foresight. There inevitably will 
be unanticipated situations, and those 
will be the situations most likely to be 
litigated. After all, if the parties antici-
pated a situation and contracted for it, 
then litigation should be unnecessary, or 
at least less likely.

With alternative entity statutes pro-

This article examines selected recent cases from Delaware that address the 

fiduciary duties of directors and managers of distressed companies, and the 

standards employed when reviewing the actions of directors whose compa-

nies are insolvent. The first part will summarize Delaware Supreme Court 

and Court of Chancery cases, and the second part will address Bankruptcy 

Court cases.

Court of Chancery Decisions
Several recent decisions from the 

Delaware Court of Chancery provide 
practical insights into the standards 
used to review the conduct of direc-
tors who, for example, are confronted 
with the choice of either: (i) filing for 
bankruptcy; or (ii) continuing the com-
pany by means of additional financing 
or a sale or combination with another  
company.

Those choices were the subject of 
judicial review, each resulting in op-
posite outcomes, in Binks v. DSL.net, 
Inc.1 and Gentile v. Rossette.2 As will 
be evident from these and other cases 
mentioned in this article,3 if a board 

satisfies the prerequisites for enjoying 
the benefits of the deferential business 
judgment rule, the courts are not likely 
to second-guess the decision of a board 
dealing with an insolvent company.

In Binks, the board faced the quint-
essential dilemma of those who govern 
a failing or insolvent company: whether 
to cut one’s losses and file for bankrupt-
cy or seek additional financing, with or 
without a strategic partner. The board 
in the Binks case chose the latter option 
and a diluted shareholder, whose $1.5 
million investment became worth only 
$24,000, took issue with the board’s 
decision.

The court rejected the plaintiff ’s  

A review of cases  
from Delaware’s  
Supreme Court,  
Court of Chancery and 
Bankruptcy Court.

  Duties of 
  Directors and Managers  
	               of Distressed Companies
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viding few default provisions, and with 
many entity agreements opting to elimi-
nate fiduciary duties that otherwise 
could be used to fill gaps, judicial dis-
solution often is the only remedy avail-
able when a relationship sours or the 
business founders. Notwithstanding the 
adverse case law, I expect to continue to 
see these petitions.

The final catch-all category reflects 
the flexibility of the receivership remedy. 
In one recent decision, an equity holder 
sought a receiver to pursue claims be-
longing to a dissolved entity within the 
three-year period established by 8 Del. C. 
§ 278 during which corporate existence 
continues post-dissolution for purposes 
of winding up the corporation’s affairs 
including filing and defending lawsuits. 
The Court of Chancery appointed a re-
ceiver, and the Delaware Supreme Court 
affirmed.22 

Creditors also have sought the ap-
pointment of a receiver where a foreclo-
sure proceeding could trigger a change 
of control and risk impairing the value 
of the collateral.

Conclusion
State court receivership proceedings 

appear to be re-emerging as a viable al-
ternative in the practitioner’s procedural 
playbook. Although nothing in the lim-
ited data or anecdotal evidence suggests 
a shift away from bankruptcy court as 
the primary venue for insolvency-related 
work, there appear to be scenarios where 
parties prefer the state court route. If 
the trend continues, it may be time to 
update Josiah Marvel’s treatise. u

FOOTNOTES
1.	 Pub. L. No. 95-598, 92 Stat. 2549 (as 
amended, the “Bankruptcy Code”).
2.	 8 Del. C. § 291. 
3.	 8 Del. C. § 279.
4.	 8 Del. C. § 226(a)(1)-(3). Section 226 au-
thorizes the appointment under these circum-
stances of “1 or more persons to be custodians 
and, if the corporation is insolvent, to be re-
ceivers ... .” Id., § 226(a).
5.	 See, e.g., Tansey v. Oil Producing Royalties, 
Inc., 133 A.2d 141, 147 (Del. Ch. 1957) (ap-
pointing receiver to liquidate corporation after 
prolonged and extreme mismanagement).
6.	 8 Del. C. § 322.
7. See 8 Del. C. §§ 102(b)(2) & 302.
8. See 6 Del. C. §§ 17-805 (limited partner-
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argument that bankruptcy was the pref-
erable option, explaining that “‘because 
there can be several reasoned ways to 
try to maximize value, the court cannot 
find fault so long as the directors chose a 
reasoned course of action.’”4 Moreover, 
the court held that the board’s conclu-
sion that the financing transaction was 
preferable to bankruptcy was within the 
exercise of its business judgment, and 
the plaintiff ’s argument to the contrary 
did not state a claim that the board  
“utterly failed” to obtain the best price 
for the shareholders. As a result, the 
court granted the defendants’ motion 
to dismiss.

By comparison, in Gentile v. Rossette, 
a controlling shareholder and director 
confronted with a similar “life or death” 
business situation did not fare as well  
after judicial scrutiny.

The Gentile case involved the rights 
and duties of shareholders and directors 
in the aftermath of a failed commercial 
venture. The company involved was 
SinglePoint Financial, Inc. The control-
ling shareholder, Rossette, was the only 
source of funding keeping the company 
afloat during its short and unprofitable 
existence.

Although the company was kept 
alive long enough to be purchased, 
within several months of the acquisi-
tion the purchaser filed for bankruptcy 
and the shares received as consideration 
by SinglePoint’s former shareholders 
became worthless.

Prior to the sale, however, Rossette 
and SinglePoint’s only other board 
member decided to improve the com-
pany’s balance sheet by converting 
much of its debt into common stock 
(the “Debt Conversion”). As a result 
of the Debt Conversion, Rossette’s eq-
uity share in SinglePoint increased from 
61% to 95%.

Former minority shareholders chal-
lenged the Debt Conversion as an im-
proper dilution of their voting and eco-
nomic rights. Addressing whether the 
directors violated their fiduciary duties 
by approving the Debt Conversion, the 
court found that the facts demonstrat-
ed a “classic example of self-dealing by 
a controlling shareholder,” due to Ros-
sette’s ability to determine the price  

described as “recent” — made it clear 
that the claims against directors of an 
insolvent company are derivative only, 
and the duty to creditors is triggered 
only when a company becomes insol-
vent; as opposed to when the company 
is operating in the (amorphous and un-
defined) “zone of insolvency.”11 This 
important decision ended years of dis-
cussion in decisional law and scholarly 
work regarding a “zone of insolvency,” 
and created a “brighter line” on the 
subject of insolvency.

In addition, no article on the inter-
section of Delaware corporation law 
and creditor’s rights would be com-
plete without at least passing reference 
to the Trenwick America Litigation 
Trust v. Ernst & Young, L.L.P. decision 
of the Court of Chancery, affirmed by 
the Delaware Supreme Court, which 
held that there is no cause of action in 
Delaware for a claim of “deepening in-
solvency.”12 The application of that de-
cision is described in more detail in the 
next section summarizing recent Bank-
ruptcy Court decisions.

Bankruptcy Decisions
Decisions by the Delaware Bank-

ruptcy Court regarding fiduciary duties 
of directors and officers are consistent 
with corporate law precepts under state 
law. Delaware bankruptcy judges con-
sistently adhere to corporate law deci-
sions by the Delaware state courts.

The Delaware Bankruptcy Court 
has had several occasions to apply Tren-
wick. The judges generally have rejected 
deepening insolvency claims no matter 
how alleged. In Troll Communications, 
Chief Judge Kevin Carey found that 
while the complaint did not expressly 
state such a claim, plaintiff alleged de-
fendants “caused the corporate life of 
the debtors to be artificially extended 
beyond the point of economic viabil-
ity.”13 The Court dismissed the claim.14 

However, Judge Carey added that the 
theory’s rejection “‘does not absolve 
directors of insolvent corporations of 
responsibility,’ because a plaintiff re-
tains the ability to bring an action for 
breach of fiduciary duty or fraud.”15 

Judge Brendan Shannon ruled 
similarly in In re Fedders North Amer-

ica Inc.16 Fedders’ former officers and  
directors were sued for breaches of  
fiduciary duty for, inter alia, approving 
financing of $90 million which turned 
out to be insufficient to avoid bank-
ruptcy. The complaint alleged defen-
dants approved this because they were 
“terrified of losing control of the family 
business and of losing their substan-
tial salaries, bonus compensation and  
other perks.”17

Plaintiff also challenged the adop-
tion of “change in control” agreements 
and management compensation. The 
court held that a corporation’s insol-
vency does not mean directors and of-
ficers “cannot choose to continue the 

firm’s operations in the hope that they 
can expand the inadequate pie such that 
the firm’s creditors get a greater recov-
ery.”18 Judge Shannon emphasized: 
“[s]imply alleging that a corporation 
was insolvent and took on further debt 
to continue operating is not enough 
to plead a claim for breach of fiduciary 
duty.”19

In the case of In re Brown Schools,20  
Judge Mary Walrath took a different 
approach regarding “disguised” claims 
for deepening insolvency by distin-
guishing the duties of care from duties 
of loyalty.21  The Court also ruled that 
deepening insolvency was a valid the-
ory of damages for breach of fiduciary 
duty.22 

Judge Kevin Gross rejected a deep-

ening insolvency claim and addressed 
other corporate governance issues in 
In re Midway Games Inc.23 Pre-bank-
ruptcy, the debtor defaulted on its bank 
financing. The Board formed a special 
committee to specifically explore and 
oversee negotiations with one of the 
controlling shareholders (“Redstone 
Defendants”). A $90-million loan from 
the Redstone Defendants resulted. The 
business continued to struggle and 
the Redstone Defendants would later 
sell their equity and loan interests for 
only $100,000. This change in control 
meant the debtor lost up to $700 mil-
lion in net operating losses. Yet, these 
defendants wrote off their own losses.

After the bankruptcy filing, the cred-
itors’ committee was granted standing 
and sued the directors, alleging they 
shirked their fiduciary duties and only 
served the Redstone Defendants. Judge 
Gross found: “The clear upshot of the 
Committee’s claims against the Board 
Defendants is that Midway should have 
filed for bankruptcy ... . Delaware law 
does not support such claims.”24 

The Court underscored that direc-
tors are not liable for prolonging the 
life of an insolvent company, and an  
aggrieved creditor could not “side-
step” deepening insolvency through 
fiduciary duty claims.25

Judge Gross also addressed the duty 
of loyalty. The Court applied the es-
tablished Delaware fiduciary duty law 
principle that, even without self deal-
ing, directors could breach their duty 
of loyalty by failing to discharge their 
fiduciary duties in good faith.26 Plaintiff 
specifically alleged a “failure to act” in 
violation of the Board’s oversight ob-
ligation under Caremark.27 The direc-
tors argued they acted in good faith.

The Court agreed: “[t]he Commit-
tee has not alleged that the Debtor suf-
fered harm. The Redstone Defendants’ 
infusion of money into the failing com-
pany did not damage Debtor, on whose 
behalf the Committee is acting.”28  
The Court further held: “… the Red-
stone Defendants had the unfettered 
right to dispose of their Midway inter-
ests as they saw fit.”29

A board’s oversight obligations were 
further addressed by Judge Peter Walsh  

of the Debt Conversion for his own 
benefit.

Although the only other member 
of the board may have been indepen-
dent, he failed to follow the procedure 
necessary to enjoy the benefit of his in-
dependence. The court explained that: 
(1) this director was not acting as a 
one-member special committee (how-
ever inadvisable such a one-member 
committee would be);5 (2) he received 
no independent legal or financial guid-
ance; (3) he possessed no information 
from which to determine what a fair 
conversion price would have been; (4) 
there was no fairness opinion to sup-
port the pricing; and (5) when only one 

member of a two-person board is inde-
pendent, the board is not considered 
independent and disinterested.

Thus, under the circumstances, the 
burden of justifying the Debt Conver-
sion fell upon the directors under the 
entire fairness standard.6 The sole inde-
pendent director invoked the provisions 
of the company charter that would ex-
culpate him from liability from money 
damages caused by his breach of fidu-
ciary duty as long as he acted neither 
disloyally nor in bad faith.7 The excul-
patory provision pursuant to DGCL 
Section 102(b)(7) protected the inde-
pendent director from a claim for mon-
ey damages, but by contrast, the court 
concluded that Rossette was personally 
liable for money damages in a six-figure 

amount.
In Shandler v. DLJ Merchant Banking 

Inc., the Court of Chancery addressed 
fiduciary duty claims that the bank-
ruptcy court dismissed as a non-core 
proceeding.8 In Shandler, the trustee 
alleged that a controlling stockholder 
— who controlled the board and was 
also a creditor — waited too long to file 
a chapter 11 bankruptcy. The Court of 
Chancery rejected the arguments of the 
trustee about the allegedly improper 
delay in filing bankruptcy, at times de-
scribing the complaint as incoherent 
and contradictory. 

The court’s nearly 50-page opinion 
describes in comprehensive detail the 
factual and legal support for its reason-
ing, but a few abbreviated bullet points 
highlight why the court rejected the 
arguments that the delay in filing for 
bankruptcy and the financial maneu-
vering by the board in the interim, was 
not a breach of fiduciary duty: (i) the 
business judgment rule protected the 
board’s decision to keep the company 
afloat during insolvency even if their 
strategy was not successful and even if 
their strategy resulted in greater debt 
and financial distress for the company;9 
(ii) there was no reasonable inference 
that the delay in filing for bankruptcy 
benefited the majority shareholder  
inappropriately; and (iii) the trustee 
was not in a position to argue that the 
majority shareholder benefited itself as 
a senior creditor to the detriment of 
other creditors — even if there were a 
reasonable basis to infer as much from 
the allegations.10 

The only claim that survived the 
defendant’s motion to dismiss against 
the board had nothing to do with the 
financial distress or bankruptcy of the 
company, but survived because of the 
board’s inability, at the early pleading 
stage, to establish the entire fairness 
of the sale of a division to an affiliated  
entity. This same transaction was also 
the basis for the survival of a claim 
against the company’s financial advisor, 
for aiding and abetting a breach of the 
fiduciary duty of loyalty regarding the 
sale to an affiliated entity.

The Delaware Supreme Court — 
in an opinion which can no longer be 
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in In re Bridgeport Holdings, Inc.,30 and  
In re World Health Alternatives, Inc.31 

In Bridgeport Holdings, the company, 
at the height of the dot-com boom, was  
acquired in a leveraged buyout. The 
company’s financial situation  began to 
deteriorate. Rounds of loan defaults and 
loan amendments began. Later, “M&A 
alternatives” were identified for the di-
rectors and officers but largely ignored 
as the company spiraled downward.

Eventually, its lender urged the com-
pany to retain a restructuring advisor. 
At the same time, the company finally 
made a strategic decision to sell. Yet, 
the only immediate action taken was 
contact with a defendant’s acquaintance 
at CDW. Finally, a restructuring advisor 
was formally retained as the COO. 

But matters only got worse. There 
was no sale process: (a) the COO did 
not hire an investment banker; (b) po-
tential strategic buyers were stymied/
ignored; (c) no financial buyers were 
considered; and (d) the COO quickly 
favored CDW as the buyer, striking a 
deal in two weeks. The CDW sale im-
mediately closed at a “fire sale” price. 
Then the company filed for bankruptcy. 
Subsequently, a trust sued former di-
rectors and officers.

Judge Walsh found that a claim for 
breach of loyalty may be premised upon 
a failure to act in good faith — even if 
the director or officer did not act out of 
self-interest or was independent.32 The 
Court then found sufficient support for 
such claims against the directors: “by 
abdicating crucial decision-making au-
thority to [the COO], and then failing 
adequately to monitor his execution of 
a ‘sell strategy,’ resulting in an abbrevi-
ated and unenforced sale process; and 
approving the sale to CDW for grossly 
inadequate consideration.”33

Finally, in World Health, Judge 
Walsh addressed fiduciary duty claims 
against an officer, former general 
counsel and VP of operations. World 
Health, a public company, provided 
healthcare staffing services nationwide. 
After raising approximately $45 mil-
lion, the company made eight acquisi-
tions. Thereafter the company’s CEO 
engaged in fraudulent transactions that 

led to an admission that the company’s 
financial reporting had been false and 
misleading. After this fraud was uncov-
ered, the company hired a turnaround 
firm and endured an SEC investigation 
and securities class action suit, leading 
to bankruptcy.

In this decision the so-called Care-
mark line of cases was extended to an 
officer for the first time. The trustee 
alleged that general counsel breached 
his fiduciary duties by “failing to imple-
ment any internal monitoring system 
and/or failing to utilize such system as 
is required by Caremark.”34

In denying dismissal, Judge Walsh 
cited the material misrepresentations 
within SEC filings. An SEC rule under 
Sarbanes-Oxley imposed an affirmative 
duty upon general counsel to inspect 
the truthfulness of SEC filings. The 
Court found that defendant as general 
counsel “had a duty to know or should 
have known of these corporate wrong 
doings and reported such breaches of 
fiduciary duties by the management.”35

Defendant had argued that Care-
mark duties did not extend beyond di-
rectors to “employees,” but the Court 
found defendant to be not just an em-
ployee, but an officer in two respects. 
Judge Walsh also denied dismissal of a 
corporate waste claim.

Conclusion
In summary, both Delaware state 

and bankruptcy courts have had occa-
sion in recent years to apply corporate 
governance principles in the context of 
insolvent companies. The difficult eco-
nomic climate businesses continue to 
experience should result in a growing 
body of case law in this area. u
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You sit down on your back patio with a brief sigh. It’s a beautiful, clear, 

early June evening. Friday night to boot. You are looking forward to your 

first weekend out of the office in over three months. 

What a rocky ride. Your best client, Tur-
boCurrent. Seven weeks of round-the-
clock workout negotiations. No closure. A 
free-fall chapter 11 filing. Then, just four 
weeks ago, the court appointed a trustee. 
And now, a grand jury is supposedly going 
to take a look at Paul Jones, TurboCur-
rent’s CEO. The best ray of hope on that 
one is that you directed Paul to your old 
law school buddy, Charlie Black. Sharp-
est white collar guy in the state. Charlie 
should be able to make that mess go away.
Your lovely spouse comes down the steps 
with a gin and tonic in one hand, a phone 
in the other, and a frown on her beauti-
ful face.
“Who is it?”
“I think it’s Paul and he sounds pretty 
upset,” she says.
You take the phone reluctantly. “Paul, 
how are you?”
“Peter, get this. Charlie just told me that 
the AUSA thinks he can get his hands on 

those spreadsheets that I sent you a couple 
a weeks before we filed. The ones that I 
marked block caps “PRIVILEGED” at 
your direction. I told Charlie no way. I 
told him that I hadn’t wanted to put ’em 
together. I told him that you said that you 
needed to see the whole picture. I told him 
that you said they would be privileged 
and that I, as CEO, could make sure that 
TurboCurrent never waived the privilege. 
You know and I know that it would be an 
unhappy day if the feds got those spread-
sheets.” 
“Paul. Paul. Slow down. What spread-
sheets are you talking about? The ones 
that seem to reflect double pledges?”
“Yup. Those. And get this. Charlie says 
that the AUSA told him that I no lon-
ger control TurboCurrent’s privilege. 
Something about the trustee’s powers, or 
something. I know you and I never talked 
about that. What’s this guy smokin’ any-
way?”

Lawyers counseling 
clients in financial 
distress may need to 
brush up on the finer 
points of privilege.

Bankruptcy  
       and the Attorney-Client  
		     Privilege

Henry Sill Bryans
FEATURE
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L
awyers of varying disciplines are 
frequently called upon to counsel 
clients in financial distress. Indeed,  
  those who focus on that area of 

practice frequently have a background 
in both business law and litigation. Like 
Peter in the vignette above, all good 
lawyers are cognizant of the essential 
elements of the attorney-client privilege 
as set out by Judge Wyzanski more than 
a half century ago in United States v. 
United Shoe Machinery Corp.:

(1) the asserted holder of the privi-
lege is or sought to become a client; 
(2) the person to whom the commu-
nication was made (a) is a member of 
a bar of a court, or his subordinate 
and (b) in connection with this com-
munication is acting as a lawyer; (3) 
the communication relates to a fact 
of which the attorney was informed 
(a) by his client (b) without the pres-
ence of strangers (c) for the purpose 
of securing primarily either (i) an 
opinion on law or (ii) legal services 
or (iii) assistance in some legal pro-
ceeding, and not (d) for the purpose 
of committing a crime or tort; and 
(4) the privilege has been (a) claimed 
and (b) not waived by the client.1

Although Judge Wyzanski’s summary 
might beg the question, the prevailing 
modern view is that, if the requisite con-
fidentiality is maintained, the privilege 
also protects communications from an 
attorney to a client when made in the 
course of giving legal advice.2

It is also well settled that, in normal 
circumstances, a corporation has stand-
ing to assert the privilege with respect 
to communications from corporate rep-
resentatives, made by or at the direction 
of corporate superiors, for the purpose 
of securing legal advice to the corpora-
tion.3 

All of that said, now well-settled 
case law, as well as relatively common 
practices, produce a range of somewhat 
particularized rules with respect to the 
control of the client’s privilege relating 
to prepetition communications follow-
ing the commencement of a bankruptcy 
case.

In the vignette above, we might in-
fer that Peter, as a seasoned practitioner, 
knew of these more particularized rules 

but failed to take them into account, or 
at least to advise Paul of them, when he 
requested that Paul prepare the poten-
tially incriminating spreadsheets.

Control of Privilege in Business 
Bankruptcies Prior to  
Appointment of a Trustee

If, following the commencement of 
a case under chapter 11, a corporate 
debtor remains in possession, the debt-
or’s management bears essentially the 
same fiduciary obligation to creditors 
and shareholders as would a trustee for 
a debtor not in possession.4

Justice Marshall has stated that “the 
willingness of courts to leave debtors 
in possession ‘is premised upon an as-
surance that the officers and managing 
employees can be depended upon to 
carry out the fiduciary responsibilities of 
a trustee.’”5

Under the construct set out above, 
although a debtor-in-possession may 
initially retain control of the debtor’s at-
torney-client privilege relating to prepe-
tition communications, the ability to as-
sert the privilege may be influenced by 
the debtor’s fiduciary responsibilities.

Control of Privilege in Business 
Bankruptcies After Appointment 
of a Trustee

Section 1104(a) of the Bankruptcy 
Code provides for the appointment of 
a trustee in a case filed under chapter 
11 for, among other things, “fraud, 
dishonesty, incompetence, or gross mis-
management of the affairs of the debtor 
by current management ... or similar 
cause” or “if such appointment is in the 
interests of creditors, any equity secu-
rity holders, and other interests of the 
estate.”

That said, trustee appointments in 
cases under chapter 11 are relatively 
rare. On the other hand, if the bank-
ruptcy has been filed under chapter 7, or 
if the case is subsequently converted to 
a proceeding under chapter 7, Sections 
701 and 702 of the Bankruptcy Code 
provide respectively for the appoint-
ment or election of a trustee.

In our vignette above, Peter may well 
have sensed that grounds existed for the 
appointment of a trustee in TurboCur-
rent’s chapter 11 filing. 

In Commodity Futures Trading Com-
mission. v. Weintraub, the Supreme Court  
explained: “Because the attorney-client 
privilege is controlled, outside of bank-
ruptcy, by a corporation’s management, 
the actor whose duties most closely re-
semble those of management should 
control the privilege in bankruptcy, un-
less such a result interferes with policies 
underlying the bankruptcy laws.”6

The Court reasoned further that  
“[i]n light of the Code’s allocation of re-
sponsibilities, it is clear that the trustee 
plays the role most closely analogous 
to that of a solvent corporation’s man-
agement.”7 Weintraub has been cited 
countless times by courts for its main 
holding, and remains controlling law in 
the context of entity bankruptcies. But, 
as will be seen below, its underlying  
rationale is not transferrable to individ-
ual bankruptcies. 

Now Peter doubtlessly had a long-
standing relationship with Paul. Perhaps 
Peter was also acting as Paul’s personal 
counsel,8 in which event Paul should be 
able to assert the privilege in his own 
name. That argument is frequently 
made, but the facts rarely support such a 
conclusion and the courts have not gen-
erally been receptive to it.

For starters, it is unlikely that Paul 
could produce an engagement letter 
from Peter’s firm for personal legal ser-
vices (except, perhaps for personal mat-
ters unrelated to Peter’s role as CEO of 
TurboCurrent), or an invoice from Pe-
ter’s firm for such services, or a check 
that Paul had written to Peter’s firm for 
such services.

Beyond that, courts have set out a 
series of hurdles that Paul would likely 
be unable to negotiate. For example, in 
In re Bevill, Bressler, & Schulman Asset 
Mgmt. Corp.,9 the Third Circuit was 
presented with a claim by corporate 
officers, in the face of a waiver of the 
corporation’s attorney-client privilege 
by the trustee, that they had a separate, 
personal attorney-client privilege in 
communications that they had made to 
corporate counsel.

The Bevill court held that “any privi-
lege that exists as to a corporate officer’s 
role and functions within the corpora-

tion belongs to the corporation, not 
the officer.” Bevill then adopted a five-
part test that must be satisfied before 
a corporate officer or employee could 
successfully assert a personal attorney-
client privilege:

First, they must show they ap-
proached [counsel] for the purpose of 
seeking legal advice. Second, they must 
demonstrate that when they approached 
[counsel] they made it clear that they 
were seeking legal advice in their indi-
vidual rather than in their representative 
capacities. Third, they must demon-
strate that the [counsel] saw fit to com-
municate with them in their individual 
capacities, knowing that a possible con-
flict could arise. Fourth, they must prove 
that their conversations with [counsel] 
were confidential. And, fifth, they must 
show that the substance of their conver-
sations with [counsel] did not concern 
matters within the company or the gen-
eral affairs of the company.10

The Bevill test has been expressly ad-
opted in a number, but not all, of the 
other circuit courts. Some courts have 
interpreted the fifth test in a manner 
slightly less harsh to the individual.11 
Under our facts, it seems highly unlikely 
that Paul would prevail on all five hur-
dles in the Bevill test, and particularly 
the last, with respect to the spreadsheets. 
Even in jurisdictions that do not follow 
Bevill, Paul has a hard, uphill battle.

Nonetheless, Paul was the corporate 
representative of TurboCurrent at the 
time Peter requested that the spread-
sheets be prepared and, in that capacity, 
he was likely entitled to some fair warn-
ing from his counsel of the potential 
effect of Weintraub if the workout was 
unsuccessful and if the cards played out 
in the manner that they subsequently 
did. 

Of and Concerning Examiners
Under Section 1104(c) of the Bank-

ruptcy Code, if a court does not appoint 
a trustee it may, after notice and a hear-
ing, appoint an examiner to conduct 
such an investigation of the debtor as is 
appropriate, including an investigation 
of any allegations of “fraud, dishonesty, 
incompetence, misconduct, misman-
agement, or irregularity in the manage-

ment of the affairs of the debtor of or 
by current or former management of the 
debtor.”

An examiner does not have the statu-
tory power that a trustee has under 
Section 1108 of the Bankruptcy Code 
“to operate the debtor’s business” or 
the power under Section 363(c) of the 
Bankruptcy Code to use, sell or lease the 
debtor’s assets in the ordinary course of 
business without court approval.

Thus, on the face of the statute, the 
rationale that the Weintraub court used 
to analogize a trustee to the debtor’s 
management is not readily applicable 
to an examiner. Absent special circum-
stances,12 an examiner would not ordi-
narily, solely by reason of such appoint-
ment, control the debtor’s attorney-
client privilege relating to prepetition 
communications.

That said, many examiners are ex-
pressly given such power in the order 
appointing them because the debtor’s 
new board of directors desires to be 
forthcoming and cooperative with the 
court and creditors.13 In large bank-
ruptcy cases marked by allegations of 
fraud, such negotiated examiner orders 
are not uncommon and can provide a 
viable alternative to the appointment of 
a chapter 11 trustee or the conversion 
of a case to chapter 7 (and the necessary 
subsequent appointment of a trustee).

Personal Bankruptcies
The rationale applied by the Wein-

traub court is inapposite in a personal 
bankruptcy. The Weintraub court stat-
ed that “[i]f control over that privilege 
passes to a trustee [in a personal bank-
ruptcy], it must be under some theory 
different from the one that we embrace 
in this case.”14

For purposes of this article, it is suf-
ficient to note that bankruptcy courts 
have reached marked different results 
on the ability of a trustee to control the 
attorney-client privilege relating to the 
prepetition communications of an indi-
vidual debtor.

Though some courts have taken 
a fairly flat-footed position that an in-
dividual debtor retains control of the 
privilege, at least in the first instance,15  
others reflect the view that control of  (continued on page 28)

the privilege uniformly divests to the 
trustee.16 Still others have balanced the 
value to the estate of permitting the 
trustee to control the individual debt-
or’s attorney-client privilege against the 
harm to the debtor in doing so.17

When counseling an individual con-
templating personal bankruptcy, it is 
obviously necessary to understand the 
controlling case law in the jurisdiction 
in which the client would file, recog-
nizing that different judges within the 
same district may have different views 
on this issue.

Conclusion
Advising clients in financial diffi-

culty can be exhausting and stressful, 
especially for lawyers who do not make 
their living primarily in the restructur-
ing field. Many difficult factual and  
legal issues come into play, and negotia-
tions with creditors and others are often 
intense.

In that context, the client’s attorney-
client privilege is not likely an item high 
on the list of many lawyers who find 
themselves in such a role. But it should 
be. All lawyers advising financially dis-
tressed clients need to understand — 
and clearly communicate to the client 
— the potential loss of control of the 
client’s attorney-privilege relating to 
prepetition communications that could 
result from the commencement of a 
bankruptcy proceeding.

That potential loss of control is not a 
reason to cease the candid give and take 
necessary between lawyer and client in 
attempting to work through a client’s 
financial travails. Nor is it a reason not 
to commence a case in bankruptcy if the 
facts otherwise warrant it.

It is, however, a reason for both cli-
ents facing a potential bankruptcy, and 
their counsel, to proceed with caution. 
Both client and counsel must acknowl-
edge that the presumed confidential 
exchanges of information and advice 
between client and lawyer that the at-
torney-client privilege seeks to protect 
may become subject to the control of a 
relative stranger with a substantially dif-
ferent agenda than the client had at the 
time that legal counsel was provided. u
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“One of the great, as-yet-unsolved problems in the country today is execu-

tive compensation and how it is determined.” 2

— SEC Chairman William Donaldson, 2003

S
ince executive compensation came 
into national focus in the 1930s, 
lawmakers and courts in the United 
States have attempted to adequate-

ly address issues raised by this vexing 
topic.3 Most recently, public outcry over 
perceived inequities arising out of the 
financial crisis have prompted federal 
regulators to implement unprecedented 
limits on the compensation of certain 
company executives.

These new federal regulations illus-
trate a fundamental difference in the 
policies behind Delaware corporate law 
and federal law on the issues surround-
ing executive compensation. 

This article discusses select aspects 
of two types of executive compensation 
laws: (1) Delaware corporate law on ex-
ecutive compensation and (2) federal law 
on executive compensation at financially 

troubled companies. This article then 
briefly discusses the fundamental dif-
ferences between the approaches these 
two types of law have taken in regard 
to executive compensation, and, finally,  
articulates some of the arguments for 
and against each approach. 

Delaware Corporate Law On 
Executive Compensation

“Directors have the power, authority, 
and wide discretion to make decisions 
on executive compensation” under ex-
isting Delaware law.4 Delaware law has 
historically recognized two primary du-
ties that directors owe to the corpora-
tion they serve: the duty of care and the 
duty of loyalty.5 

The duty of loyalty applies where a di-
rector, officer or controlling shareholder 
has a financial conflict of interest that 
poses “a serious risk that this personal 
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interest would cause her to make a deci-
sion that was not in the best interests of 
the corporation.”6  

The duty of care is governed by the 
business judgment rule, which affords 
considerable deference to directors. 
“The court presumes that ‘in making a 
business decision the directors of a cor-
poration acted on an informed basis, in 
good faith and in the honest belief that 
the action taken was in the best interests 
of the company.’” 7  

The outer limit of the duty of care 
in compensation cases traditionally has 
been the doctrine of waste, under which 
a court will not defer to a board’s de-
cision because the compensation bears 
no reasonable relationship to the value 
of the services rendered.8 Yet, “cases in  
which it is possible to demonstrate ‘waste’ 
are — like the Loch Ness Monster — so 
rare as to be possibly nonexistent.”9 

The Delaware Supreme Court and 
Chancery Court explored executive 
compensation’s outer limits when they 
considered the Disney board’s deci-
sions (i) to approve the hiring of Mi-
chael Ovitz as president (and second in 
command to the CEO, Michael Eisner) 
of the company under a contract that 
contained very generous terms, and (ii) 
after the board was reconstituted, the 
approval of a ‘no-fault’ termination of 
Ovitz’s brief employment that resulted 
in the payment to Ovitz of more than 
$130 million. After setting forth exam-
ples of “bad faith” activity, the Delaware 
Supreme Court stated that “the sheer 
size of the payout to Ovitz, as alleged, 
pushes the envelope of judicial respect 
for the business judgment of directors in 
making compensation decisions.”10 

Yet Ovitz’s compensation and the di-
rectors’ good faith were upheld, notwith-
standing the board’s being “stacked” 
with friends of the CEO, Eisner.11 The 
Delaware Supreme Court has since not-
ed that reasonable doubts as to director 
independence may arise because of “a 
particularly close or intimate personal 
or business affinity.”12 In Stone v. Ritter, 
decided subsequently, the Delaware Su-
preme Court characterized “good faith” 
discussed in Disney as a subsidiary ele-
ment of the duty of loyalty.13  

Federal Law On Executive  
Compensation — EESA and AARA

The Emergency Economic Stabili-
zation Act Of 2008 (the “EESA”) and 
the American Recovery And Reinvest-
ment Act Of 2009 (the “ARRA”) have 
implemented substantial restrictions on 
the ability of certain financially troubled 
companies to exercise their business 
judgment in regard to executive com-
pensation.

In 2008, the EESA was signed into 
law.14 The EESA instituted a number 
of restrictions on the compensation 
that companies which received money 
through the federal Troubled Asset 
Relief Program (“TARP”) could pay 

Notably, a similar non-binding “say 
on pay” requirement, along with other 
executive compensation-related legisla-
tion, was recently passed as part of the 
Dodd-Frank Act for all publicly traded 
companies.18 

Last, the ARRA empowered the 
Treasury Department to promulgate 
limits on executive compensation at 
TARP-participating companies.19 The 
Treasury Department, acting under 
this authority, has generally imposed a  
salary cap of $500,000 (exclusive of 
long-term restricted stock) for execu-
tives who work at companies receiv-
ing “exceptional assistance” under the 
TARP program.20 

The Bankruptcy Code
Key employee retention, severance  

and bonus programs (often called 
“KERPs”) were common in bankrupt-
cy cases prior to the enactment of the 
Bankruptcy Abuse Prevention and Con-
sumer Protection Act of 2005 (“BAPC-
PA”). The rationale for KERP programs 
was the debtor’s need to retain key em-
ployees during a period of great business  
insecurity when employees are most 
likely to accept employment elsewhere, 
in order to maximize the likelihood of a 
successful reorganization and the value 
of the debtor’s estate for the benefit of 
its creditors.

Court approval has always been re-
quired for a debtor’s implementation 
of a post-petition KERP program. Pre-
BAPCPA, KERPs usually were con-
sidered under the business judgment 
standard of Bankruptcy Code section 
363(b).21 

The effort to amend the law affecting 
KERPs, as part of BAPCPA, arose late 
in the legislative process under the sec-
tion “Preventing Corporate Bankruptcy 
Abuse.” A representative of the United 
Steel Workers of America, AFL-CIO, 
testified on the amendment and argued 
that when workers employed by a bank-
rupt company learn of them, “it puts 
our bankruptcy system in a bad light 
and often makes the difficult choices 
required in bankruptcy even harder to 
achieve.”22 

BAPCPA’s amendment to Bank-
ruptcy Code section 503(c) expressly 

to their executives while the company 
still had outstanding TARP obligations. 
Those restrictions included limitations 
on golden parachute payments and re-
ductions to the amount of executive 
compensation which was deductible for 
purposes of federal taxation.15  

In 2009 the ARRA amended the 
EESA by expanding executive com-
pensation limits for TARP-participating 
companies. The ARRA limited cer-
tain incentive-based executive, golden 
parachute payments, and luxury ex-
penditures.16 Further, it required es-
tablishment of both independent board 
compensation committees and systems 
giving shareholders the opportunity to 
cast non-binding “say on pay” votes to 
approve compensation of executives.17 

The outer limit  

of the duty  

of care in  

compensation  

cases traditionally  

has been the  

doctrine of waste.

Fundamental policy 
differences between 
Delaware corporate 
law and federal law 
have shaped their 
respective approaches 
to executive  
compensation.1
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excludes many proposed KERP and sev-
erance plan payments to “insiders” — a 
term that typically captures most officers 
and directors — from section 503(b) 
administrative claim status. The effect 
of denying administrative claim status to 
any such payments under section 503(b) 
of the Bankruptcy Code can be severe.

At least one court has held in a pre-
BAPCPA decision that the “holder of a 
post-petition ‘claim’ that is not entitled 
to administrative expense priority” is not 
a creditor, cannot file a proof of claim, 
cannot “by definition” have an allowed 
claim (even a general unsecured claim), 
and cannot demand a plan distribu-
tion.23 

The KERP amendments to the Bank-
ruptcy Code have resulted in debtors 
proposing management and other em-
ployee incentive plans (“MIPs”), instead 
of the key employee retention or sev-
erance plans that were more common 
prior to the 2005 BAPCPA amend-
ments. MIPs require the debtor to reach 
certain, usually economic, benchmarks 
prior to the payment of bonuses to the 
management.

The Bankruptcy Court in most cases 
must approve a MIP under Bankruptcy 
Code section 363(b)(1).24 Most battles 
for the approval of a MIP have been over 
whether the proposed benchmarks that 
trigger the incentive payments are set 
high enough that the management and 
other employees must reach to achieve 
them, and the Bankruptcy Courts have 
been sensitive to the fact that a MIP 
with too low a benchmark is nothing 
more than a disguised KERP or sever-
ance plan.25 

As a result, the BAPCPA KERP 
amendments arguably resulted in con-
siderably greater pay for performance 
in bankruptcy cases than had existed 
prior to their enactment. Generalizing 
these requirements to compensation of 
executives of non-bankrupt companies 
is problematic, however, if only because 
most MIPs are focused only on the short-
term demands on the company (e.g., the 
immediate goal of a going concern sale 
of the enterprise), and especially because 
of the unique requirement of prior court 
approval in a bankruptcy case.

Yet prior statutory fixes have proven 
ineffectual.

Some have argued that new limits on 
executive compensation would do little 
to avoid financial instability going for-
ward because “[t]o the extent that com-
pensation contributed to increasingly 
riskier investment activities, executive 
compensation was only a small contrib-
uting factor. Everyone from rank-and-
file local loan officers at commercial 
banks to financial industry CEOs and 
GSE [e.g., Fannie Mae] executives had 
a stake in originating and securitizing 
prime and subprime mortgages ... .”31  

In that same vein, it has been argued 
that the deregulation of the financial in-
dustry generally, including home mort-
gage lending, and the emergence of 
new markets that are opaque and poorly 
regulated — such as the $60-trillion 
credit default swaps market — may have 
been more significant causal factors, and 
transparency and re-regulation the more 
effective remedy.32 

Some have rejected all mandatory 
executive compensation regulation and 
instead called upon executives to vol-
untarily reduce their compensation and 
“remedy the executive compensation 
[problem, if any] on its own — to ‘heal 
thyself.’”33 

Conclusion
Former Chancellor Allen has posed 

the question of what function we want 
executive pay to serve and how we de-
cide whether or not there is problem 
with it.34 If, in response to that ques-
tion, we decide that we want executives’ 
pay to serve the function of maximizing  
the long-term success of the enterprise 
that they serve, then it is difficult in the 
midst of the present economic down-
turn to deny that there is a problem that 
needs fixing.

The most significant break-downs are 
both substantive and procedural. Sub-
stantively, pay is too often tied to perfor-
mance incentives that exist in name only. 
More dangerously, it is tied to short-term 
gains, encouraging excessive risk-taking 
over the longer term, such as AIG’s en-
tering into tens of billions of dollars of 
credit default swaps that were “profit-
able” (and triggered the payment of sig-

nificant employee bonuses) only until the 
underlying instruments that AIG had in-
sured with the swaps defaulted and AIG 
faced its own demise absent the govern-
ment’s (and taxpayers’) bailout.

Procedurally, there is a strong  
argument that the group dynamics of 
the modern boardroom and the ab-
sence of effective shareholder influence 
(albeit of an institutional nature itself) 
impede beneficial executive compensa-
tion arrangements, and that existing and 
most proposed law do not address these  
concerns.

If action is to be taken, the high-
wire act for the state and federal courts, 
legislatures and other regulators will be 
to find the balance between supplant-
ing the board’s business judgment with 
their own and channeling that judgment 
in a positive direction.u

The views expressed herein are not  
necessarily shared by the firms with which 
the authors are associated. 
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Conflicting Approaches
Delaware law, and most modern cor-

porate law, has shown justifiable defer-
ence to market forces and to the decisions 
of directors who act for the enterprise in 
the marketplace. The rule arguably is no 
different in the area of executive com-
pensation: if corporations need to pay 
well in order to recruit the best talent, 
they should be allowed to do so.

In certain circumstances, a high de-
gree of skill could provide a huge ben-
efit, whether in a competitive sport or 
in a business context. Additionally, one 
could argue that there is a market for 
executive services, and that it is appro-

tees composed of directors who are not 
truly independent.27 

By setting high executive compensa-
tion, independent directors risk a corre-
sponding reduction in the value of their 
stock holdings and damage to reputa-
tion for integrity, but Bebchuk and Fried 
reason that an independent director’s 
holdings are usually “insignificant” and 
that a “reputation for challenging CEO 
compensation is likely to be viewed 
as a minus, not a plus, by other firms’ 
[board] nominating committees.”28 

Moreover, compensation consultants 
typically rely on comparables in advising 
their corporate clients on compensation 
matters. In turn, companies have had a 
marked tendency to compensate chief 
executives at levels somewhat above 
the mean or median of the range of pay 
packages for similar executives, thereby 
naturally ratcheting up pay overall.

Further, as Vice Chancellor Strine 
notes, the power of individual share-
holders to limit executive compensation 
is restrained by the fact that “the equity 
of public corporations is often owned, 
not by the end-user investors, but by 
another form of agency, a mutual fund, 
or other institutional investor. It is these 
intermediaries who vote corporate stock 
and apply pressure to public company 
operating boards.”29  

Strine points out that “these so-called 
stockholders may disproportionately 
strengthen the hand of activist insti- 
tutions that have short-term or non- 
financial objectives that are at odds with 
the interests of individual index fund  
investors.”30 

The ever-present and justifiable  
reticence of the courts to counter-
mand a board’s business judgment, 
the dynamics of board decision- 
making in the area of executive  
compensation, and the absence in  
widely-held corporations of signifi- 
cant shareholder blocks willing or  
able to affect outcomes by replacing  
directors who might better protect 
shareholders’ interests, all suggest that 
the solution to the problem of execu-
tive compensation (if there is one) may 
lie elsewhere than in the rules that 
generally govern review of decisions 
made by directors in the boardroom.  

priate to adopt the prevailing wage for a 
particular “skill set.”26 

The Delaware courts’ deference to 
the business judgment of the board is an 
acknowledgment of the ultimate value 
of market forces. The value of such mar-
ket forces, however, has been sharply 
criticized by federal regulators. Indeed, 
a distrust of market forces appears to be 
the basis for the recent federal regula-
tions discussed above. Therefore, the 
fundamental bases for Delaware law and 
federal law appear to be at odds. 

Professors Lucian Bebchuk and Jesse 
Fried have forcibly argued that boards 
of directors do not in fact negotiate ex-
ecutive pay at arm’s-length; but, rather, 
companies delegate the task of working 
out the details of executive compensa-
tion packages to compensation commit-

The KERP amendments 

arguably resulted in 

considerably greater 

pay for performance  

in bankruptcy cases 

than had existed prior 

to their enactment.
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market price is ‘a more reliable measure of the 
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Ch. 2006).



What's THE POINTE?
•The Pointe is high end, low maintenance condominium living.

•The Pointe offers the Pettinaro Promise with an exclusive buy-back  
guarantee on all new homes purchased in 2010.*

•The Pointe provides a one-of-a-kind setting on the Brandywine River.

•The Pointe is conveniently located in a mile-long park just outside the 
city limits of Wilmington, with access to everything!

*Please ask a Pettinaro Sales Manager for the details. Plans, specifications and offers are subject to change without notice.

One-of-a-kind, peace of mind...
brand new luxury homes 
from the $600’s to $2 million. 

Decorated models open daily. 
Call today to schedule your 
personal tour.

1702 North Park Drive
Wilmington, DE
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www.ThePointeCondos.com

 


