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When a company becomes financially distressed, management often faces difficult
questions and tough choices. One question is whether to bring in new personnel to help navigate
the situation.

The answer, with rising frequency, is a “yes.”

In recent years, distressed

companies have become increasingly likely to appoint particular individuals or groups of
individuals, previously unaffiliated with the company, to act as chief restructuring officers and/or
independent directors. Chief restructuring officers are frequently hired in distressed situations to
provide current management with additional expertise. Indeed, the company’s secured creditor
may require it in a default scenario as a condition to a restructuring or forbearance. Additionally,
struggling corporations may turn to special committees of “independent” or “outside” directors
to help make difficult decisions, particularly when the existing directors are conflicted.
While good corporate governance dictates using “independent directors” in a variety of
circumstances, in an insolvency context, corporations frequently use “independent directors”
when heading into a bankruptcy as a means to avoid the appointment of an examiner or a trustee
or where the company expects future transactions will be under intense creditor scrutiny. This
article first surveys the relevant principles of Delaware corporate law relating to fiduciary duties,
as well as the impact of special committees on the corresponding burdens of proof when
fiduciary breaches are alleged. It then discusses recent situations where companies, prior to or at
the time of bankruptcy, have appointed independent directors, the incentives for doing so and the
implications of those decisions.
I.

F IDUCIARY DUTIES OF DIRECTORS
A foundational principal of Delaware corporate law is the separation of control and

ownership, under which corporations are managed not by their shareholders, but instead by a
board of directors elected by the shareholders. 1 The board of directors typically defines the
corporation’s business policies and objectives, manages its affairs, appoints and oversees
corporate officers and makes decisions regarding significant corporate undertakings and
transactions. 2 While directors are responsible for managing the corporation, the company’s
officers and other management make the day to day decisions on behalf of the corporation, such
as hiring employees and executing contracts within the ordinary course of business. 3 Case law
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establishes that both directors and officers have a fiduciary responsibility to carry out their duties
for the benefit of the corporation and its shareholders. 4
The directors of a corporation are required under Delaware law to manage the business
for the benefit of its shareholders. 5 In carrying out their responsibilities, situations arise where,
in hindsight, the directors are viewed as acting in their own self-interest or as lacking
independence. To “check” this potential for abuse, courts in Delaware and elsewhere have
established two basic fiduciary duties to which all directors are beholden: (1) the Duty of Care
and (2) the Duty of Loyalty. 6 These duties run from the directors and the officers to the
company and its shareholders. 7 Should they fail to meet that standard, case law provides for the
possibility of either a direct claim asserted by the shareholders against the directors, or a
derivative claim asserted by the shareholders or other constituents against the directors, on behalf
of the corporation. 8 While the resolution of fiduciary claims is usually highly contextual and
fact-sensitive, courts in Delaware often point to the utilization of independent directors as a
factor cutting against fiduciary liability with respect to particular corporate actions.
a.

The Business Judgment Rule, Entire Fairness & Enhanced Scrutiny

The business judgment rule is a fundamental tenet of Delaware corporate law under
which the decisions of a corporation’s directors are afforded strong deference.

Judicially

established, the business judgment rule presumes that such decisions “have been made on an
informed basis, in good faith and in the honest belief that the action taken was in the best
interests of the corporation.” 9 A court will not substitute its judgment for that of the board if the
decisions in question were rooted in a rational business purpose. 10 The rule is designed to
protect the broad statutory discretion granted corporate directors, and courts accordingly will not
second-guess board decisions absent proof the directors failed to exercise a minimum level of
care in reaching the decision. 11 The business judgment rule thus protects directors from personal
liability for the simple exercise of poor judgment, which in turn maintains the desirability of
corporate management positions and allows companies to better attract talented people to
manage their affairs. 12 In short, if the board acts in an informed and rational manner calculated
to benefit the company’s shareholders, the business judgment rule should apply.
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The presumption established by the business judgment rule sets a high bar for plaintiffs to
overcome. For this reason, early stages of litigation often center on the rule’s applicability,
namely whether the directors should be entitled to its protections or whether a less deferential
standard should apply.

Delaware courts have established a framework for making this

determination, under which the burden of proof falls on the plaintiff to rebut at least one element
of the business judgment rule. 13

To render the presumption in favor of management

inapplicable, the plaintiff must show: (1) the directors did not in fact make a decision; (2) the
challenged decision was uninformed; (3) the directors were neither disinterested nor
independent; or (4) the directors were grossly negligent. 14 Upon the rebuttal of any element, the
standard of review shifts to the far less deferential “entire fairness” standard, under which the
burden of proof generally shifts to the defendants to demonstrate the entire fairness of the
transaction. 15
Entire fairness review is triggered by a rebuttal of the business judgment rule, especially
where a corporation enters into a “conflict” or “insider” transaction – meaning a transaction in
which any director is affiliated with the counter-party to the transaction or in which a director or
controlling shareholder stands on both sides of the deal. 16 In that context, the defendants will
typically bear the burden of proof to demonstrate the transaction’s entire fairness.
Courts in Delaware have established two ways, however, in which defendant directors
can shift the burden of proof back to the plaintiff to prove a lack of fairness – by obtaining the
formal approval of a properly functioning committee of independent directors or an informed
majority of minority shareholders. 17 In either case, the inquiry is a far more searching one than
the business judgment rule provides for, and courts will scrutinize the underlying facts to
determine if the action taken was “fair” or not. When the entire fairness standard applies, the
party with the burden of proof must prove the transaction was (or in the case of the plaintiff, was
not) “entirely fair” to the corporation, as demonstrated by proof of “both fair dealing and fair
price” or a lack thereof. 18
Under an entire fairness inquiry, fair dealing and fair price are separate factors to be
examined, although Delaware courts have suggested that evidence of fair or unfair price is the
“preponderant consideration.” 19 Regarding the fair dealing requirement, Delaware courts have
-4-

looked to whether the directors approving the transaction had adequate time to consider and
respond to the issue/transaction at hand, whether the process was characterized by good-faith
negotiations and whether there was evidence of coercion. 20 Additionally, courts inquire whether
the board possessed and considered all material information concerning the transaction in
making its decision. 21
As part of the “fair price” inquiry, courts applying the entire fairness standard in the
context of a sale, acquisition or merger will evaluate the sufficiency of the purchase price
underlying the transaction. Fair price need not be the highest price available, but it must be a
price a reasonable seller under the circumstances could reasonably accept. 22

Courts may

consider, among other things, market and asset values, earnings and comparable transactions. 23
While the specifics of the entire fairness inquiry naturally depend on the type of transaction in
question, a board’s need to demonstrate a lack of harm to the corporation through proof of fair
price and fair dealing is critical. 24
While the business judgment rule and entire fairness standard mark the least and most
onerous levels of review, respectively, that Delaware courts apply to corporate transactions, an
intermediate standard of review known as “enhanced scrutiny” exists as well. 25 Enhanced
scrutiny analysis applies in limited situations, typically involving the approval of a sale
transaction that results in a change of control or a board’s defensive action against a takeover
bid.
Established in Unocal v. Mesa Petroleum Co., 26 enhanced scrutiny is triggered when
identifiable situations arise in which potential conflicts of interest might undermine the decisions
of even independent directors. 27 Under an enhanced scrutiny analysis, the burden of proof
initially rests with the defendant directors to demonstrate that their motivations were proper and
reasonably related to their legitimate objective. 28 The directors will only be entitled to the
protections of the business judgment rule after they are found to have satisfied that “threshold”
inquiry. 29
In Unocal, the Delaware Supreme Court examined the response of a target board to a
hostile takeover in which the board conducted a self-tender at a significantly higher price than
what the hostile bidder had offered to the shareholders. The Court found that enhanced scrutiny,
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rather than the business judgment rule, was the proper standard of review because of the inherent
conflict of interests in the use of takeover defenses, namely the purchase of shares with corporate
funds. 30 Applying enhanced scrutiny, the Court held the board was obligated to show reasonable
grounds for believing the hostile bid posed a “danger to corporate policy and effectiveness,” but
that this burden could be carried through a showing of good faith and a reasonable investigation.
Moreover, the Court noted that the approval of a board consisting of a majority of independent
directors would “materially enhance” the board’s showing of reasonableness. 31
Because the Court found the board, based on its investigation, had a reasonable and
rational belief that the terms of the bidder’s tender offer were inadequate and coercive, it held the
enhanced scrutiny standard was satisfied and the board’s actions would thus be judged instead
under the business judgment rule. 32 As stated by Justice Holland of the Delaware Supreme
Court in a 2008 lecture for the Institute of Law and Economics at the University of Pennsylvania
Law School, Unocal’s significance was two-fold. First, it introduced the concept of enhanced
scrutiny, and second, it emphasized the presence of independent directors as “guardians of the
board’s decision-making process.” 33
Since Unocal, other Delaware decisions have expanded the applicability of the enhanced
scrutiny standard. The most well-known of these subsequent decisions was the 1986 case Revlon
Inc. v. MacAndrews & Forbes Holdings, Inc. 34 In Revlon, the court extended the enhanced
scrutiny application to the sale of a corporation, also in connection with an offer from a hostile
bidder. The court held that once the board authorized the negotiation of the sale and the
company’s break-up thus became “inevitable,” the duty of the board switched from preserving
the company as a corporate entity to maximizing the value of the sale for the company’s
shareholders. 35 As such, the court found a “lock-up” agreement by the board to sell certain
company assets to a third party at a price below market value, essentially “ending an active
auction,” was an impermissible violation of the duty of loyalty because it was motivated to
protect the company’s noteholders (who had threatened litigation in the face of declining value
of their notes), rather than to maximize value to the shareholders in the sale context. 36 In the
years since Revlon, enhanced scrutiny has been further extended to other situations involving
company sales in which a board’s decision appears to be influenced by considerations other than
the best interests of the business or the shareholders. 37
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b.

Duty of Care

The duty of care obligates directors to make decisions on an “informed basis.” 38 Given
the level of deference afforded directors under the business judgment rule, board members will
not be held in violation of the duty of care unless a plaintiff can demonstrate the actions taken
were done so with gross negligence. 39 Although what constitutes gross negligence is factspecific, generally courts will not find directors in breach of their duty of care unless the
members of the board “collectively have failed to inform themselves fully and in a deliberate
manner before voting” on a significant corporate transaction. 40 In the well-documented case of
Smith v. Van Gorkom, the Delaware Supreme Court held that a corporation’s directors breached
their duty of care by approving a merger agreement during the course of a two-hour meeting
without reviewing the agreement itself or evaluating the sufficiency of the purchase price. 41 The
court rejected the argument that the collective experience and sophistication of the board
members rendered the decision inherently reasonable and well-informed, and found the directors
should have exercised greater diligence before submitting the proposal to the company’s
shareholders. 42
In light of Van Gorkom and its progeny, one commentator has suggested that, to meet
their duty of care, directors should consider all relevant information, take their time in making an
evaluation and implement monitoring systems to detect regulatory and legal failures within the
business. 43 Additionally, in many instances, the board frequently retains and consults with
professionals or experts. 44 The DGCL provides directors may reasonably rely on expert advice
and guidance as long as their reliance on the information in question is in good faith. 45 That
said, this does not obviate the need for directors to do their own homework. Regardless of
whether experts are consulted, the inquiry remains the same: did the board adequately inform
itself of all relevant information before making a decision? If not, the directors will lose the
protections of the business judgment rule and the transaction will instead be evaluated under the
aforementioned entire fairness standard. 46
c.

Duty of Loyalty

While a duty of care analysis is implicated by the board’s objective failure to do its
homework, duty of loyalty issues typically arise when a director’s decision-making is
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compromised by an undisclosed conflict of interest or when a director acts in bad faith. 47 A
formal duty of loyalty dates back to Guth v. Loft, in which the Delaware Supreme Court
established that corporate directors and officers may not use their positions of confidence and
trust to further their own private interests. 48

Courts have since reasoned that because

corporations have perpetual existence 49 and the equity capital of their shareholders is thus
permanent, directors must take actions aimed to achieve the greatest long-term value of the
corporation not for their own benefit, but for the benefit of those who provided such capital. 50
The duty of loyalty requires directors to act at all times in furtherance of the best interests
of the corporation and its shareholders, regardless of any personal or disparate interests they
might hold. 51 To comport with the duty of loyalty, a corporation’s directors must have a good
faith belief that the actions being taken are those most likely to benefit the corporation. 52 One
way for directors to demonstrate this good faith – or at least the absence of bad faith – is to
simply avoid making decisions when they are likely to suffer from an actual or perceived conflict
of interest. Judicial decisions since the 1980s have suggested that tasking independent directors
with such decisions can be a persuasive, if not conclusive, means of protecting directors from
duty of loyalty liability.
In 1983, in Weinberger v. UOP, Inc., the Delaware Supreme Court held that directors
who sat on the board of both a parent company and its subsidiary when the parent eliminated the
subsidiary’s minority shareholders through a cash-out merger violated their duty of loyalty, in
large part because they prepared the feasibility study concluding that the transaction would be a
“good investment.” 53 Notably, the decision included a “now famous footnote” (footnote 7),
stating “the result here could have been entirely different if [the subsidiary] had appointed an
independent negotiating committee of its outside directors to deal with [the parent] at arm’s
length.” 54 As noted by Justice Holland, Delaware courts since Weinberger have echoed this
principle. 55
d.

Fiduciary Duties in LLCs and Partnerships

Much of the reason for the wealth of statutory and case law respecting corporate
governance issues is that corporations were the dominant business form for many years. Over
the past two decades, however, the limited liability company (“LLC”) has become vastly more
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popular. 56

LLCs provide the same limited liability protections as corporations, but offer

potentially more favorable tax treatment for their members than corporate shareholders receive. 57
Additionally, corporate shareholders typically purchase their shares subject to non-negotiable
terms and conditions, while LLC membership interests may be negotiated and individualized in
accordance with the governing operating agreement. 58
The Delaware Limited Liability Company Act (the “LLC Act”) explicitly provides that
LLC operating agreements may be drafted to eliminate all liability for breaches of fiduciary
duties, other than those constituting a “bad faith violation of the implied contractual covenant of
good faith and fair dealing.” 59 Based on freedom of contract principles, the rights and privileges
of the members of an LLC – as well as the protections to which they are entitled – are typically
established in the applicable operating agreement to which all members and any managers are
bound. 60 Cases interpreting the LLC Act have followed its plain language, holding that when
express, the language of the operating agreement will control.
In the 2009 case Bay Center Apartments Owner, LLC v. Emery Bay PKI, LLC, the
Delaware Chancery Court noted “[t]he Delaware LLC Act gives members of an LLC wide
latitude to order their relationships, including the flexibility to limit or eliminate fiduciary
duties.” 61 In that case, the court denied the defendant’s motion to dismiss a fiduciary breach
claim because the operating agreement contained two apparently contradictory provisions, one
section stating the members had the same duties and obligations to one another as provided for in
the Delaware LLC Act, and the other disclaiming all duties outside of those imposed by the
operating agreement. Applying the principle that (absent a contrary provision in the operating
agreement) LLC managers owe traditional fiduciary duties to the members, the court found
because the elimination of fiduciary duties was not “plain and unambiguous,” such duties would
be deemed applicable. 62

However, this holding has been interpreted as at odds with the

Delaware Chancery Court’s decision one year earlier, in which Chancellor Chandler stated, “[i]n
the context of limited liability companies, which are creatures not of the state but of contract,
those duties or obligations must be found in the LLC Agreement or some other contract.” 63
While the uncertainty persisted in subsequent decisions, the Delaware legislature
clarified the situation in August 2013. 64 Eleven words were added to Section 18-1104 of the
-9-

LLC Act, which now reads “[i]n any case not provided for in this chapter, the rules of law and
equity, including the rules of law and equity related to fiduciary duties and the law merchant,
shall govern.” 65 While case law citing the revised section remains sparse, since the amendment
it appears that in the absence of contrary language in the LLC Agreement, default fiduciary
duties apply to LLC managers. 66
Another recent case, although outside of Delaware, has addressed whether – in the
bankruptcy context – the management of a debtor partnership owes fiduciary duties to a debtor’s
estate even in the face of an operating agreement disclaiming such duties. In In re Houston
Regional Sports Network, L.P., 67 an involuntary chapter 11 petition was filed against Houston
Regional Sports Network, L.P. (the “Debtor”) by four of its creditors, all Comcast affiliates. The
Debtor limited partnership was comprised of three limited partners, the Houston Astros (the
“Astros”), the Houston Rockets and Houston SportsNet Holdings, LLC, and a general partner,
Houston Regional Sports Network, LLC (the “General Partner”). Four directors sat on the
General Partner’s board of directors (the “Houston Board”), each of whom - under the operating
agreement – was required to consent to any voluntary chapter 11 filing by the Debtor.
When the involuntary petition was filed, the Astros moved to dismiss the petition for bad
faith and futility. 68 The Astros argued that under Section 1112(b)(4)(A) of the Code, any plan of
reorganization required the Astros’ consent and that the Astros could vote in their own interest
because they did not owe any fiduciary duty to the partnership under the operating agreement.
Accordingly, the Astros asserted that as limited partners of the Debtor, they would veto any plan
of reorganization and subsequent business deals, even if profitable. 69
In considering the Astros’ argument, the court acknowledged that the “[Debtor] was
created in a manner to disclaim any fiduciary responsibilities by the partners.” 70 The court then
explained that in a chapter 11 proceeding with no trustee, the estate’s fiduciary duties lie with the
directors of the debtor-in-possession. 71 The court rejected the argument that the partnership was
a “bankruptcy remote structure that absolves its director’s fiduciary responsibilities.” 72 Noting
that the Houston Board owed fiduciary duties to the Debtor, the court found that the board
members would breach those duties if they adhered to a blanket policy under which they would
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veto any reorganization proposal. 73 The court refused to hold the reorganization futile based on
the exercise of a power that the Astros did not even have under the law. 74
The Houston Regional Sports Network decision suggests that the management of
partnerships and LLCs, once a bankruptcy proceeding is initiated, may not be able to rely on
provisions in operating and partnership agreements that disclaim fiduciary duties.
e.

Fiduciary Duties in Insolvency

When a business becomes insolvent, the directors’ obligations to act in accordance with
the duties of care and loyalty continue. Should they fail to do so, the same remedies apply. 75 At
the same time however, insolvency triggers a potential expansion of interested parties, as the
board of an insolvent company becomes beholden to act in the best interests of all stakeholders. 76
In establishing this concept, Delaware courts have explained when directors of an insolvent
company breach their fiduciary duties, causing a diminution in the value of the business, the
“principle constituency injured” by such conduct is the company’s creditors. 77 Therefore, if an
insolvent company’s board fails to maximize value for its creditors – even if it is acting for the
benefit of the shareholders – the directors may face potential liability.
That said, in North American Catholic Educational Programming Foundation, Inc. v.
Gheewalla (“Gheewalla”), the Delaware Supreme Court struck a victory for directors in
affirming the Chancery Court’s holding that creditors of an insolvent corporation only have
standing to bring derivative, but not direct claims, against a board or its members. 78 For a
creditor to achieve standing to assert breach of fiduciary duty claims against the directors,
creditors must thus assert the directors breached their duty owed to the corporation, rather than to
the creditors themselves. 79

The Supreme Court agreed with the Chancery Court’s assessment

that creditors have existing protections – through negotiated agreements, fraudulent conveyance
and bankruptcy law, and security instruments – which render direct claims unnecessary in light
of the potential cost to economic efficiency. 80 The court noted concern that the potential for
creditors to bring direct claims could undermine the corporation’s important ability to negotiate
these claims in good faith, thus handicapping struggling companies from working to find
solutions to their problems. 81 Moreover, Justice Holland pointed to the need for clarity and
certainty in the landscape, and reasoned that recognizing a “new right” for creditors to bring
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direct claims for breach of fiduciary duty would inevitably conflict directors between acting in
the best interests of the corporation as a whole and the best interests of the creditors. 82
II.

I NDEPENDENT DIRECTORS & SPECIAL C OMMITTEES
a.

Backgr ound

As discussed in Part I, Delaware case law over the past three decades has emphasized the
importance of the utilization of “independent directors” as a matter of good corporate
governance. 83 An independent director of a corporation is a non-employee, non-management
director who derives no income from his or her position outside of customary director fees.84
Independent directors are appointed by the company’s current board of directors and are
typically appointed in small groups as “special” committees, who act and make their decisions as
a body. The use of a special, independent committee is a long-standing tool to ensure the
decisions in question are – from an objective standpoint – sound choices calculated to benefit the
company. 85 Although Delaware law does not mandate the use of special committees, the DGCL
expressly allows for their formation. 86
Special committees are often formed for a particular purpose and the responsibilities of
the individual committee-members thus depend on the stated purpose. 87 Corporate governance
in Delaware has seen the formation of two broad classes of committees, transactional committees
and special litigation committees. 88

Transactional committees are often more specifically

described as negotiation committees, and may be tasked with negotiating corporate transactions
and evaluating their impact on the company. These committees are typically appointed when a
controlling shareholder is a party to the transaction in question or when existing board members
have a conflict of interest that would render them potentially unable to conduct good faith
negotiations on behalf of the company. 89
Litigation committees are formed to conduct investigations as to possible wrongdoing by
the corporation or its directors, and in turn to provide a recommendation on whether a cause of
action is available to parties who have allegedly suffered harm. 90 In this way, independent
directors who serve on litigation committees perform similar functions to those of bankruptcy
examiners. 91
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Legally, the appointment of a special committee to evaluate and approve a transaction
provides two major benefits: (1) in non-conflict situations it makes the business judgment rule
more likely to apply, particularly if used in conjunction with a shareholder vote, and (2) when the
entire fairness standard applies, it may shift the burden of proof to the plaintiff to prove the
transaction’s lack of fairness. 92

Regardless of which standard applies, the appointment of

independent directors is a strategic mechanism to ensure that if a transaction is challenged, the
burden of proof will rest with the plaintiffs to establish a breach of fiduciary duty. 93
b.

Independence Alone May Not Be Enough

In conflict situations, however, the use of a special committee alone does not
automatically shift the burden to the plaintiffs. The committee, in addition to being independent,
must be “well functioning” – meaning it must have actual bargaining power and the real ability
to decide whether to accept or reject the terms of an offer. 94 Even if the board is entirely
independent, decisions regarding conflict transactions must not be made without properly
considering available alternatives and following a thorough evaluative procedure, or the burden
of proof will remain with the defendant directors. 95
In In re Southern Peru Copper Corporation Shareholder Derivative Litigation96
(“Southern Peru”), the Delaware Chancery Court found the defendant corporation, a mining
company listed on the New York Stock Exchange, and its directors liable for breaching their
fiduciary duty of loyalty in connection with the acquisition of a Mexican mining company at an
unfairly high price. 97 Despite the fact that a special committee of independent directors had been
formed to evaluate the proposal, the committee’s failure to “negotiate” the transaction and
consider alternatives caused the burden of proof to remain with the defendants. 98 The court
additionally held that regardless of the burden-shift, the merger was fundamentally unfair as
evidenced by the fact the corporation paid significantly more for the acquisition than the
acquired company was worth. 99 In light of the Southern Peru decision that independent directors
must not only review the transaction, but must conduct a searching evaluation, it becomes even
more important for companies to hire savvy and sophisticated professionals who can properly
make these assessments.
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Since Southern Peru, the Delaware Court of Chancery has continued to require more
from independent directors than simply their “independence.” In In re Puda Coal, the court
refused to dismiss an action for breach of fiduciary duty against independent directors who
resigned after their investigation into conduct by the company’s CEO was halted. 100 Puda Coal
Inc. was a Delaware corporation created through a merger with a Chinese company which had
most of its assets in China. The plaintiff shareholders alleged that the CEO of the company stole
corporate assets through a series of unauthorized transfers, but the independent directors failed to
discover the theft for eighteen months.

Upon finally discovering the alleged theft, the

independent directors attempted to investigate the situation, but their efforts were
“stonewalled.” 101 Then, instead of making further efforts to investigate or protect the company
from the CEO, the independent directors resigned. The Court of Chancery found their decision
to resign at that time, leaving the company under sole control of someone they subjectively
believed to have committed a major corporate theft, akin to “run[ning] away,” which Chancellor
Strine characterized as a “Monty Python response.” 102 The court additionally suggested the
decision to leave at that stage might be, in itself, a breach of fiduciary duty, and denied the
motion to dismiss partly on that basis. 103
Comments from the Puda court suggest that independent directors could face possible
liability for failing to adequately monitor the business, even absent the decision to resign.104
Placing weight on the fact that the assets were situated in China, the court commented that
directors “better have [their] physical body in China an awful lot” and “better have the language
skills to navigate the environment in which the company is operating.” 105 In this case, the
independent directors in question – only one of whom spoke Chinese – failed to demonstrate
sufficient engagement in the company’s affairs to warrant a dismissal of the complaint. 106 The
lessons from In re Puda Coal are thus two-fold. First, independent directors must be fully active
and aware of developments in the business they have been hired to oversee, even if the
company’s assets are located abroad.

Second, in the face of potential wrongdoing – and

particularly when the alleged wrongdoer remains in control of the company – independent
directors may not simply “run away” and expect to wash their hands of the situation. 107 Instead,
the independent directors may need to pursue legal action, or at least monitor the situation to

-14-

ensure future wrong-doing is avoided. 108 Just how far an independent director must go to protect
the company will likely be a fact-sensitive inquiry.
c.

Standards for Independence

When a director’s (or a committee’s) independence is challenged, the party challenging
the transaction bears the burden of proof to demonstrate a lack of independence. 109 However,
the standard as to whether an individual is an “independent director” largely depends on the
situation and its context. The New York Stock Exchange (“NYSE”), for example, requires listed
companies to have a majority of independent directors and mandates the establishment of
entirely independent compensation and nominating committees. 110

As to what constitutes

independence under its requirements, the NYSE requires a listed company’s board of directors to
determine that the “director has no material relationship with the listed company,” either as a
partner, shareholder or officer. 111

The NYSE also imposes additional independence

requirements for members of compensation committees, namely that the board “must consider
all factors specifically relevant to determining whether a director has a relationship to the listed
company which is material to that director's ability to be independent from management.” 112
Rendering clarity in the landscape even more elusive, NASDAQ listing rules – while
imposing the same NYSE requirement that a majority of the board members of a listed company
be independent – employs its own criteria for independence. For purposes of compliance with
NASDAQ listing rules, an independent director is a person “other than an Executive Officer or
employee of the Company or any other individual having a relationship which, in the opinion of
the Company's board of directors, would interfere with the exercise of independent judgment in
carrying out the responsibilities of a director.” 113
Furthermore, a separate standard arises under Sarbanes-Oxley for independence of public
company audit committee members. Sarbanes-Oxley directs the SEC to require each member of
an audit committee to be independent. The SEC accordingly has established standards for
independence under the Securities Exchange Act of 1934 (the “Exchange Act”). 114 While the
Exchange Act does not specifically define the term “independent director,” it provides that in
order to be considered independent for audit committee purposes, a director may not accept
consulting fees, advisory fees or other compensation from the company. 115
-15-

All that said, the richest interpretation and analysis of independence standards can be
found in Delaware case law. The Delaware Court of Chancery has held that to be considered
independent, directors must not themselves be dominated or controlled by any party with an
interest in the transaction. 116 For example, the court found directors of a corporation lacking
independence when the corporation’s controlling shareholder was an entity controlled by an
individual who controlled other businesses through which the directors received significant
employment compensation. 117 On the other hand, a simple friendship between a director and an
interested party has been held insufficient on its own to establish the director’s lack of
independence. 118 In reaching these decisions, Delaware courts have rejected the application of
bright-line rules and instead have evaluated the specifics of any alleged conflicts in light of
factual circumstances.
Finally, the “strictest test” for independence was established in 2003, also under
Delaware case law’s contextual approach. 119 In In re Oracle Corp., the Delaware Chancery
Court held that to be considered independent, a director must be free from any personal interest
or relationship rendering him or her incapable of acting with the best interests of the corporation
in mind. 120

In that case, a corporation’s shareholders brought fiduciary breach claims in

connection with the sale of the company’s stock by certain directors alleged to have traded on the
basis of material, non-public information. 121

After the action was initiated, the company

established a two-director special litigation committee to investigate the trades in question.
When the special committee found no breach under the facts and moved to terminate the
litigation, the court denied the motion because questions of material fact as to the special
committee members’ independence remained. 122 Because both special committee members were
professors at Stanford University – as was one of the defendants – and because other defendants
had made sizable contributions to Stanford, questions remained about the committee’s
impartiality and independence. 123 As then-Vice Chancellor Strine noted, a director may be
“compromised” by virtue of being “beholden to an interested person,” even in the absence of any
financial connection between them. 124
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d.

Independent Directors for Insolvent Corporations

Many of the reasons companies have traditionally leaned on the guidance of independent
directors are equally applicable in the context of an impending bankruptcy. First and foremost,
companies heading toward insolvency may need greater experience in the restructuring area.
More specifically, the appointment of independent directors immediately before
bankruptcy could be a sign the board of directors is concerned about potential conflicts of
interest with respect to strategic decisions to be made in the bankruptcy. 125 For example, the
Debtor may intend to pursue an action the board would like to see “validated” by an independent
party – whether it be a particular course of action or the submission of a general restructuring
plan.

Employing an outside director to exercise independent judgment as to corporate

transactions in bankruptcy may not only provide additional guidance to a suffering business, but
can make the decision-making process seem right in the eyes of stakeholders and ultimately, the
court.
Recent cases have used the appointment of independent directors for the purpose of
conducting investigations as to the corporation’s past conduct. 126 By launching investigations
through an outside director, the corporation avoids the inevitable conflict of interest that would
arise if the existing board were tasked with investigating its own prior conduct.

It also

demonstrates to the company’s shareholders that the business is willing to honestly assess
management’s prior actions. Strategically, a corporation that appoints independent directors may
have a better chance of pre-empting an argument for the appointment of an examiner or a trustee,
or of quashing a creditor’s committee request for standing to file suit against the board for a
breach of the duty of loyalty. 127
e.

Examples
1.

Cengage Learning, Inc.

In 2013, one of the largest textbook publishers in the United States, Connecticut-based
Cengage Learning, Inc. (“Cengage”) filed a voluntary chapter 11 petition in the Eastern District
of New York. Only six years after a private equity group led by Apax Partners LLP (“Apax”)
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acquired the company for $7.75 billion, Cengage was faced with a 22 percent decline in revenues
and insufficient liquidity to pay off its obligations. 128 Hoping a new emphasis on product
innovation and cost-cutting would make the company a viable market player again, Cengage
filed for bankruptcy to restructure its balance sheet and reduce its $5.8 billion debt level. 129 Prior
to the filing however, Apax purchased over $1 billion of Cengage debt. 130

Months later,

Cengage engaged Richard Feintuch – a former Wachtell, Lipton, Rosen & Katz partner and
director of PGT, Inc. – as an independent director to aid in analyzing potential restructuring
alternatives for the company. When advised as to the pre-petition debt purchases by Apax,
Feintuch decided to investigate whether Cengage might be able to assert breach of fiduciary duty
claims against Apax or any Cengage directors. 131
In the course of his investigation, Cengage granted Feintuch the authority to assess, in his
sole discretion, whether valid claims against Apax existed, and if so, whether to prosecute
them. 132

To aid in the investigation, Feintuch hired an outside law firm, Wilkie, Farr &

Gallagher, to serve as his independent counsel and to prepare a detailed report of findings (the
“Wilkie Report”) for his review. Clearly troubled by Feintuch’s role, the official committee of
unsecured creditors filed a motion requesting the court to terminate, or in the alternative suspend,
his investigation. 133 The creditors’ committee alleged the Feintuch investigation was too limited
in scope and that it would compromise the committee’s ability to conduct its own investigation.
The committee requested that the court suspend the investigation until the board provided more
information regarding its evaluatory process and until the committee completed a separate
investigation of its own. 134 After lengthy discussions, an agreement was reached to allow the
Feintuch investigation to continue.

Upon reviewing the Wilkie Report, however, Feintuch

concluded that Cengage likely had no viable claim against either Apax or any director and it
would thus not be in the best interests of the company to bring an action related thereto. 135
2.

Edison Mission

In similar fashion, Edison Mission (“Edison”), a prominent California-based energy
development firm and holding company, filed a voluntary chapter 11 petition in the Northern
District of Illinois in December 2012. Edison hired Kirkland and Ellis as its independent
restructuring counsel, who recommended the appointment of independent directors to “make
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decisions on topics for which [certain] directors might have a conflict.” 136 Edison then engaged
two independent directors – Frederic Brace and Hugh Sawyer – to provide advice and leadership
for the business and to serve as the sole members of its newly formed special committees – an
investigation committee and a compensation committee. 137

Both Brace and Sawyer were

“experienced restructuring professionals” chosen on the basis of their qualifications and
experience in previous chapter 11 cases. 138
In the years leading up to the bankruptcy, Edison’s parent company – Edison
International – received a number of significant distributions from Edison, drawing the ire of
Edison and its creditors. In 2012, just months before the bankruptcy, Edison International
withdrew $183 million from Edison and terminated a tax-sharing agreement between the two
entities. 139 Edison and its unsecured creditors’ committee asserted that Edison International’s
conduct was the exercise of “abusive domination and control” over the soon-to-be bankrupt
Edison, calculated to drain Edison’s value for the benefit of its parent. 140

The creditors’

committee alleged that since its founding, Edison had operated as nothing more than a
“controlled division” of Edison International. Specifically, it compared the relationship between
Edison and its parent to a minor league baseball team in a major league team’s farm system, in
which Edison was used simply as a “training ground” for employees to gain experience without
jeopardizing Edison International. 141 As members of the investigation committee, Brace and
Sawyer were charged with investigating such allegations and deciding whether claims should be
brought. 142
In their role as members of the compensation committee, Brace and Sawyer made
decisions on executive compensation and bonuses for corporate management and other key
employees. In this capacity, they formulated a plan to distribute a total of up to $7.5 million in
bonuses to Edison employees, including $6.4 million in incentives for insiders and $1.1 million
in retention payments for non-insider employees. 143

Brace testified that insider employees

would receive “no guaranteed payouts” and payouts for such insiders would be tied to “actual,
future operational and other transactional results.” 144 Over the U.S. Trustee’s objection, Judge
Jacqueline Cox of the U.S. Bankruptcy Court in Chicago, IL allowed the payments to insiders as
proper incentive payments under the Bankruptcy Code. 145 This result should be instructive for
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other distressed companies – the use of an independent special committee to make and execute
restructuring plans can increase the likelihood courts will uphold the actions taken.
3.

WorldCom, Inc.

The use of independent directors in high-profile bankruptcy cases is nothing new.

In

what at the time was the largest bankruptcy ever, Houston-based WorldCom, Inc. (“WorldCom”)
filed for chapter 11 bankruptcy in 2002 with $107 billion in assets. Prior to the bankruptcy,
WorldCom had initiated a series of acquisitions – including the 1998 purchase of MCI
Communications Corporation – establishing it as the second-largest United States long-distance
telecom company. However, as a result of changes in the telecom industry and the exposure of a
massive accounting fraud by certain executives, WorldCom found itself unable to pay its debts
as they came due. 146 On June 26, 2002, the Securities and Exchange Commission (“SEC”)
initiated a lawsuit against WorldCom and less than one month later, WorldCom filed its
bankruptcy petition in the Southern District of New York. 147 Soon after, the WorldCom board
formed a special investigative committee of independent directors to conduct an investigation of
substantial accounting irregularities. The independent directors selected by the board included
Nicholas Katzenbach, former United States Attorney General and general counsel of IBM, and
Dennis Beresford, an accounting professor at the University of Georgia who had previously
served as chairman of the Financial Accounting Standards Board. 148
On March 31, 2003, the independent investigative committee released its Report of
Investigation (the “WorldCom Report”) summarizing its findings regarding the accounting fraud.
The Report stated that to avoid redundancies, the investigation was coordinated with a separate
investigation by Richard Thornburgh, the examiner appointed by the bankruptcy court. 149 While
Thornburgh’s investigation addressed relationships between WorldCom and its outside financial
analysts, the company’s merger and acquisition activities and the role of WorldCom
management in securities offerings, the independent committee focused on the existence of false
or unsupported accounting entries allegedly made to help WorldCom achieve certain financial
results. 150
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The Report presented detailed findings that high-ranking people at WorldCom
deliberately engaged in certain practices to artificially inflate revenues. 151 The Report also
criticized the board as “so passive and reliant on [management] that it had little opportunity to
learn of the fraud.” 152 Furthermore, the Report suggested the board’s authorization of a bonus
plan rewarding short-term revenue growth may have incentivized the wrongful conduct in
question. 153
All in all, the WorldCom Report painted a picture of a distressed company whose toplevel management elected to fraudulently conceal its losses and whose outside auditors were
woefully deficient in detecting substantial accounting irregularities. Those in position to put an
end to the fraud either failed to detect it or failed to blow the whistle, which in conjunction with a
poor system of internal controls led to what remains one of the largest bankruptcies of all time.
WorldCom is thus an example of why companies should involve independent professionals in
decision-making processes, particularly when the business is struggling. 154
4.

Station Casinos, Inc.

In In re Station Casinos Inc., Station Casinos, Inc. (“SCI”), a hotel/casino operator, filed
for chapter 11 protection in 2009 in the face of significant debt and a rapid decline in revenues.
Just two years earlier, SCI had completed a going-private transaction which left 24.1% of the
company in the hands of SCI’s parent company and 75.9% with an investment group owned by
affiliates of the debtors’ and outside investors. 155 In connection with taking the company private,
SCI’s Board had formed a special committee of independent directors to evaluate any offers or
proposals for business combinations or sales. The special committee – after two and a half
months of negotiation – agreed to a transaction price of $90 per share plus dividends, eight
dollars per share higher than the initial offer received. 156 On the basis of the committee’s
recommendation, the board approved the private sale.

According to the SCI disclosure

statement, the transaction left the company “highly, but not unreasonably, leveraged,” which, in
conjunction with a global economic recession, SCI was unable to withstand. 157 Faced with the
need to restructure its business, SCI filed a voluntary chapter 11 petition in the District of
Nevada.
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As part of its restructuring, SCI once again formed a special committee – this time a
litigation committee to investigate potential fraudulent conveyance and related claims in
connection with the debt incurred in taking the company private. The litigation committee
consisted of three members, an independent member of the SCI board and two independent
members (with restructuring expertise) with no prior connections to SCI. 158 The committee
hired its own independent attorneys and financial advisor to assist with its investigation.
Ultimately, the committee found no evidence of fraud or improper conduct by any parties in
connection with the company’s going-private transaction, and thus recommended that no action
be taken in connection therewith. 159
After nearly nine months in chapter 11, SCI adopted a new strategy to initiate a § 363
sale to a purchasing entity owned in part by SCI’s controlling shareholders. 160 In doing so, SCI
grouped its assets into two separate groups of casinos, its Las Vegas properties (the “Propco”
properties) and its other properties (the “Opco” properties). To the ire of its creditors, SCI only
included the Opco properties in the § 363 sale, while the Propco properties and certain
intellectual property were transferred to the same purchasing entity outside of the auction
process. SCI created a special committee of independent directors to oversee the $772 million
sale and to evaluate the offer as well as any rival buyout proposals. 161 The sale eventually was
consummated and the debtor’s controlling shareholders continued to operate all of the casinos. 162
In response, Boyd Gaming (“Boyd”), a major competitor of the Debtors’ in the Las Vegas
casino market who was not selected as the stalking-horse bidder, withdrew from the § 363
auction and objected to the bidding process. 163 According to Boyd, the auction process was
rigged in favor of SCI’s owners and the separation of the Propco properties from the Opco
properties would create a windfall for Propco while leaving Opco as a “shell” that would need to
be rebuilt. 164 Other creditor groups and independent lenders also protested, alleging that the sale
process did not provide sufficient opportunity for outside purchasers to make bids because the
Opco assets were not sufficiently marketed and the timeframe for interested purchasers to
conduct due diligence (30 days) was insufficient. 165
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Upon review of the sale procedure, the court held that because the proposed sale was to a
company owned in part by insiders, the transaction should be evaluated under the entire fairness
standard. 166 In examining the transaction under the heightened standard, the court found the
stalking-horse bid to be a fair and reasonable reflection of the company’s value, selected only
after “vigorous competition” between the winning bid and other bidders. 167

The court

additionally pointed to the presence of independent directors in overseeing the auction as a factor
supporting its conclusion that the Debtors had satisfied their burden of proving the fairness of the
transaction. 168
The Station Casinos bankruptcy exemplifies the various roles independent directors may
be tasked with in connection with a single bankruptcy. Additionally, it evidences how courts
may look to the presence of independent directors not only as a factor supporting the business
judgment rule’s application, but alternatively as a factor supporting a factual finding on behalf of
the debtor even under a heightened scrutiny analysis.
III.

BANKRUPTCY E XAMINERS
a.

Backgr ound and Pur pose

The issue of independent oversight in the bankruptcy context extends beyond the
appointment of independent directors. A controversial issue in large chapter 11 bankruptcies is
whether the court is obliged to appoint an independent examiner to oversee an investigation. An
examiner is a private individual appointed by the United States Trustee (“UST”) in a chapter 11
case to investigate and report on potentially wrongful prepetition conduct. 169 In 1978, Congress
created examiners to provide “special protection for the large cases having great public interest”,
and like certain independent directors, examiners have played a key investigative role in a
number of significant bankruptcies. 170

Unlike trustees, examiners – typically bankruptcy

attorneys or other professionals with experience in restructuring or forensic accounting– do not
take over for the Debtor, but rather perform their investigative duties while the Debtor remains in
control of its own business. 171
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An examiner brings objectivity and impartiality to the administration of the bankruptcy
estate. The theory is that oversight by a “disinterested” party brings a fresh set of eyes less likely
to suffer from conflicts of interest or ongoing errors in judgment. 172 But examiner investigations
are notoriously expensive, which has led to debate as to whether their appointment is worth the
time and cost it necessarily entails. 173

This debate is fueled by the fact that examiner

investigations may be duplicative of prior or ongoing investigations by creditor’s committees or
special committees of independent directors.
Additional points of contention arise because the United States Bankruptcy Code (the
“Code”) is unclear on whether courts have discretion to refuse his or her appointment. 174 Section
1104(c)(2) of the Code provides in part “on request of a party in interest . . . the court shall order
the appointment of an examiner to conduct such an investigation of the debtor as is appropriate .
. . if such appointment is in the . . . interests of the estate; or the debtor’s fixed, liquidated,
unsecured debts, other than debts for goods, services, or taxes, or owing to an insider, exceed $5
million.” 175 While “shall” suggests a court order appointing an examiner would be mandatory,
the “as is appropriate” language has been read as a qualifier undermining that conclusion. In
1990, the Sixth Circuit – the first circuit court to address the issue – held that the word “shall”
must be read without qualification and thus required the court to appoint an examiner. 176 The
court noted the discretion of the bankruptcy court applies in its ability to direct the examiner’s
investigation once-appointed, rather than in the decision to appoint the examiner in the first
place. 177
Other courts, however, have rallied against the “mandatory” appointment interpretation,
pointing to the massive costs associated therewith and reasoning examiner requests may be
nothing more than a “litigation or negotiating ploy.” 178 In the 2012 case In re Residential
Capital, LLC, the United States Bankruptcy Court for the Southern District of New York
explicitly disagreed with the Sixth Circuit, holding that even if the provisions of 1104(c)(2) are
satisfied, the appointment of an examiner is not mandatory. 179 In reaching his conclusion, Judge
Glenn examined the legislative history of 1104(c), citing language providing that to render
appointment mandatory, the protection of an examiner “must be needed.” 180

On the facts

however, the court found sufficient evidence that an examiner would be necessary and beneficial
to the administration of the case, thus mandating appointment. 181
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b.

AgFeed Industries, Inc.

In the recent Delaware bankruptcy case of hog producer AgFeed Industries, Inc., the
company had suffered substantial losses in China between 2008 and 2011 stemming from
alleged fraud by its Chinese management. 182 The UST filed a motion asserting the need for an
examiner to ensure the proper administration of the chapter 11 process. In its motion, the UST
argued that despite the debtor’s formation of a special committee, reliable financial reports for
the years in question were never produced, and an examiner would assist in this process and
properly identify any potential colorable claims against bad actors within the company. 183
In response, the Debtors – joined by both the official committees of equity holders and
unsecured creditors – asserted that the examiner would waste millions of dollars investigating
what was already investigated in 2011 by its special committee, particularly in light of the UST’s
failure to allege any deficiency or lack of completeness in the prior investigation. 184

The

Debtors’ objection additionally alleged that the appointment of an examiner would risk derailing
a $50 million sale of the company’s Chinese assets. In support of this assertion, the Debtors
referenced a provision in the stock purchase agreement allowing the potential buyer to terminate
the deal if a bankruptcy examiner was appointed. 185
Upon review, Judge Brendan L. Shannon, noted he had numerous questions regarding the
examiner’s effect on the process, and admitted he was wrestling with “the utility of the
exercise.” 186 At a hearing on September 30, 2013, Judge Shannon sided with the Debtors,
placing significant weight on the objections from the committees of creditors and equity holders.
While he did not rule out the possibility an examiner could be appointed later in the case, Judge
Shannon deferred to the parties’ arguments that an examiner appointment could undermine the
sale process, and stated he would “leave to another day” the question of whether the appointment
of an examiner would be proper. 187
c.

New Century Financial Corporation

A bankruptcy examiner’s assessment does not in itself establish substantive liability, but
may illuminate questionable or wrongful conduct that creditors can point to in court. 188 In the
highly-publicized bankruptcy of California-based New Century Financial Corporation (“New
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Century”), a bankruptcy examiner was appointed by the Delaware bankruptcy court to
investigate potential fraud within the company and accounting failures by the company’s auditor,
KPMG. New Century was engaged in a booming business as a subprime mortgage lender, but
when the recession in 2007 caused many of its borrowers to default, the company was forced to
file for chapter 11. 189 Shortly thereafter, the UST moved to appoint a chapter 11 trustee, or in
the alternative, an examiner. Choosing to leave New Century to manage its own affairs, the
court did not appoint a chapter 11 trustee, but appointed Michael Missal as examiner to
investigate a number of misstated financial statements.
Missal eventually produced a report largely focusing on the failures of KPMG to discover
the financial mismanagement, but additionally noting New Century’s failure to cooperate with
the investigation.

For example, Missal’s report stated the Debtor “unreasonably withheld”

thousands of relevant documents. 190 As to New Century, the report concluded the bankruptcy
estates had viable causes of action against New Century executives to recover bonuses and other
compensation awarded based on financial criteria which later turned out to be false. Although
Missal did not find intentional manipulation by New Century with respect to its earnings, the
report noted the company “had a brazen obsession with increasing loan originations, without due
regard to the risks associated with that business strategy.” 191
Regarding New Century’s auditors, Missal found KMPG had “contributed to certain of
these accounting and financial reporting deficiencies” by allowing them to continue. 192 The
result of these failures was, among other things, a reported profit of $63.5 million in the third
quarter of 2006, when the company had actually suffered a loss. The report concluded that on
that basis, as well as other misstatements, the estate might be able to pursue claims against
KPMG for professional negligence and negligent misrepresentation. 193 At the end of the day, a
class action and SEC enforcement suit were brought against New Century and KPMG, both of
which settled for substantial sums. 194
IV.

C ONCLUSION
Independence is a key concept in corporate governance as applied to healthy and

struggling companies alike. In the best of times, qualified independent personnel should be
consulted with respect to major transactions to ensure the contemplated actions are taken in an
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effort to benefit the corporation’s shareholders, as well as to demonstrate the board’s objectivity
and good faith. From a litigation standpoint, when corporations assign decision-making to
independent, unbiased professionals, they are more likely to receive the protections of the
business judgment rule. When the business judgment rule is unavailable, as where there is a
conflict of interest, the presence of properly functioning independent directors can shift the
burden of proof to the plaintiff to demonstrate lack of fairness, thus making it less likely the
court will set the transaction aside.
When a business begins to erode, depending on the circumstances, the use of independent
directors can become even more important. Independent directors brought in during insolvency
or on the brink of bankruptcy can indicate a commitment by the company’s board to investigate
any prior wrongdoing and to continue managing the company for the benefit of the stakeholders.
Upon an actual bankruptcy filing, independent directors remain instrumental both to explore and
negotiate possible restructuring options and to investigate questionable conduct for which the
estate may pursue a claim.
In some instances, the role of the independent director may be supplemented by the
bankruptcy examiner. The appointment of the examiner, while more controversial than the use
of independent directors, is further evidence of the degree of independence courts expect
businesses to exercise when they restructure. Regardless of title, or mechanics, the conclusion
remains the same – the proper use of independent professionals can provide a company with
fresh perspectives and added expertise to help make complicated decisions. Additionally, when
a business utilizes independent directors, it signals to stakeholders that their interests are being
protected and increases the likelihood that courts, to the extent possible, will allow the company
to continue to manage its own affairs.
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