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Abstract 

In this Article, we use hand-collected data to shed light on a troubling innovation in bankruptcy 
practice. We show that distressed companies, especially those controlled by private-equity 
sponsors, often now prepare for a Chapter 11 filing by appointing bankruptcy experts to their 
boards of directors and giving them the board’s power to make key bankruptcy decisions. These 
directors often seek to wrest control of self-dealing claims against shareholders from creditors. 
We refer to these directors as “bankruptcy directors” and conduct the first empirical study of 
their rise as key players in the world of corporate bankruptcy. While these directors claim to be 
neutral experts that act to maximize value for the benefit of creditors, we argue that they suffer 
from a structural bias because they are part of a small community of repeat private-equity 
sponsors and law firms. Securing future directorships may require pleasing this clientele at the 
expense of creditors. Consistent with this prediction, we find that unsecured creditors recover on 
average 21% less when the company appoints a bankruptcy director. While other explanations 
are possible, this finding at least shifts the burden of proof to those claiming that bankruptcy 
directors improve the governance of distressed companies. Our policy recommendation, 
however, does not require a resolution of this controversy. We propose that the court regard 
bankruptcy directors as independent only if all creditors support their appointment, making them 
accountable to all sides of bankruptcy disputes. 
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In August 2017, the board of directors of shoe retailer Nine West confronted a problem. The firm 
would soon file for Chapter 11 protection and its hopes to emerge quickly from the proceeding 
were in danger due to the high probability of creditor litigation alleging that the firm’s 
controlling shareholder, the private-equity fund Sycamore Partners Management, had looted 
more than $1 billion from the firm’s creditors.  The board could not investigate or settle this 
litigation because it had a conflict of interest. 

To keep creditors from controlling this litigation, the board appointed as new directors two 
bankruptcy experts who claimed that, because they had no prior ties to Sycamore or Nine West, 
they were independent and could handle those claims. The firm’s creditors objected. They 
argued that the new directors still favored Sycamore because it stood behind their appointment, 
and so they would “hamstring any serious inquiry into [its] misconduct.”  Nevertheless, the 
gambit was successful. The bankruptcy court allowed the new directors to take control of the 
litigation. The new directors blocked creditor attempts to file lawsuits on their own and 
ultimately settled the claims for about $100 million. 

The Nine West story illustrates the emergence important new players in corporate bankruptcies: 
bankruptcy experts who often join boards of directors on the eve of a bankruptcy filing, whom 
we call “bankruptcy directors,” as important new players in corporate bankruptcies. Increasingly, 
large firms prepare to file for Chapter 11 by adding to the board one or two former bankruptcy 
lawyers, investment bankers, or distressed debt traders. The new directors receive the board’s 
power to make important Chapter 11 decisions and claim in court to be neutral experts that make 
decisions to benefit the firm and its creditors. The rising prominence of bankruptcy directors has 
made them controversial. Their proponents tout their expertise and ability to expedite the 



reorganization and thus protect the company’s viability and its employees’ jobs.  Their 
opponents retort that they suffer from severe conflicts of interest that harm unsecured creditors.  

This Article is the first empirical study of bankruptcy directors. While a voluminous literature 
has considered the governance of Chapter 11 firms, this Article breaks new ground in shining a 
light on an important change in the way these firms resolve conflicts with creditors.  It does so 
by analyzing a hand-collected sample of the boards of all large firms that filed for Chapter 11 
between 2004 and 2019 and that disclosed the identity of their directors to the bankruptcy court. 

 
We find that the percentage of firms in Chapter 11 proceedings claiming to have an 
“independent” director increased from 3.7% in 2004 to 48.3% in 2019.  Over 60% of the firms 
that appointed bankruptcy directors had a controlling shareholder and about half were under the 
control of private-equity funds.   

After controlling for firm characteristics, the presence of bankruptcy directors is associated with 
21% lower recoveries for unsecured creditors. While we cannot rule out the possibility that the 
firms appointing bankruptcy directors are more insolvent and that this explains their negative 
association with creditor recoveries, our finding is concerning because it raises the possibility 
that bankruptcy directors make decisions that are not value maximizing.  

Next, we examine a potential mechanism through which bankruptcy directors may reduce 
recoveries for unsecured creditors. We find that the appointment of bankruptcy directors 
transforms the process of prosecuting self-dealing claims against insiders, as in Nine West. 
Bankruptcy directors usually join the board in the months leading to the bankruptcy filing and 
receive the power to make core bankruptcy decisions, such as negotiating the bankruptcy 
financing. In about half of the cases, they investigate claims against insiders.  

After the firm files for bankruptcy, the creditors begin their own investigation, but they are 
racing against the clock as the bankruptcy directors typically negotiate a quick settlement and 
argue that the court should approve it to save employee jobs.16 

Finally, we consider potential sources of pro-shareholder bias among bankruptcy directors. In 
general, shareholders and the board appoint bankruptcy directors without consultation with 
creditors. They may therefore prefer to facilitate a graceful exit for the shareholders who control 
the board and who would otherwise be liable to creditors for misconduct. Moreover, bankruptcy 
directorships are short-term positions and the world of corporate bankruptcy is small, with 
private-equity sponsors and a handful of law firms generating most of the demand for this 
service. Bankruptcy directors depend on this clientele for future engagements.  

In our data, we observe several individuals appointed to these directorships repeatedly, pointing 
to a growing professionalization of their role. For example, the two bankruptcy directors in the 
Nine West case had collectively served in this role on seven other boards, all with the same law 
firm.  Another example is that of the director at the top of our super-repeaters list. He has served 
on the boards of at least 96 companies, 31 of which were positions on the board of Chapter 11 
debtors on the petition date or within a year thereafter.  



We find that the super-repeaters on our list had an average (median) of 17 directorships and that 
about 44% of these directorships were in companies that went into  bankruptcy when the super-
repeaters served at the board or up to a year before their appointment. Our data also show that 
super-repeaters have strong ties to two leading bankruptcy law firms. 

Putting these pieces together, our data reveal an ecosystem of a small number of individuals who 
specialize in sitting on the boards of companies that are going into or emerging from bankruptcy, 
often with private-equity controllers and the same law firms. 

Overall, these findings support the claim that bankruptcy directors are a new weapon in the 
private-equity playbook. They allow sponsors to extract value from portfolio firms in self-
dealing transactions and, if a firm fails, appoint bankruptcy directors to handle creditor claims, 
file for bankruptcy, and force creditors to accept a cheap settlement. If this claim is correct, the 
ease of handling self-dealing claims in the bankruptcy court ex post can fuel more aggressive 
self-dealing ex ante. 

Our findings have important policy implications. Bankruptcy law strives to protect both 
businesses and creditors. Those two goals clash when creditors bring suits that delay the 
emergence from bankruptcy. While bankruptcy directors aim for speedy resolution of these suits, 
their independence is questionable because the prospective defendants in these suits appointed 
them. Moreover, they often seek to bypass the procedure Congress created with the bankruptcy 
code by claiming to replace the unsecured creditors committee before the bankruptcy court.  

We argue that the contribution of bankruptcy directors to streamlining the bankruptcy process 
should not come the expense of creditors. The bankruptcy court can avoid this cost by treating as 
independent only bankruptcy directors who earn the support of unsecured creditors. Our sample 
contains examples of such directors. 

In contrast, bankruptcy directors who do not earn the support of unsecured creditors should not 
prevent unsecured creditors from investigating and pursuing claims. There is nothing wrong with 
the board using them as reorganization experts. For example, they can try to resolve financial 
distress prior to any bankruptcy filing, as happened in some cases in our sample. The trouble 
arises when bankruptcy directors seek treatment as neutral actors when creditors believe they are 
really acting on behalf of shareholders.  

Our analysis has implications also for corporate law. Much of the literature on director 
independence in corporate law has focused on director ties to the corporation, to management, or 
to the controlling shareholder. We explore another powerful source of dependence: dependence 
on future engagements by other corporations and the lawyers advising them.  

This Article proceeds as follows. Part I lays out the theoretical background to our discussion, 
showing how the use of independent directors has migrated from corporate law into bankruptcy 
law. Part II presents examples of bankruptcy director engagements from the high-profile 
bankruptcies of Neiman Marcus and Payless Holdings. Part III shows empirically how large 
firms use bankruptcy directors in Chapter 11. Part IV discusses concerns that bankruptcy 



directors create for the integrity of the bankruptcy system and puts forward policy 
recommendations. 

 

I.  THE TRANSPLANTATION OF INDEPENDENT DIRECTORS INTO BANKRUPTCY 
LAW 

In this Part, we consider how reliance on independent directors has become a staple of corporate 
law and how it has recently transitioned into bankruptcy law. First, we explain how regulators, 
courts, and commentators have encouraged firms to put important decisions outside bankruptcy 
in the hands of independent directors and summarize the main criticisms of this practice. Next, 
we discuss how this norm has migrated into bankruptcy law. Finally, we analyze concerns 
unique to bankruptcy law that this practice raises. 

A.  Independent Directors in Corporate Law 

1.  The Rise of Independent Directors in Corporate Law  

The premise in corporate law is that the board of directors supervises management. The board is 
in charge because it possesses the expertise and the information needed to evaluate corporate 
decisions. When the board has conflicts of interest, it delegates its authority to independent 
directors. 

Over the last few decades, American public companies have come to rely on independent 
directors. There were several driving forces behind this shift. First, it was a response to the 
difficulty of dispersed shareholders of public firms to supervise management. The idea was that 
independent board members elected by shareholders could monitor managers and reduce the 
agency costs associated with the separation of ownership and control. Second, federal mandates 
adopted after the Enron and WorldCom scandals, such as the Sarbanes–Oxley Act of 2002 and 
related stock exchange listing rules, tightened independence standards and required public 
corporations to populate their board and its committees with independent directors. Third, 
institutional investors with ever-increasing shareholdings emphasized board independence. Last, 
corporate managers embraced board independence to avoid intrusive regulation and preserve 
their autonomy. 

State courts have also played an important role in encouraging the use of independent directors. 
They did so by giving boards more deference if they appointed independent directors to vet 
conflict decisions. 

In corporate freeze-outs, a controlling shareholder acquires the shares of public shareholders and 
takes the company private. These transactions raise the concern that the controlling shareholder 
will use its influence, its informational advantage, and its choice of timing to pay too little to 
public shareholders. Due to the inherent conflict of interest and the coercive nature of these 
transactions, Delaware courts have traditionally subjected them to the highest level of scrutiny, 
entire fairness, as the default standard of review. However, a freeze-out negotiated and approved 



by a committee of independent directors enjoys a presumption of fairness and is almost 
litigation-proof when also conditioned on minority shareholder approval. 

 Reliance on these committees to vet freeze-outs has become the norm. To qualify for deferential 
review, Delaware courts require that the controlling shareholder meet a number of conditions 
designed to enhance the committee’s effectiveness and mimic the dynamics of an arm’s-length 
bargain. The courts examine whether committee is truly independent and disinterested, whether 
it had a sufficiently broad mandate from the board (including the power to reject the transaction), 
whether it received independent financial and legal advice, whether it negotiated diligently and 
with no outside influence, and whether it possessed all material information. 

Derivative litigation is another area where Delaware courts defer to independent directors. A 
derivative plaintiff who wishes to sue insiders on behalf of the corporation for breach of 
fiduciary duty must first show the court that it is futile to make a demand on the board to sue. A 
board with a majority of independent directors can successfully seek dismissal of the suit on 
these grounds. 

Even when Delaware courts excuse demand as futile, they permit the board to form a special 
litigation committee (“SLC”) of independent directors that may wrest control of the litigation 
from the derivative plaintiff.43 Here too Delaware judges have developed an elaborate 
jurisprudence. First, they hold SLC directors to a higher independence standard than the regular 
standard.  Second, they often exercise their own business judgment on the viability of the suit. 

 A recent empirical study shows that such “legal standards matter”, as “in states with the lowest 
level of judicial review outcomes are more likely to be favorable for defendants.” 

2. Reasons to Doubt Independent Directors in Corporate Law 

The increasing reliance on independent directors has been subject to criticism. Three decades 
ago, Jay Lorsch concluded from numerous personal interviews and questionnaire responses that 
director independence was merely an aspiration. Years went by and little has changed. Still 
today, Lucian Bebchuk and Assaf Hamdani argue that independent directors are likely to 
accommodate the controlling shareholder’s wishes because the controlling shareholder is the one 
making director appointments and they seek reappointment.  Lisa Fairfax explains that 
independent directors may have an unconscious bias in favor of other directors because they 
view them as part of their group. Yaron Nili argues that boards have too much discretion in 
classifying directors as independent and provide investors with insufficient information. These 
criticisms are relevant when considering whether to encourage bankruptcy judges to give 
independent directors a larger role in Chapter 11 cases, especially in vetting conflict transactions. 

B. The Rise of Independent Bankruptcy Directors 

Until recently, corporate law’s infatuation with independent directors has had no parallel in 
bankruptcy law. As Congress designed bankruptcy law, the role of the board in vetting conflict 
transactions is only to propose actions for the judge’s approval. In deciding whether to grant a 
board request the judge considers the input of creditors, who are usually sophisticated investors 



who can offer independent analysis.  Bankruptcy law amplifies creditor voice by allowing the 
appointment of a committee of unsecured creditors that acts as a check on the board. 

Traditionally, there has thus been little need to focus on the independence of board members. A 
federal bankruptcy judge was the final decision-maker, and creditors were ready to weigh in on 
important bankruptcy decisions and state their position. As we demonstrate below, this is no 
longer the case. Independent directors that join boards shortly before filing for bankruptcy 
increasingly make important decisions in the course of the bankruptcy process that judges 
endorse. What has motivated this change? 

1. Factors Contributing to the Growing Popularity of Bankruptcy Directors 

While we cannot definitively identify the causes of the rise of independent directors in 
bankruptcy, we can point to possible factors.  

First, as boards developed a practice of looking to expert directors for major decisions outside 
bankruptcy, it was natural that similar thinking would carry over to financial distress. A 
corporate board may want to have an expert in financial distress to enliven board deliberations 
and help the board meet its fiduciary duty, especially if it is unclear whether the firm will end up 
in bankruptcy and if the board worries about lawsuits. 

Second, the lawyers who advise financially distressed companies may see independent directors 
as helpful in persuading the bankruptcy judge to issue orders that allow their client to leave 
bankruptcy. Since judges are more deferential to independent directors who make decisions that 
shareholders oppose, these lawyers may have reasoned, they could learn to be more deferential 
also to independent directors who make decisions that creditors oppose.  

Third, changing practices in the debt markets, especially among private-equity firms, may have 
increased the need for bankruptcy directors. As we show below, many of the cases involving 
bankruptcy directors resemble the bankruptcy of Nine West, where a financially distressed 
company with a private-equity sponsor files for bankruptcy and faces creditor litigation alleging 
looting by the sponsor. As robust debt markets have allowed highly leveraged firms to delay 
filing for bankruptcy, they may have increased the space for self-dealing, fueling the demand for 
bankruptcy directors that could manage creditor claims. As bankruptcy directors achieve 
favorable outcomes, the liability calculus associated with self-dealing changes, generating further 
demand for bankruptcy directors. 

The concentration of the market for bankruptcy services amplifies the effect of these factors. A 
handful of law firms, financial advisors and other professionals play a key role as advisors to 
distressed companies. In other contexts, lawyers disseminate new practices. When bankruptcy 
directors have important wins or are involved in high-profile cases, additional lawyers counsel 
their clients to add bankruptcy directors to their boards as a growing consensus develops that this 
is the best practice. 

2.  Reasons to Doubt the Independence of Bankruptcy Directors 



In the context of a firm under bankruptcy-court protection, there are additional reasons to 
question the use of independent directors.  

Outside bankruptcy, shareholders’ power to elect directors aligns directors with shareholders. In 
fact, courts have relied on shareholders’ ability to displace directors as a reason for deferring to 
directors. Recent evidence supports this view, showing that the number of directors who fail to 
receive shareholder support is on the rise, meaning that shareholders use their votes. These 
disciplinary mechanisms do not exist in bankruptcy. 

Creditors cannot influence the election of directors, and so bankruptcy directors lack incentives 
to advance creditors’ interests. 

Additionally, unlike corporate law, bankruptcy law already contemplates other representatives of 
creditors. Importantly, a committee of unsecured creditors acts as a court appointed fiduciary to 
maximize firm value while protecting creditor rights. Courts have interpreted this broad authority 
to permit the committee to participate in all aspects of a bankruptcy case and to initiate legal 
actions to recover transferred assets or to sue officers and directors. 

By appointing bankruptcy directors, debtor firms and their lawyers seek to use the asserted 
objectivity of these directors to wrest control of self-dealing claims against shareholders from 
creditors and the court. This contradicts what Congress envisaged, sidestepping the checks and 
balances in Chapter 11 and undermining the goals of the bankruptcy process. 

Moreover, in Chapter 11 proceedings, creditors are usually sophisticated investors advised by 
expert lawyers. They can protect their interests. There is no reason to let shareholders’ 
appointees prevent creditors from representing themselves in matters on which creditors and 
shareholders disagree. 

There are also concerns specific to bankruptcy law that amplify the structural bias of independent 
directors identified in the corporate law context.  

First, bankruptcy professionals—lawyers, investment bankers, and bankruptcy directors—form a 
much smaller community than the corporate governance community. In this environment, it is 
likely that bankruptcy directors will work with the same professionals on their next engagement. 
Consistently, the evidence we present below reveals a group of super-repeater directors who 
have developed a profession of sitting on the board of bankrupt companies. 

Second, financial distress is an extraordinary event in the life of a corporation that can justify the 
appointment of specialized directors. It provides a natural setting for adding to the board experts 
to vet conflict transactions without raising suspicion. In contrast, outside bankruptcy, firms are 
limited in their ability to appoint new directors to investigate a potential derivative claim or 
negotiate a freeze-out. 

Third, about half of the firms appointing bankruptcy directors are private equity controlled firms. 
Private-equity sponsors are repeat players that can appoint individuals at many boards. They can 
reward a director who has served them well on the board of one bankrupt company by placing 
her on other boards. Conversely, a bankruptcy director who harms the interests of a private-



equity controller will likely lose future board appointments at other portfolio companies of the 
same private-equity firm. 

Moreover, bankruptcy court dockets are public and make the work of one private equity sponsor 
visible to other private-equity firms: a private-equity firm may readily note the favorable 
outcome that the bankruptcy directors achieved for private-equity sponsors in previous 
bankruptcies and consider appointing those same directors to the boards of its troubled portfolio 
firms.  

In short, bankruptcy directors can be a challenge for bankruptcy law’s structured bargaining 
process, which Congress intended, as Judge Friendly put it, to “not only be fair but seem fair.” 
As we will discuss, they may well undermine this goal. 
 

II. EXAMPLES 

In this Part, we present two case studies of how bankruptcy directors alter the course of a 
Chapter 11 case. We first present a detailed treatment of the 2020 bankruptcy of department store 
conglomerate Neiman Marcus. We then present in brief the 2017 bankruptcy of shoe retailer 
Payless Holdings. In both cases, bankruptcy directors diffused creditor claims against private-
equity sponsors that controlled the bankrupt firms. 

A. Neiman Marcus 

In 2017, the private-equity sponsors of retailer Neiman Marcus (“Neiman”) searched for a way 
to protect their investment in the struggling retailer. They focused on MyTheresa, a Neiman 
subsidiary that sold luxury goods online. The private-equity sponsors consulted the investment 
bank Lazard Limited (“Lazard”), who recommended “moving certain assets with strategic value, 
such as the MyTheresa business [away from creditors]” This, according to Lazard, would 
“allow[] the accrual of future MyTheresa value appreciation” for the private-equity sponsors 
only, leaving creditors with no claim against what most observers considered the firm’s most 
valuable asset. Lazard anticipated that the transfer could be subject to “challenges from 
creditors” over “fraudulent conveyance / fiduciary duty considerations” and offered its help in 
dealing with such “complexities.” 

In 2018, the idea became a reality through a series of stock dividends that transferred control of 
MyTheresa to Neiman’s private-equity-owned parent, beyond the reach of the creditors of 
Neiman’s $6 billion debt. The transfer caused the value of the debt to collapse, spurring threats 
and negotiations between the creditors and Neiman. A few months later, the private-equity 
sponsors agreed to return some of MyTheresa’s assets to creditors in exchange for a two-year 
extension of the debt’s maturity date and other credit support. 

However, this did not solve Neiman’s problems, which the COVID-19 pandemic made worse, 
and in May 2020, the company filed for bankruptcy. Before the filing, the company agreed with 
its private-equity sponsors and most of its creditors on a plan that would reduce debt by $4 
billion. Neiman intended to seek a court order discharging the private equity sponsors from 
liability over the MyTheresa transfer.  



In planning its bankruptcy filing, Neiman took steps to hobble the ability of the court appointed 
official committee of unsecured creditors (the “UCC”) to pursue the MyTheresa claims. First, the 
terms of the bankruptcy financing required the company to leave bankruptcy in 120 days, 
limiting the time the UCC could investigate and litigate, and constraining the UCC’s 
investigation budget.81 Second, a month prior to the bankruptcy filing, the private-equity 
sponsors appointed two new directors: former bankruptcy lawyer Marc Beilinson and former 
distressed debt trader Scott Vogel. The two received the board’s power to handle conflicts 
between the Neiman and its private-equity sponsors, including the MyTheresa transfer. Each of 
these bankruptcy directors received a $250,000 flat fee plus $500 an hour. 

Immediately after the bankruptcy filing, a creditor filed a motion to appoint an independent 
examiner to investigate the MyTheresa transfer, claiming that the bankruptcy directors would 
favor the private-equity sponsors and senior creditors. The creditor also asked to bar the 
bankruptcy directors from investigating the MyTheresa transaction.  

On the witness stand, Beilinson stumbled. He could not provide satisfying answers to questions 
from the bench about the investigation he oversaw, and his answers revealed that it had not gone 
very far.89 

Frustrated, the judge warned that if Beilinson was to remain the firm’s bankruptcy director, “he 
needs to understand his job, and he cannot simply give lip service, knowing a bunch of 
buzzwords, and think that I’m going to accept that as evidence of someone doing their job.”  In 
an extraordinary exchange, the judge warned Neiman “I do not want to see a fiduciary to this 
estate ever appear in front of me ever again unprepared, uneducated, and borderline 
incompetent.”  Nevertheless, the judge indicated he would not grant all of the requested relief in 
the motion to appoint an independent examiner, and the motion was withdrawn. 

Three weeks later, Beilinson resigned and Vogel remained the sole bankruptcy director. Vogel’s 
own résumé raised questions for creditors, as he was a former employee of a lender who 
extended a loan to Neiman in the bankruptcy with conditions that made the prosecution of 
fraudulent-transfer claims against the private-equity sponsors more difficult. 

The UCC began investigating the transaction and quickly concluded that the claims were 
valuable. It then filed a motion informing the court of this conclusion. The motion suggested that 
if the claims did not settle, the UCC should preserve them for prosecution after the bankruptcy 
case ended. A few days later, the UCC indicated it was ready to make the results of its six-week 
investigation public. 

As the UCC was investigating, so too was Vogel. A day before the UCC’s report would become 
public, his lawyers announced in court that he had also concluded there were viable fraudulent 
conveyance claims against the private-equity sponsors and that he was negotiating a settlement. 
In response, the UCC’s lawyers said they had played no role in these negotiations and expressed 
concern that the settlement amount would be too low. 

On July 24, the UCC released the preliminary results of its investigation. The report concluded 
that the transaction constituted a constructive fraudulent transfer and likely also an intentional 



fraudulent transfer. It added that these claims would merit release only in return for an amount 
close to their estimated value of the transferred assets, about $1 billion. 

However, six days later, Neiman announced that Vogel had negotiated with the private-equity 
sponsors a much smaller settlement.  The settlement included a package of cash and stock that, 
using the UCC’s estimate of MyTheresa’s value, would be worth $172 million. 

While the UCC accepted the deal given the economy’s fragility and Neiman’s need to reorganize 
quickly, it expressed concerns about the role that the bankruptcy director had played in the 
process. The UCC’s lead lawyer stated that Vogel sabotaged the UCC’s litigation process. He 
noted that Vogel secretly met with the private-equity sponsors on his own and made offers that 
were “horrifying]” and “so low” that it “put [the UCC] in a deep hole.” 

He described a collusive process in which Vogel told the private-equity sponsors that, “if [you] 
hit a certain bid”, Vogel would “force a settlement down [the UCC’s] throat.” He explained that 
“countering Vogel’s settlement offer with a higher one] would have been a massive waste of 
time because of what had already been told . . . to the sponsors. So I was going to be completely 
wasting my time. And let me be frank, Your Honor, the sponsors had zero interest, zero, in 
speaking to me.” 

More broadly, he offered a grim assessment of the effect of bankruptcy directors on creditor 
recovery and thus on the message to private-equity sponsors: 

With that said, Your Honor, my goal in doing this . . . is for Your Honor to 
understand why it is that the system was rigged in this case, and why sponsors 
going forward and in the past are encouraged to asset strip, because that’s just 
how our system is set up. And until Congress or someone does something about 
it, that’s how it’s going to remain. 

Without changes, he said, bankruptcy directors would turn the system of governance designed by 
Congress into a “sham.” He urged the judge to scrutinize the conflicts of bankruptcy directors in 
future cases by scrutinizing “their relationship with the law firms, what is their relationship with 
the sponsors, and what is the true independence. And that’s not just the [bankruptcy director, it’s 
also] their counsel.” In the case at bar, he noted, the law firm for the bankruptcy directors had 
previously represented the private-equity sponsors. 

Subsequent events proved the UCC was conservative in its valuation of MyTheresa. Four months 
after Neiman left bankruptcy, the private-equity sponsors took MyTheresa public at a valuation 
of $2.2 billion, more than twice the UCC valuation, which the private equity sponsors had 
disparaged as “astronomical” back when the company was in bankruptcy. 

Was the $172 million settlement fair given the information available at that time? After all, the 
UCC did agree to it. Moreover, as the private-equity sponsored argued, a sale process a year 
earlier had failed to produce a buyer willing to pay more than $500 million for MyTheresa. 
There will always be questions when the economy changes and assets fluctuate in value after a 
bankruptcy process. But these unanswerable questions would be less pressing if the UCC had 
itself negotiated the settlement without the bankruptcy directors looming in the background. 



B. Payless Holdings 

The 2017 bankruptcy of shoe retailer Payless Holdings is another example of how bankruptcy 
directors can shape a Chapter 11 case. As with Neiman, Payless filed for bankruptcy after an ill-
fated leveraged buyout. Following the buyout, Payless conducted a series of transactions with its 
private-equity sponsors, including a distribution of $350 million in dividends. 

A few years later, in April 2017, Payless filed for bankruptcy in the Eastern District of Missouri. 
As with Neiman, Payless’s private-equity sponsors could expect self-dealing claims to dominate 
the bankruptcy case, with the dividend payout occupying center stage. Consequently, as with 
Neiman, Payless appointed a bankruptcy director. This director would alter the ability of 
unsecured creditors to bring claims related to the dividends and settle the claims for a fraction of 
their potential value. 

Prior to filing for bankruptcy, Payless appointed Charles H. Cremens to its board. Payless 
described Cremens as a seasoned independent director with vast business and restructuring 
experience. Cremens joined the board at the suggestion of the debtors’ lead law firm, Kirkland & 
Ellis LLP121 (“Kirkland”) and immediately began investigating the claims against the private-
equity sponsors. He also hired Munger Tolles & Olson LLP (“Munger”) to represent him in the 
Chapter 11 case. As is often the case with bankruptcy directors, his bankruptcy experience raised 
questions about the extent to which he was truly objective. Cremens had extensive ties to 
Kirkland and Munger and had recently worked as bankruptcy director with both firms. He also 
had ties to one of the private-equity owners. 

After filing for Chapter 11, Cremens fought to limit the ability of the unsecured creditors to 
investigate the dividend payout. When the unsecured creditors sought to hire their own financial 
advisor to study the strength of the claims, Cremens objected, claiming that he was in the midst 
of such an investigation and that any effort by the unsecured creditors to study the potential 
causes of action would be “duplicative.” He also claimed that he wanted to meet the conditions 
of the debtor’s bankruptcy financing which, as in the Neiman Marcus case, required exit from 
Chapter 11 within ninety days, limiting the ability of unsecured creditors to investigate the 
claims. By attempting to keep the unsecured creditors from hiring professionals, Cremens 
undermined their ability to proceed quickly. 

Cremens ran an investigation that was, in the eyes of unsecured creditors, deeply flawed and 
superficial. On the one hand, he and his lawyers reviewed hundreds of documents and 
interviewed 12 witnesses. On the other, he failed to obtain tolling agreements from the private-
equity sponsors for claims that could have expired during the time of the investigation and 
declined to hire his own solvency expert to determine whether Payless was solvent at the time of 
the dividends. This was the most critical question for determining the strength of the claims.   

 Both of these actions raised questions as to how serious Cremens was about litigating the claim. 
Unsecured creditors would later characterize Cremens’ effort as an attempt to “sweep the [claims 
against the private-equity sponsor] under the rug, to do a cursory examination, to talk to a few 
people . . . and come up with a conclusion.”  Cremens’ lawyers would later explain that he did 
not consider it his role to litigate the claims because he was more of a mediator: 



[A]s the case has developed, the independent director, knowing that the 
committee and other parties were looking into these issues, believed that it was 
in the best interests of these estates to not disclose a position over these issues, 
but rather to allow the committee and others to complete their examination, so 
he could act—if you will—as a mediator, and help to resolve the issues rather 
than polarize the case by coming out strongly one way or another. 

This response infuriated the lawyers for the unsecured creditors, who argued that Cremens 
misconceived his role. Moreover, Cremens had tried to block the unsecured creditors from hiring 
a financial advisor because he was “conducting an investigation.” 

The unsecured creditors called this as an effort to “usurp [their] role in conduct[ing] this kind of 
investigation.” The unsecured creditors continued to prepare to prosecute the claims, but their 
backs were against the wall because this seemingly interfered with the goal of saving the 
company. The unsecured creditors announced that they had “accomplished in six weeks what 
Mr. Cremens has apparently been unable, or unwilling to do in six months—reach a conclusion 
that [claims should be brought against the private-equity sponsors].” The private-equity sponsors 
retorted that the creditor claims were weak139 and that the unsecured creditors’ plan to litigate 
the claims “threaten[ed] the feasibility of any successful plan for Payless’ reorganization.” The 
unsecured creditors called this a “false narrative” and “fake news” and pointed out that there 
should not be a conflict between recovering property from the sponsors and reorganizing the 
firm: they could litigate the claims after bankruptcy. 

However, the unsecured creditors’ bargaining power collapsed as the clock continued to run on 
the debtors’ short timeline, perhaps contributing to their decision to accept a settlement of $21 
million for claims of $350 million. The unsecured creditors had seen this coming, noting earlier 
in a court hearing that 

[W]hat we’re terribly afraid of, Your Honor, given the conduct thus far, is that 
we’ll get a late-breaking bulletin on the eve of confirmation, hey, we’ve decided 
that there are some claims here, but you know what, it's too inconvenient to bring 
them; it’s too late. We’re at confirmation; we’re going to get out of bankruptcy. 
Let’s declare victory. We’re going to reorganize Payless; we’re going to save 
jobs; we’re going to save stores, et cetera, et cetera. But these claims, they’re 
going to fall by the wayside . . . what we’re seeing is a concerted effort to sweep 
these claims under the rug for the benefit of insiders: the sponsors and the 
directors. 

Following Neiman and Payless, it is hard to imagine the private-equity industry not 
noticing how bankruptcy directors can settle disputes regarding risky dividends for a 
fraction of the dividend amount. 

 

 

 



III. EMPIRICAL ANALYSIS 

In this Part, we study bankruptcy directors using a comprehensive hand-collected sample 
of Chapter 11 boards in the past fifteen years. We begin by describing our data. As a 
threshold finding, we document a significant rise in bankruptcy expertise on Chapter 11 
boards during the sample period. We then examine the role that bankruptcy directors 
played in the sample cases. 

We find that the percentage of firms in Chapter 11 claiming to have “independent directors” – a 
claim that usually only arises in the context of bankruptcy directors purporting to exercise board 
authority as neutral experts – increased from 3.7% in 2004 to 48.3% in 2019. Over 60% of the 
firms that appointed bankruptcy directors had controlling shareholders, typically private-equity 
funds. The appointment of bankruptcy directors usually occurs in the months leading to the 
bankruptcy filing and, in about half of the cases, they investigate claims against insiders. 
Importantly, after controlling for firm characteristics—including the reported ratio of assets to 
liabilities—the presence of bankruptcy directors is associated with 21% lower recoveries for 
unsecured creditors. This finding raises the possibility that bankruptcy directors make decisions 
that are not value maximizing. 

We also observe 15 individuals appointed to these directorships repeatedly. Each of these super-
repeaters had on average 17 directorships (the median is 13), and 44% of these directorships 
were in companies that went into bankruptcy when the super-repeaters served at the board or up 
to a year before their appointment. Our data also show that the super repeaters had close 
connections to certain private-equity funds and to two law firms. These law firms represented 
47% of the companies in our sample that had super-repeaters on their boards. 

A. Data 

For this project, we had to build a large dataset of directors of Chapter 11 firms because no 
commercial dataset contains this information. We began with Next Generation Research’s list of 
Chapter 11 debtors that filed for bankruptcy between January 1, 2004 and December 31, 2019.  
Our initial list of the debtors consisted of 770 firms with more than $250 million in assets or 
liabilities on their bankruptcy petition. 

We then looked in each court docket for two documents. First, we required the firm to have filed 
with the bankruptcy court a Statement of Financial Affairs (SOFA).145 Chapter 11 firms must 
list all current and former officers and directors in this document and firms that did not comply 
with this requirement did not meet the sample criteria. Second, we required the firm to have filed 
with the bankruptcy court a Disclosure Statement. As part of the creditor voting on the 
bankruptcy plan, Chapter 11 firms must summarize in this document important developments 
before and during the proceeding and the names and roles of all board members. 

Of the 528 firms with SOFAs listing their board members, we were able to obtain disclosure 
statements for 454 firms. The SOFAs identified 2,549 individuals who served on the boards of 
these firms on the petition date, including 78 who sat on two boards and 12 who sat on more than 



two boards. To our knowledge, this is by far the largest sample of Chapter 11 directors ever 
studied. 

Next, we hand-matched each individual with BoardEx’s dataset of corporate directors to obtain 
director characteristics and employment history before the sample period. We were able to match 
2,009 individuals from 454 boards in our sample. Finally, we added firm characteristics from 
CompuStat and bankruptcy information from Next Generation Research to all 454 firms.  

B. Changes in Chapter 11 Boards Over Time 

We begin our analysis by examining how boards’ bankruptcy expertise on the petition date has 
changed. Our proxy for bankruptcy expertise is whether a director on a Chapter 11 board had 
been on a director on a prior Chapter 11 board on the petition date or up to a year thereafter. We 
find that the likelihood that Chapter 11 boards have at least one director with Chapter 11 
experience (“Chapter 11 repeater”) is 15.4% between 2004 and 2010, 33.5% between 2014 and 
2019, and 41.3% in 2019. This reveals a transformation in bankruptcy expertise, with boards 
becoming more Chapter 11-savvy in the course of the 2000s. 

C. What Bankruptcy Directors Do 

While the increase in bankruptcy expertise on Chapter 11 boards is interesting, it does not alone 
show a change in the role of directors in Chapter 11 proceedings. In this Part, we dive deeper 
into the data to identify the directors who played an active role in the bankruptcy case. We find 
that the directors with Chapter 11 expertise are the ones playing this role. 

1. The Rise of Bankruptcy Directors 

We focus on directors represented to the bankruptcy judge as independent. With some 
exceptions, we find that Chapter 11 firms label their directors as independent only if they receive 
board power in connection with the bankruptcy, and not merely meet general independence 
criteria. Accordingly, we call these directors “bankruptcy directors.” We require them to be 
independent directors who are not currently working as firm officers, including as chief 
restructuring officers. 

First, we ran a series of searches that was roughly equivalent to searching all disclosure 
statements for mentions of the terms “independent director”, “independent directors”, 
“disinterested director”, or “disinterested directors.” After eliminating false positives, we 
identified 78 disclosure statements that discussed the presence of a bankruptcy director. For 
example, in the Nine West bankruptcy, the disclosure statement provided: 
 

As the Debtors worked on this business turnaround, in mid-2017 the Debtors 
also commenced negotiations with their creditors regarding a comprehensive 
restructuring of their debt obligations. In connection therewith, the Debtors 
engaged two independent directors in August 2017, who, in turn, directed the 
Debtors to hire an independent counsel and financial advisor to act at the 
direction of the independent directors. These directors took an active role in 



overseeing restructuring negotiations and in reviewing potential claims and 
causes of action related to the [leveraged buyout] . . . and other potential 
conflict matters between the Debtors and their private equity owners. 

 

Similarly, Cobalt International Energy, Inc. relied on the investigation that the bankruptcy 
directors performed to justify releasing lawsuits against lenders: 

Kirkland conferred with the independent and disinterested directors of the 
Board about the investigation on multiple occasions. After completing its work 
concerning those potential claims, Kirkland presented the results of the 
investigation and bases therefor three times to the independent and 
disinterested directors before the independent and disinterested directors voted 
regarding those claims. 

As Figure 2 shows, bankruptcy directors were uncommon in the late 2000s, and became a 
prominent part of Chapter 11 practice only in the 2010s. In 2009, at the height of a worldwide 
financial crisis, only 5.7% of Chapter 11 firms represented to the bankruptcy court that at least 
one of their directors was independent. By 2018, that number had increased to 55.2%. 

2. The Characteristics of Firms and Bankruptcies With Bankruptcy Directors 

Table 1 compares firms with bankruptcy directors to other firms. Firms with bankruptcy 
directors are significantly more likely to have private-equity sponsors (45% versus 30%) and 
somewhat less likely to have publicly traded shares (31% versus 42%). In unreported results, we 
find that the proportion of Chapter 11 firms with private-equity ownership is stable over time. 
The growing proportion of bankruptcy directors thus reflects a change in how firms, including 
those with private-equity sponsors, prepare for bankruptcy, not a change in the proportion of 
private equity portfolio firms among Chapter 11 filers.  

There are additional differences worth noting. Firms with bankruptcy directors are significantly 
more likely to engage one of the two leading debtor-side bankruptcy law firms, Kirkland (32% 
versus 16%) and Weil Gotshal & Manges LLP (“Weil”) (15% versus 6%). Firms with 
bankruptcy directors are also significantly more likely to sign a restructuring support agreement, 
a document outlining a proposed Chapter 11 plan (58% versus 38%). The sample disclosure 
statements suggest that the bankruptcy directors are often the ones negotiating this document. 
Finally, boards with bankruptcy directors are significantly more likely to have a director who is a 
lawyer (53% versus 38%) and a director who was on the board of another Chapter 11 firm prior 
to the current appointment (40% versus 19%). As we will discuss, the biographies of bankruptcy 
directors reveal that many more of them have experience in restructuring beyond what this 
measure captures. 

Table 1 does not reveal that bankruptcy directors are associated with significantly shorter 
average duration of bankruptcy proceedings (about 333 days versus about 362 days) or with 
significantly lower recoveries for unsecured creditors (28% versus 37%). Nevertheless, as we 
show below, the difference in unsecured creditor recoveries between cases with bankruptcy 



directors and cases without them becomes significant when we use multivariate regression to 
control for other factors that can affect recoveries. The difference in the average duration of 
bankruptcy proceedings remains insignificant even in multivariate regressions. We turn to this 
analysis next. 

3. The Role of Bankruptcy Directors 

Debtors typically tout their bankruptcy directors to win judicial deference. They do so in two 
ways, as statements by one bankruptcy director in the Gymboree Corporation bankruptcy in 2017 
illustrate. 

The first way is to claim that a board decision in the bankruptcy process (like financing terms) or 
an auction plan) deserves deference because the bankruptcy directors who made it are 
independent. In the Gymboree case, for example, the bankruptcy director explained that had no 
prior material relationship with the firm or with its private-equity sponsor. The second way is to 
claim that the board decision deserves deference because the bankruptcy directors who made it 
are restructuring experts. In the Gymboree case, for example, the bankruptcy director noted his 
experience in Chapter 11 cases and his background in investment banking. 

The strategy is to convince the bankruptcy court that the combination of independence and 
expertise means that the court should view the bankruptcy directors’ conclusions as those of a 
neutral expert, almost as it views decisions of a court-appointed trustee. For example, in the 
rue21 bankruptcy in 2017, a bankruptcy director cited his independence and expertise and the 
investigation he had led to urge the court to overrule creditor objections. 

We read each disclosure statement to learn about the tasks that bankruptcy directors perform. 
Table 2 summarizes our findings. It shows that bankruptcy directors led the restructuring process 
in 71% of their engagements and investigated claims against insiders (shareholders or lenders) in 
46% of their engagements. They joined the board before the bankruptcy filing in 84% of their 
engagements. They hired their own legal or financial advisors in 49% of their engagements. 
These numbers are lower bounds for the role that bankruptcy directors played in the sample 
cases, as the debtors in the remaining cases did not state that the bankruptcy directors did not do 
these things. In unreported results we find that, when firms identify their bankruptcy directors by 
name, the mean and the median of the number of bankruptcy directors per firm are two, and the 
maximum is five. 

Next, we use regression analysis to learn more about differences between cases with bankruptcy 
directors and cases without them. As Table 1 showed, while average recoveries for unsecured 
creditors are 32% lower when debtors appoint bankruptcy directors, the difference is not 
statistically significant. The lack of statistical significance may result from variation in 
recoveries. A multivariate regression can overcome this problem by controlling for additional 
factors that may affect recoveries to isolate the contribution of bankruptcy directors.  

Table 3 presents the results of such a regression. Specifically, it presents the estimates of an 
ordinary-least-squares regression examining the relation between unsecured creditor recoveries 
and the presence of bankruptcy directors while controlling for firm assets, firm liabilities, 



industry distress in the year before the bankruptcy filing, and value-weighted public stock return 
in the firm’s industry over the bankruptcy period. It shows that bankruptcy directors are 
associated with 21% lower creditor recoveries. 

To be sure, this association does not prove that the bankruptcy directors cause the lower 
recoveries. One could always argue that firms appoint bankruptcy directors when facing difficult 
bankruptcies and that this underlying difficulty explains the low recoveries. While we control for 
each firm’s assets and liabilities as proxies for its ability to pay creditors, these are historical 
accounting numbers, not current market values. Our regressions thus only imperfectly account 
for the underlying difficulty of each bankruptcy.  

Moreover, a bankruptcy could be difficult for reasons unrelated to the firm’s ability to pay. For 
example, there could be intercreditor disputes or regulatory issues. We do not systematically 
observe these factors and cannot control for them. If firms appoint bankruptcy directors precisely 
when these factors are present, we might wrongly attribute the low recoveries to these directors 
instead of to the firm’s underlying circumstances. 

We note, however, a possible explanation that would not clear the bankruptcy directors of 
responsibility for the lower recoveries. A potential omitted variable in our analysis could be that 
firms with bankruptcy directors are also ones in which the insiders siphoned value. However, to 
the extent bankruptcy directors then conclude the case without all of that value returning to the 
bankruptcy estate, they do cause the low recoveries. This would be consistent with our finding 
that bankruptcy directors investigate claims against insiders in 46% of their engagements. 

At the very least, our findings explain why bankruptcy directors are controversial: firms that hire 
them end up paying on average up to 21% less to unsecured creditors than other firms. The 
difference is even starker when focusing on the firms whose bankruptcy directors investigate 
claims against insiders. In those firms, unsecured creditors fare on average as much as 43% 
worse than in other firms. These differences are highly statistically significant and visible to 
bankruptcy lawyers and investors active in Chapter 11 cases. In our view, they at least shift the 
burden of proof to those claiming that bankruptcy directors do not favor the shareholders who 
hire them.  

Finally, on the benefits side, bankruptcy directors may use their expertise to reduce the length 
and litigiousness of complex cases. While both of these claims are hard to measure, our data 
allow us to try. In unreported regression models, we investigate how the duration of the 
bankruptcy case or the number of objections that creditors file on the court docket relate to the 
presence of bankruptcy directors. We find no statistically significant relationship. That is not to 
say that bankruptcy directors do not offer these benefits—we could be examining the wrong 
variables—but we do not find evidence for them in our data. 

4. The Biographies of Bankruptcy Directors 

To learn more about the backgrounds of bankruptcy directors, we collected biographical 
characteristics for the 86 named bankruptcy directors in our sample from information in the 
disclosure statements and supplemented those data with Internet research. 



  

Table 4 summarizes our findings. 48% of the named bankruptcy directors in our sample are 
bankruptcy experts. Table 1 above showed that 83% of the boards appointing bankruptcy 
directors report having a director with bankruptcy expertise. This means that firms often pair a 
Chapter 11 expert with a non-Chapter 11 expert as their bankruptcy directors. Table 4 further 
shows that the named bankruptcy directors are more likely to be former investment bankers 
(41%) than lawyers (19%), although a small number of bankruptcy directors were both.  

A subset of individuals within this group of 86 named bankruptcy directors hold many 
directorships, including in bankrupt companies. We call them “super repeaters.” As one of them 
noted in a court hearing, they “specialize in going on the boards of companies that are emerging 
from bankruptcy or going into bankruptcy.” 

To study the super repeaters, we dived deeper into the background of the most active bankruptcy 
directors. First, we identified the individuals who named as bankruptcy directors more than once 
in the disclosure statements. To this list we added individuals who appeared at least three times 
in our broader sample of 2,895 unique petition-date directors. After eliminating duplicates, we 
constructed an initial list of twenty directors. 

We then obtained from BoardEx information on the background and additional independent 
directorships of these directors. We reviewed each directorship and eliminated duplicates or 
directorships for which we do not have service dates. Finally, we identified which additional 
directorships were in companies that went into bankruptcy during our sample period by matching 
the list of additional directorships from BoardEx with Next Generation Research’s list of Chapter 
11 firms. BoardEx does not always provide data on directorship dates. However, when those data 
were available, we also examined whether the director was on the board of the company on the 
day of its bankruptcy filing or joined within a year after the bankruptcy filing.  After eliminating 
directors who had only one confirmed directorship of bankrupt companies, a list of 15 directors 
remained. Table 5 summarizes our findings.  

Table 5 shows super-repeaters. They have developed a profession of sitting on boards of 
bankrupt companies. Leading the list is Gene Davis, who has sat on 96 boards, for which we 
were able to find the dates of his service, and confirmed that in 31 of these cases he served on 
boards of companies at the time of their bankruptcy filing or within a year thereafter. 

Overall, we find that the 15 super-repeaters on our list had 252 independent directorships, with 
an average of 17 directorships and a median of 13 directorships per director. Of these 252 
directorships for which we have service dates, we find that, in 44% of the cases, the super-
repeaters sat on the board at the time of their bankruptcy filing or within a year thereafter. 

Finally, we looked at the law firms that represented the bankrupt companies. As we will discuss 
below, the evidence suggests that these law firms exert significant influence over the selection of 
bankruptcy directors. Our data show that two law firms, Kirkland and Weil, have a particularly 
strong connection to super-repeaters. This is unsurprising, as Kirkland and Weil are the two 
preeminent law firms specializing in the representation of distressed companies. 



  

In 76 cases, we were able to find information on the identity of law firms that represented 
bankrupt companies with at least one super-repeater on the board. Kirkland represented the 
bankrupt firm in 33% of these cases, and Weil represented it in 14% of these cases. 

Putting all the pieces together, our data reveal an ecosystem of a small number of individuals 
who specialize in sitting on the boards of companies that are going into or emerging from 
bankruptcy. This group includes 10 individuals with 10 or more directorships, many of them in 
bankrupt companies. Next we will we discuss evidence on how these directors are selected. 

5. The Selection of Bankruptcy Directors 

While firms do not systematically disclose how they select their bankruptcy directors, when they 
do, they usually describe the appointment as made by shareholders, often on the advice of the 
debtor’s bankruptcy lawyers. For example, Neiman Marcus’s lawyers recruited the firm’s 
bankruptcy directors after an employee of the private-equity sponsor reached out to them. 

To be sure, the ultimate decision to appoint a specific person to a directorship belongs to a firm’s 
shareholders, and the law firms merely play an advisory role. Nevertheless, the role of the 
debtor’s law firm in advising on the candidate raises concerns because a handful of law firms 
dominate the market for representing companies on their journeys through Chapter 11. As Table 
6 shows, Kirkland and Weil command a particularly large share of this market. One bankruptcy 
director noted in a court hearing that prior history with the dominant law firms is hard to miss, as 
Kirkland has a “90 to 80 percent market share in debtor cases.” 

 While that number is exaggerated, the potential for a handful of law firms to influence 
appointment of these directorships can create what we call “auditioning bias.” We discuss this in 
detail next. 

IV. POLICY IMPLICATIONS 

In this Part, we consider the policy implications of our analysis. First, we argue that judges 
should defer to the business judgment of bankruptcy directors only after verifying their 
neutrality. Second, we claim that bankruptcy directors cannot be neutral if shareholders alone 
select them. We thus propose treating as independent only individuals who win creditor support 
at the beginning of the bankruptcy proceedings. Finally, we explain why our proposal will not 
discourage the use of bankruptcy directors or erode the benefits they can bring, such as adding 
expertise to the boardroom, streamlining the bankruptcy proceedings and blocking frivolous 
litigation. 

A. The Case against Deferring to Bankruptcy Directors in Conflicts with Creditors 

The creation of the new role of bankruptcy directors in the past decade is the work of 
entrepreneurial bankruptcy lawyers and restructuring professionals. They have cleverly blended 
corporate law’s deference to independent directors with bankruptcy law’s faith in neutral 
trustees. 



It is easy to see how this innovation might appeal to bankruptcy judges. Chapter 11 cases are 
contentious and require the bankruptcy judge to navigate the proceedings while understanding 
the firm’s business less well than the parties. A neutral expert could assist the court in this task, 
smooth the path to settlement and counteract the problems associated with leaving a self-
interested board in control. In theory, neutral bankruptcy directors could give the judge some of 
the benefits of a court-appointed trustee without the judge having to appoint one. 

However, bankruptcy directors are not neutral experts. Shareholders appoint them on the advice 
of their lawyers. They are naturally predisposed to favor those who chose them for this lucrative 
engagement. Moreover, a bankruptcy directorship is a short-term engagement that creates 
incentives to treat it as an audition for the next engagements. The dependence on future 
engagements strengthens bankruptcy directors’ desire to be helpful to shareholders and their 
lawyers. A bias in favor of shareholders can result in cheap settlements of claims against 
shareholders and in restructurings that let shareholders retain more equity. A bias in favor of 
lawyers can result in quick settlements to make the lawyers look good at the expense of 
creditors. In short, shareholders’ control of the appointment of bankruptcy directors undermines 
their independence. 

These conflicts become worse when the controlling shareholder and its lawyers are repeat 
players in the bankruptcy arena who can influence future nominations to the position of 
bankruptcy directors. Figure 3 depicts part of the social networks of the eight busiest bankruptcy 
directors. It shows that all of these directors relate to each other and to a group of private-equity 
funds and law firms. Those connections are key to understanding the environment in which 
bankruptcy directors operate. To become a bankruptcy director one must work with the leading 
law firms and private-equity firms in the bankruptcy practice. 

Therefore, bankruptcy judges should treat the decisions of bankruptcy directors in conflicts with 
creditors as they would treat the conclusions of any other professional a Chapter 11 firm hires. 

B. Enhancing Creditor Voice and Investigative Power 

In this Section, we argue that enhancing the voice of unsecured creditors can cure the structural 
bias of bankruptcy directors. Creditors in Chapter 11 proceedings are usually sophisticated 
investors with expert lawyers. There is no reason to let shareholders’ appointees prevent 
creditors from representing themselves in matters on which creditors and shareholders disagree. 
Doing so sidesteps the checks and balances built into Chapter 11. 

Bankruptcy law requires a public hearing to ensure that professionals retained for the 
proceedings have no conflicts. Both debtor lawyers and UCC lawyers undergo this vetting. Can a 
similar procedure ensure the neutrality of bankruptcy directors? We believe the answer is no. 
The current market for bankruptcy directorships creates a structural bias in favor of the 
shareholders and the law firms that hire these directors. Even a bankruptcy director with no prior 
connection to the debtor firm or its lawyers will not want to disappoint them and jeopardize 
future engagements. This structural bias will remain as long as shareholders and their lawyers 
alone control the selection of bankruptcy directors.  



The solution is for bankruptcy courts and distressed firms to involve creditors in the selection of 
bankruptcy directors. In some cases, this is already happening. The appointment of specialist 
directors with the support of creditors raises fewer concerns, although disputes can still arise 
when there is disagreement among creditors on the appointment.  

We suggest that bankruptcy judges adopt a practice of holding a hearing, early in the bankruptcy 
process, in which the debtor firm will present any bankruptcy directors it appointed or plans to 
appoint. The creditors will then express their views about the appointment. If the creditors 
support the appointment, the court will treat the bankruptcy directors as neutral actors. If the 
creditors are of different minds, the court will regard the bankruptcy director as partisan in areas 
of creditor disagreement. Judges could look to evidence that creditors supported a director in a 
prior bankruptcy in the same way they look to whether a different court accepted an expert’s 
testimony as credible. 

If the creditors whose views the court deems important oppose the appointment, the court will 
treat the bankruptcy directors as representing the debtor: it will consider their position when 
making judicial decisions, but will weigh it against creditors’ position.  

When this happens, the court should generally let the UCC conduct its own investigation of 
claims against insiders and will consider its recommendations. Importantly, the court should not 
conclude that a proposed settlement is fair only because the bankruptcy directors endorse it 
without additional evidence of fairness. Dissenting creditors should be able to present their own 
analysis of the facts, which will require both time and estate funds—as Congress envisioned. 

We realize that allowing creditors to conduct a parallel investigation when they oppose the 
bankruptcy directors can delay the proceedings. We will address this concern in Part IV.C below. 
In any event, debtors wishing to expedite the process could seek creditors’ blessing of the 
selection of bankruptcy directors in advance. Similarly, bankruptcy directors could gather 
evidence pre-petition to immediately turn over to creditors for their own analysis. Streamlining 
the bankruptcy process should not come at creditors’ expense. 

Requiring bipartisan support to ensure director neutrality is an old idea. In the corporate-law 
context, Lucian Bebchuk and Assaf Hamdani proposed to let public investors appoint or at least 
substantially influence the appointment of independent directors who vet decisions in which the 
interests of public investors and the controlling shareholder diverge. The American Stock 
Exchange used to require issuers with a dual-class share structure to adopt this mechanism to 
protect the holders of the low-voting shares. A similar requirement exists for listed controlled 
companies in the United Kingdom, Italy, and Israel. Using this approach to make bankruptcy 
directors accountable also to creditors will protect creditors while preserving these directors’ 
ability to streamline the bankruptcy process. 

C. Objections 

In this Section, we respond to possible objections to our recommendations. In particular, we 
examine the arguments that bankruptcy directors bring expertise to the boardroom, streamline 



the bankruptcy process, and rid the debtor firm of meritless suits. While these explanations are 
possible, we do not find evidence in our data that supports them. 

1. Expertise 

A common argument for using bankruptcy directors is that their expertise enhances board 
deliberations and improves the bankruptcy process. In an unreported regression controlling for 
other determinants of litigiousness, we find no evidence of such an advantage: there is no 
apparent relation between the presence of bankruptcy directors and the number of objections 
filed in court. Given that sophisticated attorneys advise all of the firms in our sample, the 
benefits of expertise that bankruptcy directors might bring beyond what the lawyers do are 
dubious.  

Moreover, expertise does not compensate for bias. When bias exists, even knowledgeable 
bankruptcy directors will not examine creditor claims objectively. The reality is that bankruptcy 
directors will usually not earn more money if unsecured creditors do especially well in a lawsuit. 

Our two case studies illustrate this point. Marc Beilinson, a bankruptcy director in the Neiman 
case, had served on fifteen boards, about half of them of bankrupt companies. He clearly had 
significant experience. However, when he took the witness stand, he was unable to answer 
questions about the investigation he oversaw and his answers revealed it had not gone very far. 

Similarly, when Payless appointed Charles Cremens as bankruptcy director, it described him as 
having vast restructuring experience.203 Nevertheless, he conducted a flawed investigation in 
the eyes of unsecured creditors: he failed to obtain tolling agreements from the private-equity 
sponsors for claims that could expire during his investigation, and declined to hire an expert to 
determine whether Payless had been solvent when it paid dividends. This was the most critical 
question for the creditors’ claims. Yet it is clear from his own representations that he did not see 
his role to be zealously prosecuting the self-dealing claims. 

Finally, there are ways to bring bankruptcy expertise to the board while protecting creditors. As 
we suggest above, creditors should have a say on the identity of the bankruptcy directors. This 
will allow the appointment of professional directors who do not owe their appointment only to 
shareholders. Courts will still need to be mindful when evaluating the actions of directors 
supported only by some creditors in resolving disputes between creditors. When creditors do not 
have such a say, shareholders should still be allowed to choose their board members and to hire 
experts if they would like, but the decisions of such directors should not be regarded by the 
bankruptcy judge with any special status. Alternatively, boards can acquire bankruptcy expertise 
by hiring legal and financial advisors rather than appointing new directors. This has been the 
standard practice for the entirety of the modern bankruptcy system.  

2. Speed 

Another argument for the use of bankruptcy directors is that they streamline the bankruptcy 
process. Here too, we find no evidence of such an advantage: the duration of bankruptcy 
proceedings in the presence of bankruptcy directors is similar to its duration in their absence both 



on average and in an unreported regression controlling for other factors that may affect 
bankruptcy duration.  

Even if such an advantage existed, it would not alter the calculus. Emerging from bankruptcy 
quickly at the expense of creditor recoveries undermines an important bankruptcy policy goal.  
Bankruptcy directors could achieve speedy results by undercutting rights of creditors and by 
deflating claims against the shareholders who appointed them. Our finding of significantly lower 
creditor recoveries in the presence of bankruptcy directors is consistent with this prediction. The 
two case studies we presented above illustrate the dynamics. In both of them, the bankruptcy 
directors prevented unsecured creditors from conducting their own investigation and quickly 
settled fraudulent transfer claims. 

3. Avoiding Meritless Litigation 

Finally, one could argue that unsecured creditors might pursue meritless claims in the hopes of 
extracting a holdup-value settlement. In theory, bankruptcy directors could prevent this by 
analyzing claims and settling them with minimal delay to the firm’s emergence from bankruptcy. 
In our view, however, this argument is not persuasive. The traditional tools of litigation 
management—motions to dismiss and summary judgment hearings—address this concern. 
Bankruptcy judges are experts in identifying meritless claims and can reduce the bargaining 
power of litigants with weak claims. There is no need to allow bankruptcy directors to preclude 
unsecured creditors from getting their day in court. 

CONCLUSION 

In this Article, we studied new data that reveal that boards of directors of bankrupt companies 
increasingly delegate important Chapter 11 decisions to bankruptcy directors. These directors 
have taken on a quasi-trustee role in Chapter 11, holding themselves out to the bankruptcy court 
as independent even though they owe their appointment to shareholders. They therefore suffer 
from a structural bias resulting from being part of a closely-knit community: a handful of 
private-equity sponsors that control distressed companies routinely turn to a handful of law firms 
for representation and per their advice pick these bankruptcy directors from a small pool.  

Our analysis reveals that these directors are ill-suited to vet self-dealing claims against 
shareholders, and that their presence is associated with lower recoveries for unsecured creditors. 
This finding at least shifts the burden of proof to those claiming that bankruptcy directors do not 
favor the shareholders who hire them. Our policy recommendation, however, does not require a 
resolution of this controversy. We propose that the court regard bankruptcy directors as 
independent only if the creditors support their appointment, making them equally dependent on 
both sides to the dispute. 



 

 



 



 



 



 



 



 

 

 

 

 

 



 

 



  



Avoiding Independent Director Challenges In Ch. 11 Litigation 

By Kenneth Rosen, Howard Brownstein and Philip Gross (July 13, 2021) 

Recently, a materially revised Chapter 11 restructuring plan of reorganization was negotiated, in 
part, by a purportedly independent special committee of the board of Purdue Pharma LP. 

In the Chapter 11 case of Purdue Pharma, filed in the U.S. Bankruptcy Court for the Southern 
District of New York Bankruptcy Court in September 2019, the Purdue debtors stated that the 
special committee was comprised of "four blue-chip restructuring and pharmaceutical 
professionals, none of whom had any prior connection to the Sackler Families." 

However, the independence of that special committee was challenged by a parent — whose child 
allegedly died as a result of the opioid epidemic — who sought the appointment of an examiner. 

On June 16, U.S. Bankruptcy Judge Robert Drain ordered the appointment of an examiner with 
limited powers tasked with investigating whether the Purdue special committee, "in directing that 
the Chapter 11 plan ... to be filed and pursued, was acting independently." 

Had the independent committee made adequate disclosures at the outset of the case, as we 
suggest below, so that the independence issue was thoroughly vetted earlier, perhaps this whole 
sideshow could have been avoided, particularly now nearly two years after the Purdue Pharma 
bankruptcy petition was filed and on the verge of plan confirmation. 

The appointment of independent directors or special litigation committees by a debtor or 
prospective debtor in anticipation of a company commencing a bankruptcy case has become a 
common tool. 

Such an appointment may be recommended by restructuring advisers to help insulate a 
company's board or its shareholders from criticism of prepetition decisions and/or to help a soon-
to-be debtor maintain control over potential post-petition investigations of actions taken by the 
company leading up to the bankruptcy filing. 



One issue with such practice, though, is determining what diligence must be done before a 
bankruptcy court and creditors can be satisfied that the corporate governance tool of independent 
directors is sufficient. Before responding, we review certain applicable statutes and case law, and 
then focus on practicalities and realities with respect to suggested disclosure regarding 
independent directors. 

We note at the outset that the practice of appointing independent directors has come under recent 
criticism for supposedly divesting creditors of the right to conduct their own investigation. The 
concern is that such independent directors may be beholden to the party responsible for their 
appointment, and "tread softly in the investigation," which would of course violate their 
independence, as professors Jared Ellias, Ehud Kamar and Kobi Kastiel recently put it in their 
paper, "The Rise of Bankruptcy Directors." 

The paper is critical of the independent director practice and states that "[t]raditionally, there has 
... been little need to focus on the independence of board members," as a bankruptcy judge "was 
the final decision-maker, and creditors were ready to weigh in on important bankruptcy decisions 
and state their position." 

Then, the paper says that that is no longer the case, that there is an increased need today to focus 
on the independence of such board members, and that such directors should be approved only if 
creditors actively support their appointment. 

We respectfully disagree, and believe that this solution is misguided. Requiring creditor blessing 
of an independent director is, in our view, an invitation to an unnecessary controversy, which 
may be expensive and cause delays. 

The appropriate response to the concerns stated in the article is fuller disclosure, so that the 
bankruptcy court can make an informed decision regarding director independence and any 
investigation to be conducted. 

With proper disclosure requirements, the debtor's professionals and other parties with influence 
in the selection process will be more cautious in their appointments, given the risk of (1) a court 
taking a deep dive into the director's independence, based on full and complete disclosure of 
such director's relationships, and (2) the court appointing an examiner or Chapter 11 trustee, as 
occurred in the Purdue Pharma case. 

In addition, where sophisticated creditors, ad hoc and official committees, nonconsenting 
shareholders, and/or other parties are actively participating in large corporate bankruptcies - as is 
typical — such parties can also evaluate and raise issues as to director independence. 

Bankruptcy judges regularly determine whether bankruptcy estate professionals are independent 
and conflict-free, and the U.S. Trustee's Office is typically involved in that process. The same 
should hold true for independent directors. 

We agree with the article's recommendation that bankruptcy judges adopt a practice of holding a 
hearing early in large Chapter 11 cases in which the debtor presents any independent directors it 
has recently appointed or plans to appoint during the bankruptcy. But, as with bankruptcy 



professionals, there first must be adequate disclosure of connections so that the court can 
properly evaluate the independence of a particular director. 

Our purpose is not to be critical of persons who commonly serve as board members in 
bankruptcy cases. We believe that the practice of the appointment of independent board 
members, particularly as a company approaches insolvency, is an appropriate tool for 
maintaining and improving corporate governance. However, evaluation of such a board 
member's independence requires scrutiny of the board member's relationships. 

A determination that an appointed or proposed board member is not sufficiently independent is 
not necessarily a comment on such person's integrity or reputation. Rather, per the Delaware 
Chancery Court in its 2003 In re: Oracle Corp. Derivative Litigation decision, it is solely a 
conclusion that such person is "not situated to act with the required degree of impartiality." 

Bankruptcy has long imposed its own standards regarding independence, such as where a 
conflict waiver pursuant to applicable state law may be insufficient for legal professionals. 

Appointment of Independent Directors to Retain Control and Criteria for Appointments 

In bankruptcy cases, one strategy may be to convince the bankruptcy court that the independent 
director will report on an examination as a neutral expert, similar to that of a court-appointed 
examiner. 

The appointment of independent directors to oversee an investigation, or to negotiate a 
transaction when a majority of its directors may not be disinterested, enables the corporation to 
retain better control over the investigation and/or over the transaction negotiations. 

The U.S. Trustee's Office may seek the appointment of an examiner despite the existence of an 
independent board member or special committee, if there is evidence that a debtor is attempting 
to weaken the process via the appointment of directors who are not truly independent. This is an 
additional reason for the debtor's professionals to exercise care in their appointment. 

Similarly, if the independent director's appointment is perceived by creditors as a device for a 
company to soften dealings with a possible adversary, creditors' committees may discount the 
value of the independent board member,[10] and seek to conduct and control the investigation 
themselves. The debtor's counsel should avoid this danger by ensuring the true independence of 
directors. 

Delaware Law 

In bankruptcy cases, appointing independent directors is often an attempt to insulate actions 
taken prior to commencing the bankruptcy case, such as cash bonuses, modification of 
employment contracts, key employee retention agreements or insider transactions. The argument 
is that, if independent directors approved the prepetition action, it should not be subject to 
challenge post-petition. 

However, in reality, the mere appointment of one or more purportedly independent board 
members does not ipso facto mean that the inquiry is over as to whether an investigation should 



be conducted, or whether the debtor's board's view that a particular transaction is reasonable 
should be accepted. 

Delaware law generally does not provide bright-line guidance to determine independence. 

As discussed by Arthur Kohn, a partner at Cleary Gottlieb Steen & Hamilton LLP in a recent 
post, the determination of director independence "involves a fact-intensive inquiry that is made 
on a transaction- or decision-specific basis. ... Under Delaware law, '[i]ndependence means that a 
director's decision is based on the corporate merits of the subject before the board rather than 
extraneous considerations or influences.'" 

Kohn continues that, "much of the case law in this area has concentrated on business 
relationships or other economic ties among directors, particularly in industries that foster tight 
networks of repeat players." The Delaware courts have focused on the circumstances in which 
personal relationships impact independence. 

Whether an individual is an independent director largely depends on the situation and its context. 
Delaware courts have adopted a flexible, fact-based approach to the determination of directorial 
independence. This test, laid out in the Oracle decision, focuses on whether the director a 
"director is, for any substantial reason, incapable of making a decision with only the best 
interests of the corporation in mind." 

What constitutes a material relationship or one that would interfere with the exercise of 
independent judgment is a fact-based question. 

As discussed by Orrick Herrington & Sutcliffe LLP attorneys Jim Kramer, Todd Scott and Alex 
Talarides, the question of whether a director is independent "must be evaluated on a case-by-case 
basis, and should involve careful consideration of the director's background, business history and 
personal relationships." 

Per Kohn's post, the "Delaware Supreme Court's recent case law has stressed that 'when 
evaluating director independence, personal relationships do matter.'"  

In Chapter 11 bankruptcy cases, the unspoken question is whether the independent board 
member will cede to the often-unspoken influence of such person's nominator by being too soft 
in an investigation, or in approving an insider transaction without being sufficiently aggressive in 
negotiations to fully maximize the estate's benefit from the transaction. 

The Delaware Chancery Court has given some guidance as to requirements for independence. 
Such a director must: 

• Not be dominated or controlled by any party with an interest in the transaction; 
• Not be compromised by virtue of being, per the Oracle court, "beholden to an interested 

person"; 
• Not be controlled by another; 
• Have the power to say "no" to the controlling shareholder; and 
• Have real freedom to negotiate and the ability to exercise it on an arm's-length basis. 



Greater Scrutiny for Evaluating Director Independence in the Bankruptcy Context 

The above criteria are relatively vague in providing adequate guidance as to the panoply of 
relationships that may impact the independence of director in a bankruptcy case. 

Because the restructuring industry is relatively small, the universe of players in bankruptcy cases 
— lawyers, investment bankers, financial advisers, bankruptcy directors and investors — often 
intersects in numerous bankruptcy cases, with people sometimes playing the same or different 
roles. 

Being dominated or controlled by another does not mean just owing someone money in the 
financial sense. Rather, dominance or control can flow from personal or other relationships to the 
interested party. 

The concern exists that an independent board member's reliance on their nominator for future 
paid board appointment roles can, intentionally or not, cause the board member to be dominated 
or beholden. 

Therefore, in the bankruptcy context where a court is considering the appointment of an 
independent director, inquiry into the number of appointments by the nominator of a particular 
nominee is an appropriate area of inquiry. 

The counterargument is that the nominee is an attentive, diligent and true independent and, 
therefore, has been asked more than once by the nominator to serve on boards. The point is that 
this is an appropriate area of inquiry. It is not that a nominee should automatically be disqualified 
if regularly nominated by the nominator. Rather the issue should be reviewed and considered. 

Proposed Required Disclosures for Independent Directors in a Bankruptcy Context 

Below are suggested disclosures to be made by a proposed independent director — or an existing 
director that is purportedly independent — in the bankruptcy context, in order to enable the court 
to make an informed decision as to such director's independence and whether such director is 
appropriately deemed independent for the circumstances at issue: 
 

Who introduced or recommended the independent board member? 

If recommended by another board member, provide that board member's name, and whether they 
will be the potential subject or target of an investigation and/or party to a proposed transaction to 
be evaluated by the special committee or independent board member. 

• Was the person recommended by the debtor's counsel or debtor's financial adviser? If so, 
identify the cases and companies where the debtor's counsel or financial adviser is or has 
been a retained professional to a company of which the independent board member 
currently or formerly was a board member, whether the independent board member was 
previously employed by the debtor's counsel or financial adviser, and whether the 
independent board member is currently a board member of any other companies currently 
or previously represented by the debtor's counsel or debtor's financial adviser. 



• Does the independent board member currently serve, or have they in the past three years 
previously served as a board member of any other companies where a member of the 
debtor's board also served or serves as a board member? 

• Identify the for-profit and nonprofit boards of which the independent director is a 
member, and any companies for which the nominee serves as an officer. 

• Identify the bankruptcy cases, companies and/or situations where the director serves or 
has previously served as financial adviser, chief restructuring officer, litigation trustee, 
liquidation trustee, disbursing agent, or other expert or agent. 

• Is the debtor's counsel also counsel to any party in any of the cases, companies and/or 
situations where such independent director served (or serves) as financial adviser, chief 
restructuring officer, litigation trustee, liquidation trustee, disbursing agent, or other 
expert or agent? 

• Will the independent board member, or a special board committee on which the 
independent board member will serve, have the ability to appoint counsel and financial 
advisers of their own choosing, separate and apart from the debtor's professionals? 

• Identify any other companies where the independent director is or has been a board 
member in the past three years and where the debtor's counsel or financial adviser is or 
has been a professional retained by a principal equity holder or principal creditor of the 
company in the past three years. 

• Identify any other companies where the independent board member is or has been a board 
member in the past three years, and where principal stockholders or principal creditors of 
the debtor are also principal stockholders or creditors of such other company in the past 
three years. 

With these disclosures, both a court and creditors can sufficiently evaluate the asserted 
independence of a director prior to turning to more drastic and costly bankruptcy tools such as 
examiners or Chapter 11 trustees. 

  



Some Independent Directors of Bankrupt Firms Show Bias, Study Says 

By and Soma Biswas and Alexander Gladstone - July 23, 2021  

 

Researchers proposed that bankruptcy judges should regard independent directors as truly neutral 
‘only if all creditors support their appointment, making them accountable to all sides of 
bankruptcy disputes.’ 

Companies on the brink of insolvency are increasingly appointing independent directors to their 
boards as they prepare for a bankruptcy filing, but their neutrality is disputed by creditors, 
lawyers and academics. 

The companies label these directors as disinterested experts who act to maximize value for 
creditors by investigating the reasons for the bankruptcy, dealings between the company and its 
owner, and other matters. The directors’ input carries significant weight with bankruptcy judges, 
who tend to defer to their findings that a particular settlement or transaction is fair, years of court 
rulings show. 

The problem, according to new research, is that some of these directors are biased in favor of the 
companies that hired them. The directors have financial incentives to build reputations as 
friendly to the companies and lawyers that help them land similar gigs in the future, researchers 
at the University of California Hastings College of the Law and Tel Aviv University said in a 
study published last month. 

While such directors are independent from the company, they are also “grateful to the lawyers 
who brought them into the case,” said Al Togut, a bankruptcy lawyer with Togut, Segal & Segal 
LLP. 

Some creditors pay the price for this “structural bias,” according to the study, which examined 
770 large chapter 11 filings between 2004 and 2019. It found that independent directors 
sometimes stifled investigations, rejected potential legal claims and rushed negotiations, 
resulting in less money recovered for low-ranking creditors with the most to lose. 

Unsecured creditors—those who have no collateral for the money they are owed—recouped 21% 
less, on average, from bankrupt companies that had an independent director than from those that 
didn’t, the study found. 

As a fix, the researchers proposed that bankruptcy judges should regard these directors as 
independent “only if all creditors support their appointment, making them accountable to all 
sides of bankruptcy disputes.” 

Jim Conlan, co-head of the corporate restructuring practice at law firm Faegre Drinker Biddle & 
Reath LLP, said that bankruptcy outcomes are primarily determined by the dynamics of a given 
industry and a company’s business decisions. It is a flimsy argument to say that the lower 
recovery the researchers found is primarily driven by the appointment of independent directors, 
he said. 



“While other explanations are possible, this finding at least shifts the burden of proof to those 
claiming that bankruptcy directors improve the governance of distressed companies,” the 
researchers said in the paper. 

Bondholders, suppliers and employees can have a lot riding on independent directors’ 
bankruptcy investigations, which can yield settlements or judgments to help cover corporate 
debts that might otherwise go unpaid. So do private-equity firms, which may have already 
written off their stakes in the bankrupt companies, but could still face litigation over soured 
investments. 

The number of bankrupt companies with at least one independent director had risen to 48% by 
2019 from 3.7% in 2004, the researchers found. About half the companies that appointed 
independent directors before they filed for chapter 11 were owned by private equity firms, 
according to the study. 

The study also identified a small group of people who have served as independent directors in 
many different chapter 11 cases, often hired multiple times by the same law firm representing a 
bankrupt company’s private-equity owners. That suggests they show an “auditioning bias,” 
favoring owners in hopes of getting rehired for similar assignments, the researchers said. They 
identified 15 people as “super-repeaters” who served as independent directors an average of 17 
times. 

Some bankruptcy professionals said the study reinforced their long-held beliefs that outside 
directors serve the companies filing for bankruptcy, rather than seeking full accountability for 
actions that drive businesses to chapter 11. 

Steven Seiden—an executive-search consultant who specializes in finding and vetting executives 
to serve on boards, including independent directors for distressed companies —said that the 
tendency for certain individuals to be repeatedly tapped as independent directors calls that 
independence into question. 

“These are professional directors who want to get another opportunity, so they keep being 
reused,” Mr. Seiden said. “In order to curry favor, including future directorships with the private-
equity firms, they frequently go along with what they believe [those] firms are seeking.” 

One of the “super-repeaters” identified in the study is Marc Beilinson, who was appointed as an 
independent director at private-equity-controlled Neiman Marcus Group Inc. weeks before the 
retailer entered bankruptcy last year. The study pointed to the Neiman bankruptcy as one where 
directors’ independence was questioned. 
 

Mr. Beilinson said in an interview that investigations by independent directors can and do 
conclude there are claims against private-equity firms “when the facts support it.” Previously a 
bankruptcy lawyer, he now heads a financial advisory firm specializing in corporate 
restructuring, Beilinson Advisory Group LLC. 



“I always strive to increase recoveries for the estates I’m involved with and have had notable 
success, which is why I’m sought out as an independent director,” Mr. Beilinson said. 

Another independent director in the Neiman bankruptcy, Scott Vogel, was criticized at a court 
hearing last year by a lawyer for Neiman’s creditors committee, Richard Pachulski, who said he 
had concerns about Mr. Vogel’s impartiality. 

Messrs. Beilinson and Vogel had served in similar roles for distressed companies that were also 
represented by Neiman’s law firm, Kirkland & Ellis LLP. The two men were investigating 
claims that Neiman had defrauded creditors of as much as $1 billion by transferring ownership of 
its Mytheresa e-commerce business to Neiman’s co-owner, private-equity firm Ares 
Management Corp. If they found evidence to support the creditors’ claims, the two men were to 
pursue a settlement with Ares. 

Mr. Vogel, who handled the investigation into the Mytheresa transfer, steered negotiations with 
Ares toward as small a settlement as possible, offering creditors $40 million, Mr. Pachulski said 
in court filings. 

Mr. Vogel defended his actions in court papers, saying he conducted a thorough investigation, 
collected tens of thousands of pages of documents and deposed close to a dozen Neiman insiders 
and advisers as part of the inquiry. He didn’t respond to a request for comment. 

Ares and Neiman declined to comment. Kirkland didn’t respond to requests for comment. 

Ares and its co-investor in Neiman Marcus eventually settled the dispute, relinquishing $172 
million to unsecured creditors. Mr. Vogel said in court papers the amount was generous. 

Picking directors from a small pool of candidates isn’t unique to bankruptcy, but “it appears to 
be a particularly acute problem in bankruptcy,” said Nancy Rapoport, a professor at the 
University of Nevada, Las Vegas whose specialties include bankruptcy ethics. 

Another case the study pointed to as an example was the bankruptcy of shoe retailer Nine West 
Holdings Inc. Creditors criticized the two independent directors on the company’s board, saying 
they were improperly protecting Nine West’s private-equity owner, Sycamore Partners. Nine 
West and Sycamore were facing creditors’ allegations that Sycamore had shortchanged them by 
more than $1 billion. Sycamore later settled the dispute for $120 million. 

Sycamore declined to comment. Nine West and a lawyer for the creditors didn’t respond to 
requests for comment. 

The bankruptcy system isn’t as flawed as the researchers’ paper suggests, said James Bentley, a 
bankruptcy lawyer at Winston & Strawn LLP, pointing to the $120 million settlement in the Nine 
West bankruptcy. Mr. Bentley wasn’t involved in the case. 

The researchers found that companies with independent directors in chapter 11 tend to work 
most often with lawyers from Kirkland & Ellis as well as Weil, Gotshal & Manges LLP. The two 
law firms didn’t respond to requests for comment. 

  



A DANGEROUS MIX: MULTIPLE BOARD SERVICE AND INSOLVENCY 
American Bankruptcy Institute Journal 

February, 2018 
Marshall S. Huebner  

Davis Polk & Wardwell LLP; New York 
 
Directors of U.S. companies in certain industries or with sponsor shareholders frequently serve 
on the boards of multiple entities within a single corporate family--often, the parent company 
and one or more subsidiaries. Under the law of Delaware (where many U.S. companies are 
incorporated), these directors are often called “dual fiduciaries” because they owe fiduciary 
duties to each entity that they serve. Developments in the law regarding the duties owed - - and 
the conflicts faced--by dual fiduciaries should heighten directors' awareness of certain risks if 
they serve on the board of a parent corporation and one or more subsidiaries that is (or might 
soon become) insolvent. 
 
Holding multiple directorships in a corporate family where every entity is financially healthy 
poses relatively few problems. However, a troubled financial condition and a reasonably 
foreseeable insolvency changes the equation for dual fiduciaries due to potentially diverging 
interests among the corporate entities. The combination of this tension with the dearth of safe 
harbors--even recusal on the topic at both boards might be inadequate--elevates the risk of 
personal liability. Directors can lower this risk by, among other things, (1) resigning from one or 
more of the boards at an appropriately early moment; (2) organizing the corporate entities as 
limited liability corporations (LLCs) or limited partnerships (LPs) and disclaiming fiduciary 
duties; and (3) maintaining adequate insurance policies, including direct standalone coverage for 
directors and officers (D&Os). 
 
Fiduciary Duty Framework Under Delaware Law 
 
Directors must manage the affairs of the corporations they serve with care (the duty of care) and 
subordinate their personal interests to those of the corporation (the duty of loyalty). The duty of 
loyalty also encompasses the duty of good faith, which requires that directors act with the 
purpose of advancing the best interests of the corporation. 
 
A dual fiduciary owes the same duties to each corporation on which he/she serves, and courts 
have long held that dual-fiduciary status does not diminish the extent or strength of these 
obligations. Whether potential, actually divided or conflicting, loyalties appreciably increase 
litigation risk and turn largely on whether any of the entities--typically the subsidiary--is 
insolvent. 
 
Financial distress and the risk of insolvency fundamentally alter the risk equation. A solvent 
wholly owned subsidiary normally exists solely for the benefit of its parent, and owes only 
contractual duties to other stakeholders such as creditors. However, when a subsidiary becomes 
insolvent, the way it maximizes its value might diverge from what is best for its (now-out-of-the-
money) parent. In such an event, the subsidiary's creditors replace its shareowner as the residual 
claimants on the firm's value and acquire derivative standing, ordinarily held only by 
shareholders, to sue derivatively for fiduciary breaches. 



 
Directors initially enjoy the broad protection of the business-judgment rule when they are sued 
for alleged breaches of their fiduciary duties. The business-judgment rule is a default 
presumption that corporate directors make decisions on an informed basis, in good faith and in 
the honest belief that their actions are in the best interests of the companies they serve. It is 
intended to prevent courts from second-guessing good-faith business decisions and shield 
directors from frivolous litigation. When applicable, the rule broadly protects directors from 
fiduciary duty litigation, placing their business decisions beyond the reach of judicial scrutiny. 
 
However, if a complaint plausibly rebuts the business-judgment rule (e.g., by claiming that the 
directors acted in bad faith by approving a transaction while they faced a conflict of interest), the 
burden of proof shifts to the defendants as courts apply the far more demanding “entire fairness” 
standard. 
 Entire fairness requires that the challenged transaction be both procedurally (“fair dealing”) and 
substantively (“fair price”) fair.  When the business-judgment rule has been rebutted, it opens the 
door to costly and risky litigation, as the defendant/directors fight an uphill battle to demonstrate 
that they did not violate their fiduciary duties in ratifying the suspect transaction. Because dual 
fiduciaries owe fiduciary duties to each entity separately, creditors have every incentive to try to 
rebut the business-judgment rule and implicate the entire fairness standard by citing any and all 
potential conflicts. Therefore, it is paramount that directors avoid the conflicts of interest—and 
even the appearance of such conflicts - that give plaintiffs any grounds to strip directors of 
business-judgment rule protection. 
 
No Safe Harbors 
 
A landmark case avers that there are no “safe harbors” for directors who approve transactions in 
the face of divided loyalties. For example, a dual fiduciary could not merely recuse 
himself/herself from an insolvent subsidiary board's decision with respect to a transaction 
(unduly) favoring the parent and vote for that transaction only in his/her capacity as a parent 
director. The director would still owe fiduciary duties to the subsidiary, and failing to act in the 
best interests of that subsidiary (by approving the transaction as a parent director) would violate 
the duties of good faith and loyalty owed to the subsidiary. 
 
Moreover, several courts have taken the view that even complete recusal on the topic from both 
boards (i.e., abstaining from voting on a challenged transaction in any capacity) will not always 
restore business-judgment rule protection. Although directors cannot be held liable for decisions 
in which they had no involvement whatsoever, a director can be held liable for his/her 
involvement in a challenged transaction--even if he/she did not personally vote on it. For 
example, in In re TOUSA Inc., a defendant director of an insolvent subsidiary abstained from 
voting on a transaction that allegedly favored the parent, yet the claims against him were 
permitted to go forward because the director was intimately familiar with the transaction and its 
substantial risks, and failed to warn the subsidiary's other directors against approving it. So long 
as a director participates in a challenged transaction in some “legally significant way,” recusal 
might not restore the business judgment rule and immunize that director from liability. This 
expansive approach to director liability, which comes close to imposing on directors an 
affirmative “duty to warn” against suspect transactions, was recently reaffirmed in a case holding 



that dual fiduciaries who are “involved with” a challenged transaction will be judged under the 
entire-fairness standard rather than the business-judgment rule-- even if they do not vote on it. 
 
Dual fiduciaries who serve on the board of a parent company and on the board of a financially 
troubled subsidiary are thus placed in a perilous position. The subsidiary's financial distress and 
potential insolvency exposes them to derivative fiduciary duty litigation from creditors, and, for 
any transaction involving both the subsidiary and its parent, creditors can allege that the 
competing interests at stake warrant the application of the entire-fairness standard. Recusal on 
either side of the transaction might prove insufficient to re-establish business-judgment rule 
protection, and even recusal from all boards can still leave directors open to liability. In light of 
these risks, directors holding multiple board positions in a corporate family need to carefully 
consider the steps that they can take in order to protect themselves. 
 
Solutions 
 
Directors should first evaluate whether dual fiduciary status is worth maintaining when any of 
the relevant entities experiencing financial distress are (or may become) insolvent. Holding 
board positions at a parent entity and its subsidiaries is often sensible when every entity is 
financially healthy, but the risks posed by impending or actual insolvency might be too great to 
bear. Directors who may find themselves having to answer not only to a parent entity and its 
shareholders, but also to the creditors of an actually or potentially insolvent subsidiary should 
rethink whether they want to remain on multiple boards. 
 
Directors should also attempt to manage risk through the choice of corporate form. While the 
creditors of an insolvent corporation have standing to pursue derivative fiduciary duty claims 
against its directors, creditors of an insolvent LLC or LP generally have a far more limited or no 
such right--if the corporate documents are properly drafted.  
 
Because Delaware LLCs and LPs can generally abrogate fiduciary duties other than the duty of 
good faith in their operating documents, directors can lower their risks by electing to organize as 
or convert corporate entities to LLCs or LPs. Dual fiduciaries must also ensure that the charters 
and bylaws (at both the parent and subsidiary levels) of the LLCs or LPs expressly and broadly 
free and exculpate them from fiduciary duty claims.  
 
Lastly, directors should ensure that high-quality and properly drafted D&O insurance policies are 
in place. Particularly in the context of insolvency, when an employer might be unable or 
unwilling to indemnify its directors, a protective D&O policy (ideally, with a stand-alone “side 
A” policy) is a vital risk-management tool. 
 
Case Study: Quadrant Structured Products 
 
The Delaware Court of Chancery recently drew a line in Quadrant Structured Products Co. Ltd. 
v. Vertin between dual fiduciary decisions that--in the context of insolvency--are subject to the 
entire-fairness standard, and those that retain business judgment rule protection. 
 
Background 



 
Athilon Capital Corp. sold credit-default swaps on senior collateralized debt obligations, such as 
mortgage-backed securities. Its business model depended on a AAA credit rating, which partially 
rested on the company's compliance with certain risk-limiting operating guidelines. If Athilon 
isolated these restrictions, the company would enter a “runoff,” which mandated an eventual 
liquidation. Athilon issued several tranches of notes in three series: senior subordinated, 
subordinated and junior subordinated notes. Athilon's runoff provision was triggered in August 
2010. 
 
Later in 2010, EBF & Associates purchased all of Athilon's outstanding equity and junior 
subordinated notes and appointed four of the five board directors, two of whom were employed 
and compensated by EBF and thus owed fiduciary duties to both EBF (Athilon's shareowner) 
and Athilon (an insolvent subsidiary). In 2011, Quadrant Structured Products Co. Ltd. purchased 
Athilon's senior subordinated and subordinated notes. 
 
The Challenged Board Decisions 
 
After Quadrant became the senior creditor, the new board (1) continued to pay interest on the 
junior notes held by EBF instead of deferring the payments as the company had a right to do and 
(2) abandoned its low-risk business model in favor of a riskier investment strategy that might 
generate higher returns (creating a risk of loss borne chiefly by Quadrant). Quadrant brought a 
derivative suit against the directors, claiming a breach of the duty of loyalty on the basis that the 
board improperly transferred value away from it as the senior creditor to benefit EBF. Athilon 
responded with a motion to dismiss Quadrant's complaint. 
 
The Decision 
 
The court held that the Athilon board had the burden of proving that the decision to make interest 
payments on the junior notes was entirely fair. The court determined that since Quadrant was the 
residual beneficiary of any increase in value, the board improperly transferred value away from 
Quadrant when they failed to defer the interest payments until the eventual liquidation. However, 
the court dismissed the claim challenging the adoption of a riskier investment strategy, holding 
that it enjoyed the protection of the business-judgment rule. Although the risk of this new 
approach was borne largely by Quadrant, the strategy decision would affect the value of the 
entity as a whole and not confer specific benefits on the directors themselves or EBF23 The court 
found it was reasonably in the interest of both entities, and by extension their respective residual 
beneficiaries, to adopt a strategy that might increase Athilon's value as a whole. 
 
Takeaways from Quadrant 
 
Quadrant should encourage dual fiduciaries to engage in business activities that do not create 
conflicts of interest between entities to which the fiduciaries owe equal duties, even if they 
increase the risk for all or only some of the insolvent entity's stakeholders. However, dual 
fiduciaries cannot rely on Quadrant to shield from judicial scrutiny decisions executed in the 
presence of conflicting interests. Measures must be taken to neutralize the conflicts of interest 
that arise under these circumstances. 


