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ARTICLE REPRINT

Directors of solvent Delaware corpora-
tions typically hope and expect to look to 
what has been referred to as the “three-
legged stool” of protection against loss: (i) 
exculpation from liability for money dam-
ages caused by a breach of the fiduciary 
duty of care; (ii) advancement of defense 
expenses, and end-of-the-matter indem-
nification of defense expenses or other 
losses; and (iii) director and officer liability 
insurance coverage.1 Likewise, officers of 
solvent Delaware corporations, while not 
subject to exculpation, expect to rely on 
advancement/indemnification and, in turn, 
on D&O insurance, when advancement/
indemnification will not or cannot be pro-
vided by the corporation. But, with a cor-
poration’s filing for bankruptcy protection, 
the game can change in material respects. 
In particular, the playing field can include 
challenges for directors and officers such as 
expanded duties, some or no opportunity 
to limit liability, burdens associated with 
establishing the allowance of claims for 
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advancement or indemnification and es-
tablishing the priority of those claims, and 
no or limited access to D&O insurance and 
the policy’s proceeds.

Expanded Duties, with Some 
or No Opportunity to Limit 
Liability

First, the duties of directors and officers 
are expanded to include fiduciary duties 
to the company’s creditors,2 as well as to 
the company and its shareholders. In fact, 
some courts have held that the company’s 
duties to its creditors become superior to its 
duties to shareholders.3 Creditors of an in-
solvent corporation have no right to assert 
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direct claims for breach of fiduciary duty against 
the corporation’s directors.4 Instead, creditors 
may protect their interests by bringing derivative 
claims on behalf of the insolvent corporation and 
any other direct non-fiduciary claim that may be 
available to individual creditors.5 

Second, with regard to limitation of liability, di-
rectors may continue to rely on exculpatory charter 
provisions adopted pursuant to section 102(b)(7) 
of the Delaware General Corporation Law.6 But, 
even if directors may benefit from that protection, 
there is no such exculpation for corporate officers 
under Delaware law,7 and the protection afforded 
directors will not cover breaches of the duty of loy-
alty or a failure to act in good faith.8 

Threshold Issue in Bankruptcy: 
Allowance of the Claim

Third, advancement or indemnification claims 
will be subjected to enhanced scrutiny not im-
posed pre-petition. As a threshold matter, the 
bankruptcy court will consider whether the claim 
is allowable under section 502 of the Bankruptcy 
Code (the “Code”). If the claim is allowed, the 
court then will determine what priority to give the 
claim pursuant to section 507 of the Code, if any.

Only claims against the bankruptcy estate that 
are deemed “allowed” will be paid in whole or in 
part.9 Section 502(e)(1)(B) of the Code requires 
disallowance of a claim if three criteria are met.10 
First, the claim must be for reimbursement or 
contribution. The concept of reimbursement in-
cludes indemnity.11 Second, the claim must be 
contingent.12 While indemnification claims are of-
ten considered to be contingent until the underly-
ing litigation is resolved,13 a director’s or officer’s 
claim for advancement of defense costs is not con-
tingent.14 Finally, the claimant must be co-liable 
with the debtor with respect to the claim. Co-lia-
bility is determined by reference to the underlying 
third-party action.15 This factor is satisfied if the 
underlying action asserts claims that, if proven, 
would give rise to liability against the debtor but 
for the automatic stay.16 A claim for advancement 
of defense costs should not be disallowed under 
section 502(e)(1)(B) because the debtor and the 
director or officer could only be co-liable on the 

underlying claims, not the defense costs associ-
ated with such claims.17

priority of Claims/Alternatives
Fourth, with regard to the priority of an allowed 

claim, advancement or indemnification claims 
predicated upon pre-petition conduct typically 
are treated as general unsecured claims,18 even if 
the advancement or indemnification claims arise 
post-petition.19 Claims involving post-petition 
conduct may be entitled to first priority admin-
istrative expense treatment, but such treatment 
is rare.20 And administrative expense treatment 
may be denied even for post-petition conduct if 
the claims have been asserted by former directors 
and officers.21 

Moreover, even an allowed claim may be sub-
ordinated to other unsecured claims pursuant to 
section 510(b) of the Code.22 

Thus, even allowed claims for advancement or 
indemnification ultimately may be worth little or 
nothing.

Access to D&O Insurance  
& The policy proceeds

Finally, all the foregoing highlights the criti-
cal importance to current and former directors 
and officers of being able to look to D&O insur-
ance proceeds. But that prospect, too, can present 
daunting challenges in the bankruptcy context.

Perhaps most notably, the automatic stay, as 
imposed by section 362(a) of the Code, will pre-
vent access to a D&O insurance policy and its 
proceeds if the policy and proceeds are deter-
mined to be property of the bankruptcy estate. 
Directors and officers will stand their best chance 
of establishing entitlement to the proceeds when 
only so-called “Side A” coverage is provided by 
the policy, namely, coverage intended to provide 
insurance proceeds directly to directors and of-
ficers.23 But the outcome becomes less certain if 
“Side B” coverage (company reimbursement for 
amounts advanced or indemnified) is provided.24 
And the outcome becomes most problematic if 
“Side C” (entity) coverage is provided and claims 
have been asserted against the corporation as well 
as the directors and officers.25
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Some commentators have suggested that, as 
a preventative measure, directors and officers 
should insist on the inclusion of “priority of pay-
ments” provisions in insurance policies at the 
negotiating/drafting stage.26 But other commenta-
tors have expressed little confidence in such pro-
visions, predicting that bankruptcy courts may 
exercise their broad equitable powers to hold 
such provisions unenforceable.27 

Even if directors and officers can establish po-
tential entitlement to the insurance proceeds, car-
riers often will assert one or more defenses to cov-
erage. Those defenses may involve, for example, 
the “insured vs. insured” exclusion if, as often oc-
curs, either the debtor-in-possession or a trustee 
in bankruptcy asserts claims against directors 
and officers, or if creditors assert such claims and 
the claims are not subject to a derivative claim 
carve-out in the exclusion.28 Other actions by car-
riers may include cancellation or rescission of the 
D&O policy based upon corporate wrongdoing 
(subject to obtaining relief from the automatic 
stay to do so).29 

Conclusion
If anything is certain, it is that the filing of a 

corporate bankruptcy petition is a game-changer 
for the debtor’s directors and officers.
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