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Fire Sale! When Presented with an Offer 
to Buy a Distressed Company, What 
Challenges and Risks Do Directors Face?
Robert E. Adel, Esq., and Gabriel M. Willhite, Esq.

Dispute Resolution Insights 

In this economic environment, debtor corporations continue to struggle to stay afloat. 
Normally, the board of directors owes a duty to the corporation and to the corporation 
shareholders. But, that duty can shift to the creditors of the corporation. Transaction 

opinions regarding (1) the solvency of the debtor corporation and/or (2) the fairness of the 
proposed transaction may be what the board of directors need to demonstrate that it has 

properly discharged its duties

introduction
XYZ Co.—the company for which you serve on the 
board of directors—is in serious financial trouble. 
The economy has hit XYZ hard. It is facing a cash 
flow	crisis.	But	due	to	the	credit	crunch,	XYZ	can’t	
find any funding.

The	company’s	bank	is	about	to	declare	a	default.	
As a practical matter, this default will bankrupt XYZ 
Co.

You	 just	 received	 a	 notice	 of	 a	 special	 emer-
gency meeting of the board of directors to consider 
and vote on an offer to buy XYZ for a “fire sale” 

price—that is, a fraction of the 
price	 that	 the	 board	 rejected	 a	
year ago.

The offer price is low. 
However, this is probably the 
only way the shareholders are 
going to get anything at this 
point.	 There	 isn’t	 time	 to	 shop	
the company for a better price.

You want to properly dis-
charge	 your	 director’s	 duties	 to	
the XYZ Co. shareholders, and 
you	 really	 don’t	 want	 to	 get	
sued! What do you do?

Of highest importance is understanding your 
duties as a director. Directors owe fiduciary duties 
to their company and to its shareholders, including 
a duty of care and a duty of loyalty.

Stated simply, these duties require directors (1) 
to make informed decisions, (2) to oversee the man-
agement of the company, and (3) to act in good faith 
in the best interests of the company.

If you are a director of a company, these duties 
should come as no surprise. They are long-standing 
corporate law. Discharging these duties, however, 
can be a minefield for the directors of a company 
that is in a downward spiral.

An important consideration for the directors of 
a distressed corporation is “to whom are my duties 
actually owed?” Generally, directors owe their pri-
mary duties to the corporation and to its sharehold-
ers.

However, under the laws of some states, includ-
ing Delaware, once a corporation becomes insolvent, 
the	directors’	 duties	 shift.	Directors	no	 longer	owe	
their	 primary	 duty	 to	 corporation’s	 shareholders.	
Instead, their primary duty is owed to the creditors 
of the debtor corporation.

The critical question in such situations is “when 
is the corporation insolvent?” A corporation is 

“Directors owe 
fiduciary duties 
to their company 
and to its share-
holders, includ-
ing a duty of care 
and a duty of 
loyalty.”
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considered to be insolvent when it has a “deficiency 
of assets below liabilities with no reasonable pros-
pect that the business can be successfully contin-
ued,” or “an inability to meet maturing obligations 
as they fall due in the ordinary course of business.”

The	solvency	analysis	may	be	subjective.	And,	it	
is often unclear whether a corporation is insolvent 
or	merely	in	the	“zone	of	insolvency.”

While Delaware courts once held that directors 
owed a duty to creditors when the debtor corpora-
tion	 was	 in	 the	 “zone	 of	 insolvency,”	 recent	 court	
decisions have severely restricted, if not put to rest, 
such claims. 

Still, prudent directors should be aware that, 
when	operating	in	the	“zone	of	insolvency,”	there	is	
increased litigation exposure. This litigation expo-
sure is caused by the uncertainty of:

1. whether the debtor corporation is insolvent 
or not and

2. whether directors owe their primary fidu-
ciary	obligations	to	the	corporation’s	share-
holders or its creditors.

Balancing these multiple constituents, some-
times with competing interests, can be difficult.

no MAgic ForMulA
What does this mean for the corporation direc-
tors?	The	duties	owed	to	the	corporation’s	creditors	
are essentially the same as the duties owed to the 
corporation’s	shareholders.

Directors of an insolvent corporation should be 
wary, however, of situations such as fast-moving 
“fire sales.” In such a “fire sale” it may appear that 
the directors are favoring the interests of the share-
holders to the detriment of the creditors.

Once a debtor corporation begins the process of 
selling a controlling ownership interest, the direc-
tor’s	 so-called	 “Revlon	 duties”	 kick	 in;	 the	 board’s	
primary	 objective	 is	 to	 maximize	 the	 sale	 price	 of	
the company. These duties apply even in the con-
text of distressed and insolvent corporations.

In a fire sale situation, however, it is not always 
clear how these duties are to be appropriately dis-
charged. There is no magic formula for compliance. 
The board must do what is reasonable under the 
circumstances.

So what happens in a fire sale situation as 
described above, where the price is low and the 
company faces an imminent crisis such as a bank 
default? Although the answer will depend on the 

facts and circumstances, two 
recent cases are instructive.

The first case involved the 
Bear Stearns sale, in which 
Bear Stearns sold a control-
ling ownership interest to J.P. 
Morgan. In March 2008, Bear 
Stearns faced a liquidity crisis 
and was considered to be on 
the verge of collapse. At that 
time, Bear Stearns accepted 
J.P.	 Morgan’s	 $10	 per	 share	
offer, despite the fact that the 
Bear Stearns stock recently 
traded as high as $133.20 per 
share.

The board approved this 
deal (1) without having embarked on a broad effort 
to sell the company and (2) without many of the 
usual M&A safeguards in place.

In the lawsuit that followed,1 the court found 
for the directors and held that their conduct was 
reasonable under the particularly extreme circum-
stances.

Another recent case, this one in the Delaware 
Supreme Court, is also instructive.2 Although it did 
not involve the sale of a distressed company, the 
case is relevant to this discussion. This is because 
the directors were forced to act very quickly due to 
a short fuse of one week that the buyer placed on 
its offer. 

While the court noted that the board did not do 
many of the things that would be common for this 
type	 and	 size	 of	 deal	 (conduct	 an	 auction	 or	 mar-
ket check, solicit additional offers, seriously press 
buyer for a better price, negotiate the transaction 
at length, etc.), the court held that they properly 
discharged their duties.

This was because, among other things, the direc-
tors: 

1. were active and aware of the value of the 
company and market conditions,

2. had reason to believe no other bidders 
would emerge, and

3. obtained a fairness opinion. 

It should be noted that the board in this case was 
protected	by	a	102(b)(7)	election	in	the	company’s	
Certificate of Incorporation protecting the directors 
from liability for breaches of their duty of care. This 
protection,	no	doubt,	factored	heavily	in	the	court’s	
decision.

continued on page 55

“What does this 
mean for the cor-
poration directors? 
The duties owed 
to . . . creditors 
are essentially the 
same as the duties 
owed to . . . share-
holders.”
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The court held 
that in order for plain-
tiffs to prevail in such 
instances, plaintiffs 
must prove the board 
breached its duty of 
loyalty by knowingly 
and completely fail-
ing to undertake its 
responsibilities.

When a company 
is doing poorly, liti-
gation is more likely 
and	 today’s	 decisions	
may later be “Monday-
morning quarter-
backed,” possibly 
through the prism of insolvency. 

Lawsuits against directors could come from 
minority shareholders, creditors, acquirers, or even 
from a trustee if the company actually goes bank-
rupt.

From a legal perspective, the important thing 
to remember is that the basic rules governing the 
duties of directors still apply, even if the company is 
failing or has failed.

Directors must maintain proper decision-making 
and oversight processes. They must avail them-
selves of all information reasonably available. And, 
they must otherwise continue to discharge their 
fiduciary duties of loyalty and care.

Notes:

1. In Re Bear Stearns Litig., 870 N.Y.S.2d 709 
(N.Y. Sup. Ct. 2008).

2. Lyondell Chemical Co., et al. v. Water E. Ryan, 
Jr., 970 A.2d 235 (Del. 2009).
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“Directors must main-
tain proper decision-
making and oversight 
processes. They must 
avail themselves of all 
information reasonably 
available. And, they 
must otherwise con-
tinue to discharge their 
fiduciary duties of 
loyalty and care.” 

to the executive employee. That is, if the executive 
receives a loan from a third party (such as a bank) 
and pays the cash from the loan to the employer 
corporation for the company stock, then the taxa-
tion event under Section 83 will apply on the day 
that (1) the employer stock is transferred and (2) 
the amount is paid for the employer stock, provided 
that the stock is vested.

On several occasions, the courts (for example, 
the Ninth Circuit in Tuff) have ruled that the stock 
option treatment under Regulations Section 1.83-
3(a)(2) applies only if the nonrecourse loan is from 
the employer corporation.

suMMAry And conclusion
The Section 83 rules for employee loans are often 
overlooked when a closely held corporation allows 
an executive to purchase its stock with the proceeds 
of an employee loan from the company.

It may be years later when the Service reviews 
the stock purchase transaction and raises the pos-
sibility of stock option treatment under Section 83.

When stock option treatment applies, then the 
executive	 will	 be	 required	 to	 recognize	 ordinary	
compensation income in the future if the employer 
stock has increased in value. This result may come 
as an unpleasant surprise to the company executive, 
who may have expected capital gain treatment on 
the appreciation in employer stock value.

In order to avoid such unfavorable taxation sur-
prises with regard to executive purchases of close 
corporation stock, it is important for the close cor-
poration owners, the executive employee, and their 
professional advisers to fully understand (and to 
plan for) the related income tax rules.

Both the close corporation owners and the 
executive employee would rather understand the 
income tax rules related to a leveraged employer 
stock purchase up front—than to be unpleasantly 
surprised years after the fact.

Notes:
1. Alves v. Commissioner of Internal Revenue, 734 

F.2d 478 (9th Cir. 1984).

2. United States v. Tuff, 469, F.3D 1249 (9th Cir. 
2006).
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