
Don’t Shoot the Messenger, But Your Company May Be 
Insolvent. What Do You Do Now?  

(by Jonathan Friedland) 
 
A company on whose board of directors you sit, perhaps financially strong just a 
couple of months ago, may now be hanging on by a thread. What do you do? 
 
The First Thing Not to do if Your Company is Financially Distressed 
 
First, what you should not do: resign; do not resign out of some misplaced knee-
jerk on the assumption that by so doing you will relieve yourself of potential 
liability. The ordinary principles governing fiduciary duties apply whether a 
company is solvent or not: essentially, a director has a duty of loyalty and a duty 
of care to the company. And, simply stated, it is not that difficult in practice to 
discharge both duties. 
 
Leaving aside the moral obligation you may have not to abandon a company 
when it needs you most, doing so just as things become discernably bad is not 
typically the best strategy to sidestep potential liability. If mistakes were made on 
your watch for which you bear some responsibility, leaving is not going to make a 
difference. In fact, leaving only eliminates any chance that you can be part of a 
solution that ameliorates the problem. For these reasons, one seldom sees  
an experienced private equity professional, for example, resigning from the board 
of a financially distressed portfolio company, even one filing chapter 11.  
 
A Short & Practical Primer on Fiduciary Duties of Corporate Directors 
 
While neither the extent of a director’s fiduciary duties nor the way courts judge 
whether those duties were fulfilled change as a result of the insolvency of a 
company, something important does change: the constituencies to whom 
fiduciary duties are owed change. You already know this on some level (at least 
you better, if you serve on any company board), but to refresh: 
 

1. Directors owe fiduciary duties only to a solvent company’s equity holders. 
 

2. Directors owe fiduciary duties only to an insolvent company’s creditors. 



3. Writing more precisely, in both cases above, directors owe fiduciary duties 
to the company, and since the company’s residual (a/k/a beneficial or 
equitable) owners are its equity holders when the company is solvent and 
its creditors when the company is insolvent, we (attorneys and courts) tend 
to write and speak in shorthand, in terms of duties being owed directly to 
whoever the company’s residual owners are. 
 

4. Since the question of solvency is often very hard to answer, some courts 
developed a legal fiction referred to as the “zone of insolvency,” which is 
(was, since the theory is largely dead now) the gray area in which a 
company is right on the thin line between solvency and insolvency. Tons of 
cases and commentaries were written on the subject (and how a director’s 
fiduciary duty expanded to include creditors when a company was not 
clearly solvent or insolvent), until the most influential courts decided to 
discard the theory altogether. The bottom-line: courts decided this way 
because they wanted to protect directors from having to have two masters 
(i.e. equity and creditors) in the gray zone. 

 
5. Instead, the general rule now is that corporate directors need to do what is 

best for the company (i.e. the enterprise) itself, regardless of who the 
residual owners of the enterprise may be.  

 
6. All the above is incredibly abbreviated. Courts differ in their views. Facts 

matter. And the law continues to evolve. 
 
 

Insolvency is in the Eye of the Beholder 
 
Whether a company is insolvent is sometimes obvious, and sometimes not. 
As you may know, court commonly answer the question by reference to:  
 
a. whether the company at issue can pay its debts as they normally come 

due (the cash flow test), 
 

b. whether the company’s assets are worth more than its liabilities (the 
balance sheet test), or 

 



c. whether the company is likely to survive in the normal course of 
business, considering reasonably anticipated business fluctuations over 
a reasonable time (the adequate or reasonable capital test). This test, 
which is most commonly used in the context of a specific business 
transaction to determine whether that specific transaction rendered the 
company insolvent, allows a finder of fact (i.e. court) to consider factors 
that the other tests do not, such as available credit and debt repayment 
schedules. 

 

Each test is inherently subjective, and an entire industry of experts exists, whose 
members battle each other in courts across the land over what each means and 
how to apply it. 
 
The Existential Threat Posed by COVID-19 
 
As stated at the outset, a company on whose board of directors you sit, perhaps 
financially strong just a couple of months ago, may now be hanging on by a 
thread. What do you do, aside from making sure you fulfill your fiduciary duties? 
That is, on a practical level, what should the company do? 
 

• Should it pay its rent? 
• Should it pay its debt service? 
• Should it cut expenses and if so, to what extent? 
• How should it balance the need to keep employee expense down with the 

need to make sure it has an intact workforce for when things return to 
normal? 

• What assumptions should it make about when normalcy will return? 
• How should it take into account potential governmental loans that may or 

may not materialize? 
• If loans are received how much should the requirements of such loans 

dictate company behavior vs. how the company would have otherwise 
operated? 

• How should it, more broadly, decide what it should pay and what it should 
not pay? 

• What COVID-19-specific health and safety measures need to be 
implemented? At what cost? 

 



Each of these questions is just as likely to come up whether you are an 
independent, outside director, or if you are the only director of a company of 
which you own 100%.  
 
So, What Should You and/or Your Company Do? 
 
At the risk of stating the obvious: 
 

• Conserve cash  
• Review all business insurance policies (e.g. business interruption insurance, 

trade disruption insurance, and civil authority coverage)  
• Apply quickly for every government stimulus program you can and note 

applicable deadlines and funding availability 
• Review contracts for provisions that may excuse performance 
• Be cognizant of special situations and requirements resulting from COVID-

19 
• Don’t hide your head in the sand 
• Don’t be too quick to throw in the towel 

 
Don’t be Too Quick to Throw in the Towel 
 
On the one hand, sticking your head in the sand is never a good idea. On the 
other hand, while proactively negotiating with creditors is usually the right way to 
go, the unique circumstances created by the financial impact of COVID-19 weigh 
against making too many concessions, too quickly:  
 

• The macro economic situation is fluid and uncertain 
• The possibility of significant additional government relief is quite real 
• There are too many distressed businesses for lenders to promptly deal with 

right now 
• The ability to take collection action is further limited right now by courts 

operating only virtually and by sheriffs who are loathe to send their 
deputies to seize collateral. 

 
 
 
 



Just Say “No” 
 
Some lenders, landlords, and other creditors may take very tough stances, making 
threats and demands. They may want more collateral. They may want a personal 
guaranty where there was none before. They may ask you to stand down for a 
friendly foreclosure.10 They may even suggest you reach into your 401k (or other 
assets that cannot be seized by creditors) to pay them. 
 
Just say no, at least until you retain an experienced corporate restructuring 
attorney. This is always good counsel; it is particularly so given current 
circumstances. 
 
Hope for the Best, but Plan for the Worst 
 
Agreeing to nothing is not tantamount to doing nothing. Get smart about the 
general topic of corporate restructuring, insolvency, and bankruptcy. Seek out an 
experienced corporate restructuring attorney with whom you feel comfortable. 
Understand your options and understand the legal landscape enough to avoid 
making fundamental mistakes that could cost you dearly. 


