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Creditors’ committees certainly face dilemmas and challenges in many large Chapter 11 
cases, and such dilemmas and challenges may becoming more difficult as ad hoc or informal 
committees have become more prevalent, as secured lenders or other key creditors increasingly 
attempt to steer and control the case, and as pressures have grown for debtors to quickly improve 
and restructure operations or otherwise be forced to implement expedited sales processes.  
Committees are confronted with potential conflicts of interest, fiduciary duty issues, concerns 
over appropriate compensation and carveouts, and other complications hindering a successful 
outcome for unsecured creditors.   

 
I. Changing Nature of Chapter 11 Filings Affecting Committees’ Agendas 

 
Certainly, the goals, strategies, and results of creditors’ committees in many cases have 

been significantly impacted by recent trends in the nature and outcome of larger Chapter 11 
cases including, for example, the following:   

 
● Over the last ten years, pre-negotiated bankruptcy filings have generally become 
more frequent.  In an analysis conducted by FTI of over 300 confirmed plans in 2011-
2017, nearly 66% of cases that emerged in 2016-2017 were prepackaged, prearranged or 
pre-negotiated filings, compared to approximately 40% over the previous five years.  
Further, the average duration of Chapter 11 reorganizations fell by nearly one-half in 
2016-2017 compared to 2011-2015, to 235 days from 435 days. 
 
● Generally, statistics are not on the side of successful retailer reorganizations.  
Between 2006 and the first half of 2015 (since the 2005 changes to the Bankruptcy Code 
(BAPCPA)), 55% of larger retail bankruptcies ultimately ended in liquidation, as 
opposed to a reorganization or going concern sale (AlixPartners Retail Bankruptcy 
Study).   
 
● In the past several years, the substantial majority of retailer bankruptcy filings 
were “free fall” emergency filings or sale cases where a pre-filing sale process was 
undertaken or started (Debtwire, Restructuring Insights: Retail, p. 7).  These scenarios are 
commonly expedited, bumpy, and especially challenging situations.  
 
● In some cases, the Chapter 11 may start out hopefully, with a focus on different 
exit strategies, but end up as a liquidation.  For example, Sports Authority’s 2016 
bankruptcy filing started with a plan to close less than half its stores and to sell the rest as 
a going concern, but the bankruptcy concluded with a liquidation and the closing of all 
464 stores, and similarly in 2019, Shopko filed with the possibility of reorganization, but 
switched to a chain-wide liquidation of its 367 stores.  

 
Such foregoing circumstances have raised and continue to raise various challenges, difficulties 
and uncertainties for many creditors’ committees, which commonly must act expeditiously and 
proactively to maximize the recoveries for unsecured creditors, and which at times must use 
leverage to slow down the debtor’s or secured lenders’ favored exit strategy in order to carve out 
some recovery for unsecured creditors.  
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II. Complications in Committees Acting in Unsecured Creditors’ Best Interests 
 

A. Official Creditors’ Committees and Other Statutory Committees 
 

1. In General 
 
Section 1102(a) of the Bankruptcy Code provides that the U.S. Trustee may appoint 

additional committees of creditors or of equity security holders as the U.S. Trustee deems 
appropriate.  Since the appointment of additional committees is discretionary, such appointment 
will normally be made on a request from parties in interest. 

 
If different classes of creditors are affected by the Chapter 11 case, e.g., subordinated 

versus senior unsecured creditors, priority versus nonpriority creditors, etc., the court may order 
the U.S. Trustee to appoint separate committees to protect the interests of each class of creditors 
whose rights are affected differently than the rights of other classes.  The appointment of an 
additional committee of unsecured creditors will be ordered only if necessary to assure adequate 
representation of unsecured creditors.  

 
The appointment of an additional committee is viewed by courts as an extraordinary 

remedy that they are reluctant to grant.  Many courts considering the extraordinary appointment 
of an additional committee, have employed a two-step process. First, the court determines 
whether the appointment of an additional committee is needed to assure adequate 
representation.  Next, if the answer to the first question is yes, the court considers whether it 
should exercise its discretion to appoint an additional committee.  Courts have more specifically 
considered the following factors: (a) the cost associated with the appointment; (b) the timing of 
the application, whether early or late in the confirmation process; (c) the potential for added 
complexity; and (d) the presence of other avenues for creditor participation.  

 
2. Equity Committees 

 
Typically, courts treat the likelihood of a recovery to equityholders as the main factor in 

their analysis of whether to allow an official equity committee.  If the debtor is or appears to be 
solvent, the concern is that a creditors’ committee will negotiate a plan based on a conservative 
estimate of the debtor’s value; however, the equityholders of an insolvent debtor have no 
economic interest in the case and thus, the estate should not have to bear the expenses of an 
equity committee over what would amount to a gift.1 

 
However, even if it is not entirely clear that equityholders will receive a recovery through 

a Chapter 11 plan, a bankruptcy court may choose to appoint an equity committee in order to 
ensure that value is preserved for such parties-in-interest and if an equity committee may add 
something to the case.   
                                                
1 See, e.g., In re SunEdison Inc., 556 B.R. 94, 102-03 (Bankr. S.D.N.Y. 2016); In re Williams Communications Grp. 
Inc., 281 B.R. 216, 220 (Bankr. S.D.N.Y. 2002) (factors include (i) whether debtors are likely to prove solvency, (ii) 
whether equity is adequately represented by stakeholders already at the table, (iii) complexity of debtors’ cases, and 
(iv) likely cost to estates of an equity committee); In re Kalvar Microfilm Inc., 195 B.R. 599 (Bankr. D. Del. 1996) 
(similar). 
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Notably, equity committees were appointed in the Horsehead Holding and Energy XXI 

cases where there were allegations of wrongdoing, misconduct, misrepresentation or other bad 
faith conduct by a debtor or its officers and directors – even though the courts ruled that they 
could not conclude that there was a substantial likelihood of solvency.  In re Horsehead Holding 
Corp., Case No. 16-10287 (Bankr. D. Del.); In re Energy XXI Ltd., Case No. 16-31928 (Bankr. 
S.D. Tex.).  Rather, both courts emphasized that public statements made by management 
regarding valuation immediately prior to bankruptcy were inconsistent with the valuation that the 
management advanced during the pendency of the bankruptcy.  Both courts concluded that an 
equity committee could add value by challenging the debtors’ valuations and determining 
whether management’s pre-bankruptcy and post-bankruptcy remarks were intentionally 
misleading.  In short, something just did not seem right to the courts and they exercised their 
discretion in requiring equity committees.  Ultimately though, in both the Horsehead Holding 
and Energy XXI cases, equityholders received nothing under the confirmed plans.     

 
Practically speaking, having status as an official committee likely improves 

equityholders’ chances of extracting some value, even nuisance value, from a debtor. However, 
as the foregoing cases also demonstrate, the appointment of an equity committee does not 
guarantee recovery for equityholders. 
 

B. Ad Hoc Committees 
 

1. Prepetition Formation 
 
In some situations, trade creditors, noteholders, and other creditors form themselves into 

informal committees to deal with the debtor before the filing of the petition.  Such committees 
are self-appointed - and therefore unregulated.  The potential benefits of acting as an unofficial 
committee include (i) sharing costs of counsel and other professionals, (ii) increased bargaining 
power, (iii) presenting a united front to the debtor and other stakeholders, and (iv) avoiding 
fiduciary obligations to other parties.  On the other hand, ad hoc committee members may hold 
interests adverse to one another and they do not generally owe each other or any other 
stakeholder a fiduciary duty.  Thus, there is the risk of members of an ad hoc committee trying to 
co-opt the process or act in a manner detrimental to the other members or other stakeholders. 

 
A prepetition ad hoc committee often spends a great deal of time and energy with the 

debtor, learning about its financial problems.  Notably, if a bankruptcy is thereafter filed, the 
prepetition committee may be converted to an official unsecured creditors’ committee 
postpetition by the U.S. Trustee if the committee members fairly represent a reasonable cross-
section of unsecured creditor claims against the debtor.    

 
2. Postpetition Involvement 

 
Ad hoc committees are an increasingly common feature of the Chapter 11 landscape.  

Based on Debtwire case data and certain assumptions, ad hoc committees participated or 
appeared in a substantial percentage of large Chapter 11 cases across the nation since 2016 
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(debtors with assets and liabilities over $100 million) – potentially in almost 12% or more of 
such recent chapter 11 cases.  

 
An ad hoc committee formed postpetition can request the court to be recognized as an 

additional official committee under Code section 1102(a)(2); the standard for appointing 
additional official committees, however, is sufficiently high that such motions are not commonly 
granted.  Not constituting an official committee, ad hoc committees do not have access to 
various statutory powers (including discovery and informational powers), and must also bear 
their own professional expenses, which can be burdensome relative to their often small recovery 
prospects. Consequently, an ad hoc committee presumably would carefully weigh the financial 
cost of advocating its interests compared to the chances of a favorable result. 

 
It should be noted that, depending on the Chapter 11 case’s circumstances, while its de 

jure powers are very limited, an ad hoc committee’s de facto powers may be substantial.  
Without the cooperation of a key ad hoc committee, it is unlikely that the debtor will be able to 
effectively and efficiently restructure its debts.  Ad hoc committees generally exert some 
influence in a Chapter 11 case because their members purport to speak for a large group of 
creditors and implicitly ask the court, the debtor and other parties to give their positions a higher 
level of credibility.   

 
Potentially, however, there is opportunity for a member of an ad hoc committee to 

effectively take over the committee or act in a manner possibly disadvantageous to the other 
members and other key stakeholders in the case.  Also, active involvement in the case by one or 
more ad hoc committees may incentivize more aggressive posturing or litigation among creditor 
groups, since an ad hoc committee represents only one group of claims.  

 
C. Special Creditor/Committee Situations 

 
1. Undersecured Creditors 

 
An undersecured creditor holds a partially secured and partially unsecured claim. 

Undersecured creditors may wish to serve on a creditors’ committee. An undersecured creditor 
may be more likely than unsecured creditors to advocate a quick liquidation of the debtor to 
protect its collateral.  Such inclination might affect the prospects of reorganization, but it should 
not automatically preclude that creditor’s participation on a committee.  Certainly, if the subject 
undersecured creditor’s lien or claim will be the primary issue facing the committee in the case, 
the creditor should not serve on the committee.  The U.S. Trustee may also evaluate whether a 
potential dispute with such a creditor would dominate the case or undermine committee 
deliberations.   

 
2. Other Official Committees 

 
Courts have appointed additional creditors’ committees to represent, among other groups, 

employees, priority creditors, tort claimants, subordinated note holders, retirees, and franchisees.  
Such committees, however, are rare and, when formed, often serve a narrow function.  For 
example, in Enron’s bankruptcy, an employee committee was formed for the limited purpose of 
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investigating employee claims against Enron (Case No. 01-16034; Bankr. S.D.N.Y.), principally 
severance payments allegedly owed.  Based on Debtwire data, in only about 1% of all large 
Chapter 11 cases (assets over $10 million) filed since 2016 was another statutory committee 
appointed.  

 
D. Fiduciary Duties 

 
1. Official Committees 

 
A statutory committee member owes a fiduciary duty to the class the committee 

represents; the duty is to the class as a whole and not to individual members of the 
class.2  Committee members may not take advantage of their committee membership to further 
their self-interest at the expense of their constituency, and their determinations are to be arrived 
at honestly and with care to be accurate.3  Importantly, creditors’ committee members’ concern is 
to maximize value for general unsecured creditors of the estate.4 

 
Although a member of a Chapter 11 committee has a fiduciary obligation to the class 

represented by the committee, that obligation does not mean that the member may not take action 
independent of and even contrary to the general position of the committee.  For example, when 
the debtor seeks an extension of its plan exclusivity period, and the creditors’ committee does not 
oppose an extension of such period, a member of the committee individually does not breach a 
fiduciary duty by opposing such extension.5  However, when there is a matter before the 
committee which affects an individual member differently from unsecured creditors generally, 
that individual member should make that fact known and, depending on the circumstances, 
consider not participating in the discussion or the vote concerning that matter.  Further, 
                                                
2 See, e.g., In re Johns-Manville Corp., 26 B.R. 919, 925 (Bankr. S.D. N.Y. 1983) (committee members are to be 
“honest, loyal, trustworthy and without conflicting interests, and with undivided loyalty and allegiance to their 
constituents”); Official Comm. of Unsecured Creditors v. Belgravia Paper Co. (In re Great Northern Paper, Inc.), 
299 B.R. 1, 6 (D. Me. 2003) (creditors’ committee generally takes actions to further interests of its constituency –
unsecured creditors; citations omitted); Listecki v. Official Comm. of Unsecured Creditors, 780 F.3d 731, 739 (7th 
Cir. 2015) (“[A] committee represents the larger interests of the unsecured private creditors, and it is to them, and 
not the Trustee, court, or any governmental actor, that the committee owes a fiduciary duty….   [T]he committee 
can, and should, oppose the Trustee if it is acting against the best interests of the unsecured creditors.”). 
3 See, e.g., In re Gen. Homes Corp., 181 B.R. 870, 882 (Bankr. S.D. Tex. 1994) (“The fiduciary duty that exists 
between the members of the Unsecured Creditors Committee and the other unsecured creditors includes the duty to 
act in good faith and to insure to the greatest extent possible its actions are based on ‘accurate and correct’ 
information.”); In re Tucker Freight Lines, Inc., 62 B.R. 213, 216 (Bankr. W.D. Mich. 1986) (“At a minimum, this 
fiduciary duty requires that the Committee’s determinations must be honestly arrived at, and, to the greatest degree 
possible, also accurate and correct.”); In re Pierce, 237 B.R. 748, 758 (Bankr. E.D. Cal. 1999) (discussing both duty 
of care and duty of loyalty). 
4 See, e.g., Motorola v. Official Comm. of Unsecured Creditors (In re Iridium Operating, LLC), 478 F.3d 452, 466 
(2d Cir. 2007) (remanding to determine whether plan provision met fiduciary duty to maximize recovery of estate’s 
assets); In re Nationwide Sports Distribs., Inc., 227 B.R. 455, 463 (Bankr. E.D. Pa. 1998) (“In general, the purpose 
of such Committees is to represent the interests of unsecured creditors and to strive to maximize the bankruptcy 
dividend paid to that class of creditors.”). 
5 See, e.g., In re Am. Fed'n of Television & Radio Artists, 30 B.R. 772, 775-76 (Bankr. S.D.N.Y. 1983) (committee 
member may take positions contrary to committee positions in filings on its own behalf; committee member could 
oppose exclusivity extension despite committee non-opposition). 
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committee members should not seek to use their membership on the committee to obtain (or 
attempt to obtain) some advantage over other unsecured creditors. Examples would include such 
things as utilizing information gained as a committee member to take over the debtor’s business, 
utilizing the position to gain an advantage over other competitors, trade creditors, etc.  
  

As noted, the committee member is to consider and act in the best interests of the 
applicable creditor (or equityholder) class as a whole.  But the matter at hand may be 
complicated and not black-and-white where only certain subsets of the class may benefit from 
the committee’s actions.6 As discussed further below, the goals of the committee’s constituencies 
may materially differ or even conflict. 

 
Additionally, the market in general unsecured claims has gone through a substantial 

change with the proliferation of claims traders who are active in large, as well as many 
midmarket cases.  While the greater liquidity in the debt markets has benefited creditors by 
allowing them to cash out their claims more readily, it has shifted the focus of many unsecured 
creditors to their immediate recovery percentage, and away from the prospect of a reorganization 
that might benefit the debtor and its creditors in the longer term.  Those that sell their claims are 
replaced by traders typically focused on short term recoveries – likely resulting in a liquidation 
bias.       

 
2. Ad Hoc Committees 

 
Generally, ad hoc committee members do not owe fiduciary duties to the broader class or 

category of creditors (or equityholders) as a whole. Rather, ad hoc committee members are 
generally free to aggressively advocate for their own interests, whether or not they conflict with 
those of other similarly situated creditors.  

 
That said, a few courts have suggested the possibility that informal committee members 

may have some sort of minimum fiduciary obligations; the argument being that ad 
hoc committees, by purporting to speak on behalf of a general or larger stakeholder interest, have 
responsibilities beyond the narrow interests of their own members.7  Depending on the case 
circumstances, it may be advisable for ad hoc committees to try to serve to promote the interests 
of their stakeholder class as a whole, instead of exclusively privileging the interests of the 
members of the committee.  

 

                                                
6 See generally In re Bohack Corp., 607 F.2d 258, 262 n.4 (2d Cir. 1979) (requiring committee to safeguard minority 
and majority creditors because committee owes fiduciary duty to both); In Drexel Burnham Lambert Group, 138 
B.R. 717, 722 (Bankr. S.D.N.Y. 1999) (“The duty [of the committee and its counsel] extends to the class as a whole, 
not to its individual members.”), aff’d, 140 B.R. 347 (S.D.N.Y. 1992). 
7 See, e.g., In re Washington Mutual, Inc., 419 B.R. 271, 278-79 (Bankr. D. Del. 2009) (“The WMI Noteholders 
Group’s argument is premised on the erroneous assumption that the Group owes no fiduciary duties to other 
similarly situated creditors, either in or outside the Group.  The case law, however, suggest that members of a class 
of creditors may owe fiduciary duties to other members of the class.”; however, it “is not necessary, at this stage, to 
determine the precise extent of fiduciary duties owed but only to recognize that collective action by creditors in a 
class implies some obligation to other members of that class”). 
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E. Difficulties in Reaching Consensus and Compromise in the Chapter 11 Case 
 
At times, creditors with competing goals and objectives will sit on the same official 

committee.  Conceptually, this is beneficial to the Chapter 11 process because it encourages the 
resolution of intercreditor disputes through compromise and negotiation in lieu of litigation. 

 
Frequently, a dynamic occurs at the outset of the Chapter 11 case, during the time of 

formation of the creditors’ committee, when, for instance, the unsecured financial creditors may 
vie with the trade creditors for control of the committee.  There will often be divisions within 
different categories of creditors represented by committees (trade creditors, senior bondholders, 
subordinated bondholders, tort claimants, employees, unions, etc.) – each category may have its 
own specific agenda that is inconsistent with the agenda of another group.  If such agendas are 
not in serious conflict, the solution to a lack of representation may be to add new members to an 
existing committee.  If, however, the creditor groups are in too vigorous opposition, adding 
members of different constituencies may simply make a committee unworkable. 

 
Multiple committees in a Chapter 11 case may also lead to significant difficulties.  

Multiple committees will add substantially to costs -- counsel, experts, and other committee 
expenses.  To ameliorate the expense issue, the committees can be put on budgets, and these 
committees should avoid duplication of the efforts of each.  Further, to a great extent, all 
committees will have common interest in administrative or operating matters, but not all 
committees need be active on these matters. 

 
Additionally, multiple committees will likely complicate decision making.  An added 

committee presents one more party that will take positions in a case on operating, administrative 
and restructuring issues.  This necessarily complicates the process of arriving at a consensus on 
these issues and may result in more complex litigation of such matters before the court.  In 
addition, committees make demands on a debtor and its management.  The more of them, the 
more burdens already overextended management and staff will face.   

 
III. Compensation Concerns 

 
A. In General 
 
As with the debtor’s case professionals, the professionals of a creditors’ committee (and 

any other statutory committee) generally must apply to the bankruptcy court for allowance of 
fees and expenses pursuant to Code sections 330 and 331 and payment thereof from the 
bankruptcy estate.  Further, the estate will reimburse the expenses of creditors’ committee 
members (excluding said members’ own legal or other advisor fees). 

 
In contrast, the legal and other professional fees of an ad hoc committee are generally not 

subject to reimbursement by the bankruptcy estate, unless it can be demonstrated that the 
applicable ad hoc committee members and their professionals provided a “substantial 
contribution” to the Chapter 11 case – typically a very difficult showing to make.   
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B. Carve-Out Issues 
 
To address the risk of nonpayment or partial payment, when there are insufficient 

unencumbered assets and/or where superpriority claims may be asserted, it is common for 
statutory committees and their professionals to negotiate a carve-out from the secured creditors’ 
collateral.    

 
However, in some cases, in the context of a cash collateral or postpetition financing 

stipulation with the debtor, a debtor’s secured lender may resist providing for a reasonable carve-
out.  Because a carve-out is a charge against its collateral, the argument of the secured lender 
goes that it should have the sole right and discretion to determine who, if anyone, will benefit 
from the subject carve-out.  On the other hand, creditors’ committees have reasoned and argued 
that the absence of an adequate carve-out for committee professionals would greatly undermine 
the committee’s roles and functions in the case, including as a watchdog of the debtor and 
secured lender and the bankruptcy process.  Essentially as a matter of public policy, many courts 
appear wary of having the bankruptcy process unreasonably skewed in favor of the debtor’s 
secured lenders, to the detriment of the debtor, its estate and creditors.8 

 
Recently, the Delaware bankruptcy court in the Molycorp case9 sided with the creditors’ 

committee and its professionals, holding that a carve-out cap of $250,000 in the DIP financing 
order (with respect to fees that could be incurred by the committee in investigating the DIP 
lender’s transactions with the debtors and the debtors’ adequate protection obligations) did not 
preclude committee counsel from being paid substantially in excess of the cap where a Chapter 
11 plan was successfully confirmed.  The Molycorp court acknowledged that “in the event that a 
plan was not confirmed and the estate had become insolvent, the dollar-amount cap would have 
resulted in … [committee counsel] not being compensated for all the work it has 
performed.”  Plan confirmation meant that counsel for the committee had to be paid regardless of 
the cap under the financing order, given section 1129(a)(9)(A)’s requirement that all 
administrative claims be paid upon plan effectiveness. 

 
After obtaining standing, the creditors’ committee brought claims against the DIP lender, 

alleging fraud and “loan-to-own” tactics by the DIP lender; the litigation culminated in a 
settlement agreement between the DIP lender and the creditors’ committee.  Rather than a 
complete bar on professional fees in excess of $ 250,000, the carve-out, according to 
Judge Sontchi, “capped [the DIP lender]’s exposure and liability to payment of certain 
administrative expenses in case no reorganization plan had been executed.”  Had a plan not been 
confirmed and had the debtors’ estates become administratively insolvent, the $250,000 cap 
would have resulted in committee counsel not being compensated for the work it had 
performed.  However, a plan was confirmed and thus, the fees incurred by the committee, to the 
                                                
8 See, e.g., In re Evanston Beauty Supply, Inc., 136 B.R. 171, 177 (Bankr. N.D. Ill. 1992) (“Negotiated ‘carveouts’ 
… are viewed as being necessary in order to preserve the balance of the adversary system in reorganization….  
‘Carveouts’ are used in order to avoid skewing the necessary balance of debtor and creditor protection needed to 
foster the reorganization process.  Same is designed to accommodate all classes of creditors and equity interests, 
rather than one especially crafted for the benefit of the pre-petition lender having a perfected lien on all cash 
collateral ….”) (emphasis added).   
9 In re Molycorp, 562 B.R. 67 (Bankr. D. Del. 2017). 
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extent such fees were allowed as administrative claims (which they were), had to be paid by the 
debtors pursuant to section 1129(a)(9)(A).  According to the court, the operative documents 
“do[] not connote in any way that the dollar-amount cap would operate as a complete bar against 
the allowance of administrative claims following plan confirmation.”  The court’s opinion did 
not provide any guidance on whether a per se disallowance of administrative claims in a 
financing order carve-out would be effective or proper under the Bankruptcy Code.   
Molycorp suggests that a standard carve-out provision (without further elaboration or explicit 
terms) may not necessarily deter or prohibit a creditors’ committee from incurring significant 
professional fees.  That said, it is usually in all parties’ best interests to keep case professional 
fees within reasonable limits.  

 
C. Ad Hoc Committee Fees & Expenses 

 
1. Substantial Contribution 

 
Ad hoc committees may seek reimbursement for their time and effort through a request 

for payment of an administrative expense. Section 503(b)(3)(D) provides that an ad 
hoc committee may seek reimbursement of fees and expenses if it made a “substantial 
contribution” to the case. Fee awards to ad hoc committees are unusual.  Thus, parties banding 
together to form an unofficial committee likely do so at their own financial cost. 

 
In determining whether an ad hoc committee made a “substantial contribution,” courts 

will examine whether the committee contributed to the reorganization process, conferred a 
significant, direct benefit to the estate as a whole (not merely the individual committee 
members), and whether the committee’s efforts were duplicative of services performed by others, 
including the creditors’ committee.  Providing an incidental benefit to the estate is not sufficient.  
Nor will the ad hoc committee’s extensive participation in the case, without more, meet the 
standard.   

 
Some of the factors courts have considered include (i) whether the services were 

undertaken solely for the benefit of the party itself or for the benefit of all parties in the case; (ii) 
whether the services were actions that would have been taken by the party on its own behalf, 
absent an expectation of reimbursement from the estate; (iii) whether the party can demonstrate 
that its actions provided a direct, significant and demonstrable benefit to the estate; (iv) whether 
the benefit conferred upon the estate exceeds the costs sought to obtain the benefit; and (v) 
whether the actions were duplicative of those being taken by other parties in the case.  
Demonstrating a “substantial benefit” is a high standard that ad hoc committees will only 
infrequently be able to meet.   

 
Of note, there have been some cases of ad hoc committees satisfying such burden.  See, 

e.g., In re M&G USA Corp., 599 B.R. 256 (Bankr. D. Del. 2019) (Judge Shannon) (ad hoc 
committee of construction lienholders provided substantial contribution by, among other things, 
facilitating sale and plan settlements); see also In re Bayou Group, LLC, 431 B.R. 549 (Bankr. 
S.D. N.Y. 2010) (ad hoc committee made substantial contribution through prepetition services 
and activities). 
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2. Payment Through a Plan 
 
Largely because of the difficulty of demonstrating a “substantial benefit” to creditors as a 

whole, ad hoc committees have attempted alternative methods of securing reimbursement of 
fees.  Most commonly, ad hoc committees have attempted to bypass the substantial contribution 
standard by, usually with the debtor’s assent in connection with a consensual plan of 
reorganization, embedding the repayment of fees into the plan itself.  

 
Initially, some courts approved of this strategy. For example, in In re Adelphia Communs. 

Corp., 441 B. R. 6 (Bankr. S.D.N.Y. 2010), the court concluded that an ad hoc committee could 
properly recover fees without any showing that the committee substantially benefited all 
creditors where the payment provision was included in the plan, which itself is subject to creditor 
votes and the approval of the court.  In reaching this conclusion, the Adelphia court noted that 
section 503(b) “does not provide, in words or substance, that it is the only way by which fees of 
this character may be absorbed by an estate.”  In addition, other provisions of the Bankruptcy 
Code appear to contemplate that some payments, which perhaps would technically not qualify as 
administrative claims, might nonetheless be permissible. Section 1129(a)(4), for instance, allows 
payments in connection with the plan if the amount is disclosed and the court determines the 
payment is reasonable.  Moreover, section 1123(b)(6) provides that a plan may include “any 
other appropriate provision not inconsistent with the applicable provisions of this title.”  

 
However, in the Lehman Brothers case (In re Lehman Bros. Holdings, Inc., 508 B.R. 283 

(S.D.N.Y. 2014)), the District Court for the Southern District of New York reversed the 
bankruptcy court holding that a reorganization plan could provide for the reimbursement of fees 
expended by individual official committee members, although not technically covered by section 
503(b).  The District Court criticized the Adelphia court’s reasoning and concluded that the sole 
authority for the allowance and payment of administrative expenses was set forth in section 
503(b), which does not permit compensation to counsel for individual committee members 
except on a substantial contribution basis.  According to the Lehman Bros. court, reorganization 
plans exist to pay (i) prepetition claims and (ii) postpetition administrative claims.  Inasmuch as 
fees incurred after the petition date cannot, by definition, be treated as prepetition “claims,” it 
follows that they can only be administrative claims, which can be reimbursed, if at all, only 
under section 503(b).  In short, the Bankruptcy Code provides no basis for a third category of 
payments under a plan (even if voluntarily offered by the debtor) that do not otherwise qualify as 
“claims” or “administrative expenses.”  Using a plan provision to accomplish payment would 
“be based on wordplay alone.”  The District Court remanded the matter for a determination 
whether the conventional substantial contribution standard under section 503(b) might, under a 
more expanded record, be satisfied.  

 
The Lehman Bros. decision questions the viability of recovering ad hoc professional fees 

through a plan provision.   On the other hand, some courts may decline to follow the Lehman 
Bros. decision on the grounds that the admittedly non-exclusive listing of administrative 
expenses under section 503(b) should be flexible enough to accommodate a debtor’s voluntary 
recognition of an ad hoc committee’s beneficial participation in a case.  Nevertheless, 
professionals for an ad hoc committee should not readily expect to be able to sidestep section 
503(b)’s substantial contribution requirement.  
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D. Litigation Financing 

  
Related to the compensation of committee professionals is the emerging issue of third 

party litigation funding (TPLF) in bankruptcy cases.  Commonly, the bankruptcy estate has 
limited resources to prosecute causes of action for the benefit of the estate’s creditors, and in 
such situations, the estate and its representatives (like the DIP or a creditors’ committee) may 
have to forego pursuing some potentially beneficial actions or must find some alternative 
funding mechanism like contingency fee arrangements with counsel.  Some debtors, trustees, and 
other estate representatives have also obtained TPLF – where investors finance the litigation for 
a percentage of the recovery (or a similar arrangement is implemented like the investor buying 
the estate’s specific cause of action).10  Players in the TPLF market include, for example, 
Burford Capital, Therium Group Holdings, Icahn Capital, and Longford Capital Management.   

 
TPLF may arise in various bankruptcy contexts.  An investor may be a prepetition 

creditor (secured or unsecured) that agrees to fund estate litigation and has an interest in the 
litigation proceeds (or other asset); the debtor in possession may obtain TPLF to finance case-
critical postpetition litigation; a postconfirmation trust under a confirmed Chapter 11 plan may 
obtain TPLF to pursue estate claims for the creditor trust beneficiaries; etc.  A recent case 
example is In re Magnesium Corp. of America (MagCorp), Case No. 01-14312-MKV (Bankr. 
S.D. N.Y.), wherein, in 2016, the MagCorp Chapter 7 trustee auctioned off and sold the rights to 
receive $50 million of a $213 million judgment in favor of the estate (obtained after many years 
of litigation and then on appeal) against MagCorp’s former majority shareholder based on 
fraudulent transfers and other theories, to a predecessor of Burford Capital in exchange for $26.2 
million (Docket No. 745).  The judgment was ultimately upheld on appeal in 2017, resulting in a 
92% return on a 7-month investment by the Burford predecessor.  The estate (which prior to the 
sale had less than $1 million in cash and no other material non-litigation assets) certainly 
benefitted, obtaining cash to pay administrative expenses and guaranteeing there would be funds 
for general unsecured creditors irrespective of the outcome of the appeal.   

 
In some cases however, TPLF may raise, in addition to possible legal hurdles,11 ethical 

concerns such as whether the involvement of third party financing could create conflicts of 
interest (for instance, where the interests of the financier diverge from those of the litigant/client) 
or could, through communications with the financier, compromise the attorney client privilege.  
More generally, third party funding in the bankruptcy context may raise fiduciary duty concerns.  
Debtors in possession and trustees, as well as statutory committees, have fiduciary obligations, 
which may be hampered or undermined by TPLF agreements that may give substantial control to 
the TPLF provider.  

                                                
10 Indeed, there are various possible permutations including portfolio deals (involving multiple certain types of 
cases) and post-judgment deals (where the value of a successful judgment can be realized while appeals or other 
proceedings continue). 
11 A Delaware state court has found a litigation funding agreement to be proper as a matter of Delaware law; said 
arrangement did not violate the state prohibition against “champerty and maintenance” (common law doctrines 
intended to prevent frivolous litigation).  See Charge Injection Technologies, Inc. v. E.I. DuPont de Nemours & Co., 
2016 Del. Super. LEXIS 118 (Del. Super. Ct. March 9, 2016).  The legal analysis will vary, however, depending on 
the applicable jurisdiction.    
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