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“The reports of my death are greatly exaggerated.” 

- Mark Twain 

A recent Delaware bankruptcy court decision gives new life to “deepening insolvency” claims 
and at the same time raises concerns for LBO sponsors.  The court in In re The Brown Schools, 2008 WL 
1849790 (Bankr. D. Del. April 24, 2008), held that a sponsor may be liable for “deepening insolvency” 
damages arising out of a breach of the duty of loyalty when a portfolio company makes payments or 
transfers value to a sponsor while in the zone of insolvency. 

Deepening insolvency generally refers to increasing the debt load of a troubled company to the 
detriment of the company and its creditors.  Although some jurisdictions recognize the theory, deepening 
insolvency is not an independent cause of action under Delaware law.  Trenwick Am. Litig. Trust v. Ernst 
& Young, LLP, 906 A.2d 168 (Del. Ch. 2006).  Although many believed that deepening insolvency in 
Delaware was dead or at least dying after Trenwick, the Chancery Court left open the door to use 
deepening insolvency as a theory of damages.  The Brown Schools decision walks through that door. 

The Facts 

McCown De Leeuw & Co., Inc. (“Sponsor”) indirectly acquired 65% of the stock of The Brown 
Schools, Inc. (the “Portfolio Company”) through a LBO, which included an advisory services agreement 
between the Portfolio Company and several Sponsor entities.  Later $15 million in unsecured notes were 
issued to a third party (TIAA) and $5 million in subordinated PIK notes were issued to Sponsor entities.   

Following a default under the original secured LBO debt, the Portfolio Company agreed to sell 
assets to reduce the secured debt and to issue $7.5 million in PIK notes to the Sponsor.  The company’s 
financial condition continued to deteriorate, leading to a series of asset sales, the proceeds of which were 
used to retire more of the secured debt, and to pay $1.7 million to the Sponsor for fees not contemplated 
by the advisory services agreement.  As part of these transactions, the Sponsor received a second lien on 
substantially all of the company’s assets and sale proceeds of up to $2.9 million under an intercreditor 
agreement with TIAA.  Less than a year later, the Portfolio Company was a chapter 7 debtor. 



 

 
2

The Bankruptcy Court’s Decision 

The chapter 7 trustee sued the Sponsor, its affiliates and its attorneys, as well as certain directors 
and officers of the Portfolio Company, alleging that the Sponsor (as controlling shareholder with board 
representatives), breached the duty of loyalty by wrongfully prolonging the Portfolio Company’s 
existence to engage in transactions that preferred the Sponsor over non-insider creditors. 

The Sponsor moved to dismiss, arguing that the claims were mere deepening insolvency claims 
of the sort rejected by Trenwick.  The Brown Schools court denied the motion and ruled that: 

• Although Trenwick required dismissal of a separate deepening insolvency claim, the duty of 
loyalty claims (i.e., self-dealing) and corporate waste claims survived, even though they 
resembled deepening insolvency claims. 

• Deepening insolvency may be used as a theory of damages for a claim based on a breach of 
the duty of loyalty.  The trustee’s $22 million damage claim survived dismissal where the 
Sponsor insiders received (i) $1.7 million in fees, (ii) new liens on existing debt, and (iii) up 
to $2.9 million under an intercreditor agreement.  The complaint alleged that the Sponsor’s 
actions increased (deepened) the company’s insolvency by more than $22 million. 

Key Lessons 

• Deepening insolvency is not dead.  Plaintiffs will aim to allege breaches of fiduciary duty that 
give rise to deepening insolvency damages and may seek damages that exceed amounts 
actually received by the sponsor.  Valuing these damages will be difficult and require expert 
testimony and litigation. 

• Any transfer of value to a sponsor from a portfolio company in financial distress will be 
scrutinized in a subsequent bankruptcy, and challenged, if possible, as a duty of loyalty claim 
where the business judgment rule is not available as a defense and where the burden of proof 
can shift to the defendant.  Duty of care claims more closely resemble the deepening 
insolvency claims rejected in Trenwick and are subject to the business judgment defense (and 
gross negligence standard). 

• When restructuring a financially distressed portfolio company, sponsors should (i) observe 
corporate formalities and procedures governing affiliated transactions, (ii) document the 
fairness and benefits of the transaction to the portfolio company, and (iii) consider whether 
additional protective steps are advisable. 

Please contact Jim Bromley (212.225.2264) or Sean O’Neal (212.225.2416) if you have any 
questions. 

 
CLEARY GOTTLIEB STEEN & HAMILTON LLP



 

www.clearygottlieb.com 

NEW YORK 
One Liberty Plaza 
New York, NY 10006-1470 
1 212 225 2000 
1 212 225 3999 Fax 

WASHINGTON 
2000 Pennsylvania Avenue, NW 
Washington, DC 20006-1801 
1 202 974 1500 
1 202 974 1999 Fax 

PARIS 
12, rue de Tilsitt 
75008 Paris, France 
33 1 40 74 68 00 
33 1 40 74 68 88 Fax 

BRUSSELS 
Rue de la Loi 57 
1040 Brussels, Belgium 
32 2 287 2000 
32 2 231 1661 Fax 

LONDON 
City Place House 
55 Basinghall Street 
London EC2V 5EH, England 
44 20 7614 2200 
44 20 7600 1698 Fax 

MOSCOW 
Cleary Gottlieb Steen & Hamilton LLP 
CGS&H Limited Liability Company 
Paveletskaya Square 2/3 
Moscow, Russia 115054 
7 495 660 8500 
7 495 660 8505 Fax 

FRANKFURT 
Main Tower 
Neue Mainzer Strasse 52 
60311 Frankfurt am Main, Germany 
49 69 97103 0 
49 69 97103 199 Fax 

COLOGNE 
Theodor-Heuss-Ring 9 
50668 Cologne, Germany 
49 221 80040 0 
49 221 80040 199 Fax 

ROME 
Piazza di Spagna 15 
00187 Rome, Italy 
39 06 69 52 21 
39 06 69 20 06 65 Fax 

MILAN 
Via San Paolo 7 
20121 Milan, Italy 
39 02 72 60 81 
39 02 86 98 44 40 Fax 

HONG KONG 
Bank of China Tower 
One Garden Road  
Hong Kong 
852 2521 4122 
852 2845 9026 Fax 

BEIJING 
Twin Towers – West 
12 B Jianguomen Wai Da Jie 
Chaoyang District 
Beijing 100022, China 
86 10 5920 1000 
86 10 5879 3902 Fax 


