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What GAO Found 
Chapter 11 bankruptcy allows a company (debtor) to restructure its debt—so that 
it may continue to operate—and generally retain its executives. Section 503(c) of 
the Bankruptcy Code (Code) restricts retention bonuses for executives and, to a 
lesser extent, executive and non-executive incentive bonuses during bankruptcy. 
For instance, to pay an executive a retention bonus, the Code requires the debtor 
to meet three requirements, including that the executive has another job offer at 
the same or greater compensation. Also, debtors must obtain court approval to 
pay employee bonuses during bankruptcy—a process that gives creditors an 
opportunity to raise objections. However, the Code generally does not govern 
executive retention bonuses paid before a bankruptcy filing (pre-bankruptcy 
bonuses). 

Academics and attorneys GAO interviewed largely viewed Section 503(c) as 
less-than-effective because debtors can work around its restrictions on executive 
retention bonuses both before and during bankruptcy. For example, debtors can 
pay retention bonuses before filing (when there are generally no restrictions), or 
they can pay incentive bonuses during bankruptcy (that have fewer restrictions). 
Some stakeholders viewed Section 503(c) as overly restrictive, but others viewed 
it as helping to prevent abusive bonuses. Nearly all stakeholders GAO 
interviewed viewed pre-bankruptcy bonuses as problematic. For example, they 
said that these bonuses reduce the debtor estate’s value for creditors but are 
awarded without notice to creditors or court approval.  

Based on court dockets for the approximately 7,300 companies that filed for 
Chapter 11 bankruptcy in fiscal year 2020, GAO found the following:  

• Less than 1 percent (70) of debtors requested court approval to pay 
employee bonuses, and the courts approved nearly all the requests.  

• Debtors awarded around $571 million to more than 16,600 executive and 
non-executive employees through court-approved bonuses. 

• Creditors or U.S. Trustees (who administer and monitor Chapter 11 cases) 
raised objections in 50 percent of all bonus requests, including 68 percent of 
executive incentive bonus requests, which frequently led debtors to modify 
their plans (for example, by lowering bonus amounts).  

• None of the debtors requested court approval for executive retention 
bonuses during bankruptcy; 42 debtors awarded pre-bankruptcy retention 
bonuses—totaling about $165 million—from 5 months to 2 days before filing. 

 
According to some attorneys GAO interviewed, Section 503(c) makes it nearly 
impossible to award executives retention bonuses during bankruptcy, so debtors 
use pre-bankruptcy bonuses as a workaround. As noted above, GAO found that 
none of the 7,300 Chapter 11 debtors that filed in fiscal year 2020 requested 
executive retention bonuses during bankruptcy but 42 awarded such bonuses 
shortly before filing. This practice may undermine Section 503(c)’s restrictions 
and decrease the ability of creditors, U.S. Trustees, and the courts to prevent 
bonuses that are inconsistent with the section’s requirements. 
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In response to potential abuses 
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to restrict debtors in Chapter 11 from 
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for staying through bankruptcy and, to 
a lesser extent, incentive bonuses to 
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considerable bonuses during 
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review Code provisions on bonuses 
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Code provisions on employee 
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employee bonuses awarded by 
companies before or after filing for 
bankruptcy in fiscal year 2020. GAO 
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interviewed 12 academics, attorneys, 
and an organization selected for their 
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bankruptcy filings and related data 
using Westlaw Edge and other 
sources. 
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the Bankruptcy Code to clearly 
subject bonuses debtors pay 
executives shortly before a 
bankruptcy filing to bankruptcy court 
oversight and to specify factors courts 
should consider to approve such 
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441 G St. N.W. 
Washington, DC 20548 

September 30, 2021 

The Honorable Jeanne Shaheen 
Chair 
The Honorable Jerry Moran 
Ranking Member 
Subcommittee on Commerce, Justice, Science, and Related Agencies 
Committee on Appropriations 
United States Senate 

The Honorable Matt Cartwright 
Chairman 
The Honorable Robert B. Aderholt 
Ranking Member 
Subcommittee on Commerce, Justice, Science, and Related Agencies 
Committee on Appropriations 
House of Representatives 

In response to potential abuses involving bonuses for executives of large 
companies during bankruptcy, Congress enacted the Bankruptcy Abuse 
Prevention and Consumer Protection Act of 2005 to restrict such 
bonuses.1 However, some academics and bankruptcy attorneys have 
questioned whether some companies that file for Chapter 11 bankruptcy 
may be working around the U.S. Bankruptcy Code’s (Code) restrictions 
on bonuses, such as by awarding retention bonuses to executives shortly 
before filing for bankruptcy. 

Chapter 11 of the Code allows a company (debtor) to restructure its 
debts—so that it may continue to operate—and generally retain its 
executives to assist with the restructuring. In some cases, Chapter 11 
debtors may seek to pay certain employees retention or incentive 
bonuses to help preserve the debtor’s business or increase the value of 
the debtor’s estate.2 

                                                                                                                       
1Pub. L. No. 109-8, § 331, 119 Stat. 23, 102-03 (2005) (codified at 11 U.S.C. § 503(c)). 
The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 amended the 
Bankruptcy Code.  

2A retention bonus generally involves a payment to an employee who stays with the 
company for a defined period of time. An incentive bonus generally is designed to 
motivate employees to achieve financial or other performance targets. 
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House Report 116-455 included a provision for us to review the Code’s 
provisions that allow the payment of employee bonuses in Chapter 11 
bankruptcy and the incidence and magnitude of such bonuses in fiscal 
year 2020.3 This report reviews (1) the extent to which the Code governs 
the award of employee bonuses by Chapter 11 debtors, (2) selected 
stakeholder views on the effectiveness of the Code’s provisions on 
employee bonuses and proposed changes to the Code, and (3) the extent 
to which companies that filed for Chapter 11 bankruptcy in fiscal year 
2020 paid or requested court approval to pay bonuses to their executive 
(insider) and non-executive (non-insider) employees.4 

For the first objective, we reviewed the relevant Code provisions and 
legislative history. We also analyzed court cases and digests of court 
decisions interpreting the Code’s restrictions on employee bonuses. We 
reviewed relevant legal analyses, research, and related materials on 
Chapter 11 bankruptcies and employee bonuses that we identified 
through internet searches. We interviewed officials from the U.S. Trustee 
Program and the Securities and Exchange Commission (SEC).5 

For the second objective, we interviewed a non-random, non-
generalizable selected sample of 11 law professors and bankruptcy 
attorneys, including members of the American Bar Association’s Business 
Bankruptcy Committee, and the National Bankruptcy Conference (which 

                                                                                                                       
3H.R. Rep. No. 116-455 (2020) (accompanying H.R. 7667, 116th Cong. (2020)). 

4Section 503(c) of the Code restricts certain types of bonus payments to “insiders.” 11 
U.S.C. § 503(c). For a debtor that is a corporation, the Code's definition of an insider 
includes any director, officer, or person in control of the entity. 11 U.S.C. § 101(31)(B)(i)–
(iii). We use “executive employees” to refer to insiders and “non-executive employees” to 
refer to non-insiders. 

5The U.S. Trustee Program is a litigating component of the Department of Justice whose 
mission is to promote the integrity and efficiency of the bankruptcy system for the benefit 
of debtors, creditors, and the public. According to officials from the U.S. Trustee Program, 
U.S. Trustees have standing to participate in every individual and business bankruptcy 
case in the 88 federal judicial districts under their jurisdiction. Under the Code, SEC is a 
party in interest in Chapter 11 cases and takes legal positions on matters impacting public 
investors.  
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advises Congress on bankruptcy issues).6 We selected the individuals for 
their knowledge about or experience with the Code’s provisions 
applicable to employee bonuses or based on referrals. We reviewed their 
biographies and publications to consider their potential biases. We 
generally used a semi-structured question set for our interviews. We 
reviewed legal analyses that included criticisms of and proposals to 
amend the Code’s provisions applicable to executive bonuses. We 
identified such information through internet searches and referrals. We 
also interviewed staff and reviewed written materials from the U.S. 
Trustee Program about objections U.S. Trustees have raised about 
employee bonuses requested by Chapter 11 debtors. 

For the third objective, we used Westlaw Edge’s dockets database and 
key word searches to identify debtors that requested court approval to 
pay employee bonuses in Chapter 11 cases filed in fiscal year 2020.7 We 
supplemented such searches with information from the U.S. Trustee 
Program, SEC’s Electronic Data Gathering, Analysis, and Retrieval 
database, and media articles to identify potentially missing cases. For 
each debtor, we electronically searched its court docket using key terms 
to identify filings related to employee bonuses. We then reviewed the 
filings and recorded and analyzed the relevant information. We also used 
the court filings and SEC reports to identify bonuses that companies paid 
before filing for bankruptcy.8 To assess the completeness of Westlaw’s 

                                                                                                                       
6The Business Bankruptcy Committee of the American Bar Association provides 
resources for legal professionals dealing with business issues, including educational 
programming and involvement in developing and reviewing proposed bankruptcy 
legislation and rules. The views of the committee members with whom we spoke do not 
represent the views of the American Bar Association. The National Bankruptcy 
Conference is a non-profit, non-partisan, self-supporting organization of approximately 60 
attorneys, law professors, and bankruptcy judges who are leading scholars and 
practitioners. Its primary purpose is to advise Congress on the operation of bankruptcy 
and related laws and any proposed changes to those laws. Appendix II contains a letter 
from the National Bankruptcy Conference responding to questions we posed on bonuses 
in Chapter 11 bankruptcy. 

7Although certain severance payments may be considered bonuses, we excluded them 
from the scope of our review.  

8House Report 116-455 also directed us to identify selected debtors under Chapter 11 
during fiscal year 2020 that requested or were granted permission to pay bonuses to 
employees. We scoped our review to identify debtors that filed for Chapter 11 bankruptcy 
in fiscal year 2020 and awarded their executives retention bonuses within 9 months of 
filing for bankruptcy. Because of disclosure and data limitations, our review may not have 
necessarily identified all companies that filed for Chapter 11 in fiscal year 2020 and that 
awarded their executives pre-bankruptcy bonuses within 9 months of filing for bankruptcy. 
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and SEC’s databases, we reviewed relevant documentation, interviewed 
knowledgeable officials, and manually tested for missing information. We 
determined the two databases were sufficiently reliable for identifying 
Chapter 11 debtors that requested court approval for employee bonuses. 
Appendix I contains a detailed description of our objectives, scope, and 
methodology. 

We conducted this performance audit from October 2020 to September 
2021 in accordance with generally accepted government auditing 
standards. Those standards require that we plan and perform the audit to 
obtain sufficient, appropriate evidence to provide a reasonable basis for 
our findings and conclusions based on our audit objectives. We believe 
that the evidence obtained provides a reasonable basis for our findings 
and conclusions based on our audit objectives. 

 

Chapter 11 of the Code is used to reorganize a business, which generally 
includes corporations, sole proprietorships, and partnerships.9 One of its 
purposes is “to restructure a business’s finances so that it may continue 
to operate, provide its employees with jobs, pay its creditors, and produce 
a return for its stockholders.”10 Upon filing for Chapter 11 bankruptcy, 
judgments and other activities are suspended and may not be pursued by 
creditors against the debtor.11 Chapter 11 generally allows a debtor, 
subject to court approval, to assume or reject any executory contracts to 
which it is a party.12 

                                                                                                                       
9Individuals also may file for Chapter 11 bankruptcy. In a Chapter 11 case, a debtor may 
file a liquidating plan, which often allows the debtor to liquidate the business under more 
economically advantageous circumstances than a Chapter 7 liquidation. 

10H.R. Rep. No. 95-595, at 220 (1978), reprinted in 1978 U.S.C.C.A.N. 5963, 6179. 

1111 U.S.C. § 362(a). 

1211 U.S.C. § 365(a). Executory contracts are those where performance obligations 
remain for both parties and failure to perform would be deemed a breach. 

Background 
Chapter 11 Bankruptcy 
Overview 



 
 
 
 
 
 

Page 5 GAO-21-104617  Bankruptcy 

The debtor initially has the exclusive right to file a reorganization plan.13 
Chapter 11 sets the rules under which creditors negotiate with the debtor 
and vote on the plan. Confirmation of a plan generally discharges a 
debtor from any debt that arose before the date of confirmation.14 The 
confirmed plan creates new contractual rights, generally replacing or 
superseding pre-bankruptcy contracts. 

Under Chapter 11 and upon filing, the debtor usually remains “in 
possession,” has the powers and duties of a trustee, may continue to 
operate its business, and may, with court approval, borrow certain new 
money.15 Debtors in possession have the right, with the court’s approval, 
to employ attorneys, accountants, appraisers, auctioneers, or other 
professionals to assist the debtor during its bankruptcy case. Debtors in 
possession remain in place until the reorganization plan is confirmed, the 
debtor’s case is dismissed, or converted to liquidation under Chapter 7, or 
a Chapter 11 trustee is appointed.16 

                                                                                                                       
1311 U.S.C. § 1121(b). This exclusivity period generally lasts for 120 days but may be 
extended or reduced by the court for cause. 11 U.S.C. § 1121(d). The debtor has 180 
days after the petition date or entry of the order for relief to obtain acceptances of its plan. 
11 U.S.C. § 1121(c)(3). The court may extend or reduce this acceptance exclusive period 
for cause. 11 U.S.C. § 1121(d). If the exclusive period expires before the debtor has filed 
and obtained acceptance of a plan, other parties in interest in a case, such as the 
creditors' committee or a creditor, may file a plan. 11 U.S.C. § 1121(c). 

1411 U.S.C. § 1141(d). 

15“Debtor in possession” generally refers to the incumbent board of directors and 
executives that keep possession and control of the business while undergoing 
reorganization. According to a bankruptcy expert, the ability of the debtor to retain control 
over the reorganization makes bankruptcy a far more attractive option than otherwise 
would be the case. The expert noted that under bankruptcy law before 1978, management 
typically was replaced with a case trustee. According to the expert, a large number of 
companies would not file for business reorganization under the prior law because they 
would lose possession of their business. See, for example, David Skeel, Debt’s Dominion: 
A History of Bankruptcy Law in America (Princeton, N.J., Princeton University Press 
(2001)). 

16A party in interest or the U.S. Trustee can request the appointment of a case trustee at 
any time prior to confirmation of a plan in a Chapter 11 case. Moreover, the U.S. Trustee 
is required to move for appointment of a trustee if there are reasonable grounds to believe 
that any of the parties in control of the debtor participated in actual fraud, dishonesty, or 
criminal conduct in the management of the debtor or the debtor's public financial reporting. 
11 U.S.C. § 1104(e). 
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A Chapter 11 reorganization plan must designate classes of claims and 
interests for treatment under the reorganization.17 A plan classifies claims 
holders according to their payment priority, which can be generally 
categorized in the following order: secured creditors, administrative 
expenses and unsecured creditors entitled to priority, general unsecured 
creditors, and equity security holders.18 Specifically: 

• A secured claim is guaranteed by collateral or a lien on property or 
assets belonging to the debtor. Because secured claims are 
guaranteed against the value of collateral or lien, secured creditors 
will receive payment in association with the value of their collateral or 
lien. 

• Administrative expenses generally include post-petition expenses 
needed to preserve the bankruptcy estate, such as legal and other 
professional fees and operating expenses of the debtor’s business. 
Bankruptcy courts can treat debtor-in-possession financing as an 
administrative expense. When a debtor needs funds to continue to 
operate, it may obtain such financing from a lender and give the 
lender a court-approved “superpriority” over other unsecured creditors 
or a lien on property of the estate.19 

• Unsecured priority claims are not secured by collateral or a lien but 
given statutory priority over other types of unsecured claims. 
Unsecured creditors will receive recovery from the debtor’s 
bankruptcy estate after distributions are made to secured creditors but 
are not guaranteed payment. An unsecured priority claim is debt that 
is entitled to special treatment in the bankruptcy process and will be 
paid ahead of non-priority claims.20 

• General unsecured claims are debts that are not guaranteed by any 
collateral or lien on the debtor’s bankruptcy estate and are not given 
special priority. Creditors who hold general unsecured claims are 

                                                                                                                       
1711 U.S.C. § 1123(a)(1). Alternatively, the debtor may file a Chapter 11 liquidation plan 
instead of a reorganization plan. 

18The Code establishes a detailed, specific order of priorities for claims and expenses. 11 
U.S.C. § 507. We have grouped these claims and expenses into broad categories for 
ease of discussion.   

19After administrative expenses and priority claims are paid in full, remaining funds are 
made available to pay claims of general unsecured creditors.  

20Examples of priority claims could include certain employee compensation owed, unpaid 
contributions to employee benefits plans, unsecured tax obligations owed to the 
government, and pending personal injury or workplace injury or death claims. 
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classified as non-priority claims. Appointed by U.S. Trustees 
(discussed below), the creditors’ committee represents the interests of 
the entire class of unsecured creditors and serves to maximize its 
recovery under a reorganization plan. The committee may consult 
with the debtor in possession on administration of the case, 
investigate the debtor’s conduct and operation of the business, and 
participate in formulating the reorganization plan.21 

• Equity security holders (such as shareholders in a corporation) have 
the lowest priority and are the last to be paid, after all other debts are 
paid. 

Congress has granted federal courts broad original and exclusive 
jurisdiction over bankruptcy cases, and the U.S. Trustee Program and 
SEC have varying levels of responsibility for oversight of Chapter 11 
bankruptcy cases. 

• Congress has granted federal courts broad original and exclusive 
jurisdiction over bankruptcy cases. Bankruptcy judges serve as 
judicial officers of the U.S. district courts and constitute the bankruptcy 
court for their respective districts. A bankruptcy judge may exercise 
authority with respect to any bankruptcy action, suit, or proceeding in 
their respective district. The U.S. court of appeals for each circuit 
appoints bankruptcy judges to renewable 14-year terms. 

• The United States Trustee Program is a litigating component of the 
Department of Justice whose mission is to promote the integrity and 
efficiency of the bankruptcy system for the benefit of all 
stakeholders—debtors, creditors, and the public. According to officials 
from the U.S. Trustee Program, U.S. Trustees have standing to 
participate in every individual and business bankruptcy case in the 88 
federal judicial districts under their jurisdiction.22 Program officials told 
us the program carries out a broad range of enforcement, regulatory, 
and administrative activities, including employing an array of civil 
enforcement tools to detect and address fraud and abuse, referring 
suspected crimes to U.S. Attorneys, appointing and supervising 

                                                                                                                       
21If remaining funds are insufficient to fully satisfy the claims of a creditor class, the 
creditors are paid on a pro-rata basis. Creditors will receive payment from remaining 
funds, based on the size of their claims relative to the amount of total claims for the class. 
If no funds remain, as may be the case for general unsecured creditors, they may receive 
nothing. 

22The U.S. Trustee Program has jurisdiction in all judicial districts except those in 
Alabama and North Carolina. In those six districts, bankruptcy court officials called 
Bankruptcy Administrators perform a similar function. 

Federal Bankruptcy Courts 
and Oversight of Chapter 
11 Cases 
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private trustees who administer bankruptcy cases, and identifying and 
raising issues for review on appeal to ensure consistent application of 
bankruptcy laws nationally. According to officials, in Chapter 11 
cases, U.S. Trustees ensure that bankruptcy estates are administered 
promptly and efficiently and that professional fees are reasonable; 
appoint and convene creditors’ committees; and review disclosure 
statements and applications for the retention of professionals. 

• Under the Code, SEC is a party in interest in Chapter 11 cases. 
According to SEC officials, SEC takes legal positions on matters 
impacting public investors, such as the issuance of securities under 
Chapter 11 plans, formation of official equity committees, excessive 
compensation, and professional conflicts of interests. 

Chapter 11 debtors must file motions to request court approval to pay 
their employees retention or incentive bonuses during bankruptcy. As 
shown in figure 1, these requests are subject to a notice and hearing 
process, which provides creditors and other parties the opportunity to 
object to the requests, and court approval. 

Notice and Hearing 
Process for Court 
Approval of Employee 
Bonuses 
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Figure 1: Example of Debtor’s Process for Requesting an Employee Bonus Plan in a 
Chapter 11 Bankruptcy 

 
 
According to several journal and legal articles, before the Code was 
amended in 2005, Chapter 11 debtors often filed motions to request court 
approval to pay their executives retention bonuses during bankruptcy.23 
Such articles stated that before 2005 the court approved a bonus request 
if it found the debtor used proper business judgment in formulating the 
bonus and the bonus was fair and reasonable.24 According to the journal 

                                                                                                                       
23See, for example, Jared A. Ellias, "Regulating Bankruptcy Bonuses," Southern California 
Law Review, vol. 92, p. 653-701 (March 2019);  Henry P. Baer, Jr. and Tony Miodonka, 
“Executive Compensation in Bankruptcy,” Practical Law Practice Note 2-545-4565 (2013); 
and John J. Rapisardi, “Delaware Guides Debtor Firms Creating Comp Plans,” New York 
Law Journal 238, no. 51 (Sept. 12, 2007). 

24See 11 USC § 363(b). Under the business judgement standard of Section 363(b), courts 
generally determine whether executive retention bonuses are fair and reasonable, and 
that the debtor’s business decision was not so manifestly unreasonable that it could not be 
based on sound business judgement but only on bad faith. 
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and other legal articles, the bankruptcy courts generally applied the 
business judgment standard to create a presumption in favor of retention 
bonuses and generally resulted in the courts approving bonus requests 
unless they were found to be based on bad faith, whim, or caprice. 

The extent to which the Code governs employee bonuses in Chapter 11 
bankruptcy largely depends on when the company implements them (see 
fig. 2). Companies may implement executive (insider) or non-executive 
(non-insider) employee bonuses before filing for bankruptcy, during 
bankruptcy, or after emerging from bankruptcy. Section 503(c) imposes 
restrictions on bonuses implemented during bankruptcy but not on 
bonuses implemented before filing or after emergence.25 However, 
bonuses implemented before or after bankruptcy may be subject to other 
provisions of the Code that enable creditors or other stakeholders to 
recover or object to bonuses under limited circumstances. 

Figure 2: Bankruptcy Code Provisions Governing Bonuses in Chapter 11 

 
                                                                                                                       
25According to U.S. Trustee Program officials, debtors may hide employee bonuses 
awarded during bankruptcy in court filings, such as motions to sell assets, motions to pay 
employee wages, monthly operating reports, or plans of reorganization. Officials told us 
that these bonuses may be subject to Section 503(c) but may receive less scrutiny. 

Extent to Which the 
Code Governs 
Employee Bonuses 
Largely Depends on 
Timing 
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Section 503(c) makes it more difficult for Chapter 11 debtors to obtain 
court approval to pay retention bonuses to executive employees during 
bankruptcy and, to a lesser degree, incentive bonuses to executive and 
non-executive employees.26 As shown in figure 3, when reviewing a 
debtor’s proposed incentive plan under Section 503(c), bankruptcy courts 
generally will determine whether the plan is primarily retentive and, if so, 
whether the plan covers executives. Plans that are primarily retentive and 
cover executives are subject to the restrictions of Section 503(c)(1), while 
incentive plans for executives or non-executives (as well as retention 
plans for non-executives) are evaluated under Section 503(c)(3). 

Figure 3: Applicability of Section 503(c) of the Bankruptcy Code to a Debtor’s 
Request for Court Approval of a Retention or Incentive Plan during Bankruptcy 

 
Note: We use “executives” to refer to insiders. Section 503(c)(1) of the Bankruptcy Code restricts 
certain types of bonus payments to insiders, which include directors, officers, or persons in control of 
the entity. 
 

                                                                                                                       
26Section 503(c) also includes provisions that govern other types of bonuses during a 
Chapter 11 bankruptcy, which include severance payments. We excluded severance 
payments from the scope of our review. Section 503(c) limits severance payments to 
executives under a program that is generally applicable to all full-time employees and sets 
a numerical cap based on severance pay given to non-management employees.  

Section 503(c) of the Code 
Restricts Retention 
Bonuses and, to a Lesser 
Extent, Incentive Bonuses 
during Bankruptcy 
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Section 503(c)(1) imposes several restrictions on retention plans covering 
executives (but not non-executives). Under the section, a debtor may not 
pay an executive a retention bonus to remain with the debtor unless 

• the executive has a bona fide job offer from another business at the 
same or greater compensation; 

• the executive’s services are essential to the survival of the business; 
and 

• the retention bonus is (1) not greater than 10 times the amount of the 
average bonus payments given to non-management employees 
during the same year or, if no such bonuses were given, (2) not 
greater than 25 percent of the amount of any similar payment made to 
the executive during the prior year.27 

Section 503(c)(3) governs most other types of bonuses, including 
incentive bonuses, and imposes less specific restrictions on such 
bonuses. Section 503(c)(3) is a “catchall” provision that prohibits 
payments of bonuses that are made “outside the ordinary course of 
business and not justified by the facts and circumstances of the case.” 

In light of the Code’s restrictions on executive retention plans, some 
debtors alternatively developed and sought court approval for incentive 
plans covering executives and, in some cases, non-executive employees. 
In contrast to a retention bonus, an incentive bonus is based on an 
executive or other employee achieving specified financial or other 
performance targets. In the 2006 case In re Dana Corp, the Bankruptcy 
Court for the Southern District of New York laid out factors that 
bankruptcy courts may consider when reviewing incentive plans under 
Section 503(c)(3).28 The Dana factors consider the following: 

• Is there a reasonable relationship between the plan proposed and the 
results to be obtained, i.e., will the key employee stay for as long as it 
takes for the debtor to reorganize or market its assets? Or, in the case 
of a performance incentive, is the plan calculated to achieve the 
desired performance? 

• Is the cost of the plan reasonable in the context of the debtor’s assets, 
liabilities, and earning potential? 

                                                                                                                       
2711 U.S.C. § 503(c)(1). 

28358 B.R. 567, 576-77 (Bankr. S.D.N.Y. 2006). 
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• Is the scope of the plan fair and reasonable; does it apply to all 
employees; does it discriminate unfairly? Is the plan or proposal 
consistent with industry standards? What were the due diligence 
efforts of the debtor in investigating the need for a plan; analyzing 
which key employees need to be incentivized; what is available; what 
is generally applicable in a particular industry? 

• Did the debtor receive independent counsel in performing due 
diligence and in creating and authorizing the incentive compensation? 

According to several bankruptcy attorneys, compensation consultants, 
and academics we interviewed, retention bonuses recently have re-
emerged as payments that debtors make to executives months or days 
before filing for Chapter 11 bankruptcy. However, pre-bankruptcy 
retention bonuses are not subject to Section 503(c) and thus do not offer 
creditors and other parties of interest an opportunity to comment or object 
and are not reviewed by the court. 

Instead, public companies are generally required to disclose pre-
bankruptcy bonuses awarded to certain executive officers and directors in 
SEC filings.29 Public and private companies in bankruptcy also may 
disclose their pre-bankruptcy retention bonuses in court filings to be 
transparent and inform the court that they are not requesting approval for 
such payments. According to compensation consultants, pre-bankruptcy 
retention bonus agreements typically include provisions that require 
executives to pay back the bonuses if they terminate their employment 
before a specified date or are terminated for cause. 

Although pre-bankruptcy retention bonuses are not subject to Section 
503(c), such payments might be recovered under Section 548 of the 
Code as fraudulent transfers. However, debtors may face challenges 
meeting the statutory standard of proof in Section 548 actions. Generally, 
a fraudulent transfer in bankruptcy is a transfer or obligation of a debtor’s 
property made within 2 years before filing for bankruptcy and made with 
actual intent to hinder, delay, or defraud any entity to which the debtor 
received less than reasonably equivalent value in consideration while the 

                                                                                                                       
29Under SEC Regulation S-K, a reporting company must provide “clear, concise and 
understandable disclosure of all plan and non-plan compensation awarded to, earned by, 
or paid to [certain] named executives officers…and directors.” 17 C.F.R. § 229.402(a)(2) 
In addition, New York Stock Exchange and Nasdaq rules generally require a listed 
company to seek shareholder approval when it establishes or materially amends equity-
compensation plans. 

Section 503(c) Does Not 
Govern Pre-Bankruptcy 
Retention Bonuses 
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debtor was (or was rendered) insolvent.30 Therefore, the debtor (or 
another party with standing to sue on behalf of the debtor’s bankruptcy 
estate) only may recover certain pre-bankruptcy transfers incurred to or 
for the benefit of executives for which the debtor did not receive 
reasonably equivalent value, or in instances they can demonstrate actual 
intent to hinder, delay, or defraud. According to Trustee Program officials, 
a creditor (or a creditors’ committee) must obtain court permission to 
pursue a fraudulent transfer recovery action on behalf of the estate.31 

Although the Code generally does not govern bonuses that debtors award 
to employees after exiting bankruptcy, it governs such bonuses when 
incorporated into a debtor’s reorganization plan. During bankruptcy, some 
Chapter 11 debtors negotiated with their creditors to incorporate stock 
incentive plans (commonly called management incentive plans) in their 
reorganization plan.32 If approved by the court (as discussed below), the 
reorganization plan authorizes or directs the reorganized debtor to 
implement the management incentive plan after emerging from 
bankruptcy. The plans are intended to attract, retain, or incentivize 
employees. According to several bankruptcy attorneys (and as discussed 
below), such plans typically reserve around 10 percent of the reorganized 
company’s total common stock to be awarded to executives or other 
employees. 

Several of the Code’s provisions may govern management incentive 
plans incorporated into reorganization plans. Under the Code, a Chapter 
11 reorganization plan may include any “appropriate provision not 
inconsistent with [other] applicable provisions.”33 This provision may 
authorize a debtor to include a management incentive plan as part of a 
reorganization plan, which is subject to court approval. Additionally, 
parties have argued that such management incentive plans may be 
                                                                                                                       
30The Code also allows the debtor to ask the court to recover any payment to or for the 
benefit of an executive under an employment contract that was made or incurred on or 
within 2 years before the bankruptcy filing, for which the debtor received less than a 
reasonably equivalent value in exchange for such payment, and was not made in the 
ordinary course of business. 11 U.S.C. § 548(a)(1)(B)(IV) 

31According to U.S. Trustee Program officials, the U.S. Trustee does not have standing to 
pursue recovery actions under Section 548. 

32For example, see Brian M. Resnick, Ron M. Aizen, and Adam L. Shpeen, “Management 
Incentive Plans under a Microscope,” American Bankruptcy Institute Journal, vol. XXXVI, 
no. 12 (December 2017). 

3311 U.S.C. § 1123(b)(6). 
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subject to the restrictions in Section 503(c). The court will confirm the 
reorganization plan, including a management incentive plan, only if it 
meets all applicable provisions.34 

The 12 academics, bankruptcy attorneys, and organization we 
interviewed and whose publications we reviewed generally viewed 
Section 503(c) restrictions on executive retention and incentive bonuses 
as less-than-effective because debtors can work around the restrictions 
(for instance, by awarding bonuses before filing for bankruptcy).35 These 
stakeholders had mixed views on what steps, if any, could be taken to 
address such bonuses. While they generally viewed pre-bankruptcy 
bonuses as problematic, they differed on specific potential changes to the 
Code to address the issue. 

 

 

 

 

 

 

According to bankruptcy attorneys we interviewed and publications we 
reviewed, Section 503(c)(1)’s requirements are extremely rigorous. For 
example, the provision requires an executive to obtain a bona fide job 
offer from another business at the same or greater compensation to 
qualify for a retention bonus. According to stakeholders, to obtain such an 
offer, executives would need to search for a job offer at an inopportune 
time—that is, when the company is under financial distress. They added 

                                                                                                                       
3411 U.S.C. § 1129(a). 

35We interviewed a nonrandom, non-generalizable selected sample of five academics 
(such as law professors), six bankruptcy attorneys, and the National Bankruptcy 
Conference about the Code’s provisions on bonuses. We also reviewed publications by 
other academics, bankruptcy attorneys, and compensation consultants about the Code’s 
restrictions on employee bonuses. See appendix I for a more detailed discussion of our 
approach. 
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that if the executives were to obtain such an offer from a healthy 
company, it is unlikely they would remain with the bankrupt company. 

According to academics and bankruptcy attorneys we interviewed and 
publications we reviewed, pre-bankruptcy retention bonuses for 
executives emerged as a response to Section 503(c)(1)’s strict limits on 
retention bonuses during bankruptcy. Despite the section’s restrictions, 
these bonuses are negotiated between executives and the company’s 
board of directors for the purpose of retaining the executives through 
bankruptcy. For example, two compensation consultants noted that an 
advantage of pre-bankruptcy bonuses is that the debtor can avoid the 
need to negotiate with creditors or obtain court approval, which can make 
such bonuses simpler, quicker, and cheaper than seeking a bonus during 
bankruptcy. 

Creditors’ committees may be able to use the Code’s Section 548 to 
recover pre-bankruptcy bonuses as fraudulent transfers. According to 
U.S. Trustee Program officials, creditors’ committees sometimes seek to 
obtain derivative standing to pursue a recovery action against executives 
who received pre-bankruptcy bonuses. According to the National 
Bankruptcy Conference, it is difficult for creditors to gain such standing 
and to show that a bonus was not given for reasonably equivalent value 
when the executive still works for the debtor. Two bankruptcy attorneys 
told us no creditors have recovered pre-bankruptcy bonuses in a high-
profile case, but that the possibility remains in light of some of the high-
profile bankruptcy cases in 2020 that included pre-bankruptcy bonuses. 
Also, U.S. Trustees told us that debtor-in-possession financing 
arrangements may include a provision that places a lien on recovery 
actions, so that creditors cannot challenge pre-bankruptcy bonuses under 
Section 548. They said that they often object to these arrangements and 
seek to preserve the right of creditors to pursue recovery actions. 

According to compensation consultants, debtors commonly preserve the 
right to recover pre-bankruptcy bonuses paid to executives who leave 
before the end of the retention period or are terminated for cause. 
Bankruptcy attorneys noted that companies generally pay executives their 
pre-bankruptcy retention bonuses when the agreements are signed or 
shortly thereafter—thus, they face the risk of recovery if the executives do 
not fulfill the terms of the agreements. However, the National Bankruptcy 
Conference noted anecdotally that some debtors have been reluctant to 
enforce such provisions. In contrast, retention bonuses awarded during 
bankruptcy generally are paid after the employee meets the retention 



 
 
 
 
 
 

Page 17 GAO-21-104617  Bankruptcy 

period, so debtors can withhold the retention bonus if the employee 
departs before the end of the retention period. 

Academics and bankruptcy attorneys told us that debtors can work 
around the Code’s restrictions on executive retention bonuses by 
alternatively crafting such bonuses as incentive bonuses. In other words, 
they told us that because executive retention bonuses are nearly 
impossible to implement during bankruptcy, debtors instead might request 
court approval of incentive bonuses for executives. In reviewing requests 
for incentive bonuses during bankruptcy, courts apply the facts and 
circumstances standard of Section 503(c)(3), which is less stringent than 
the Section 503(c)(1) restrictions. 

Stakeholders also told us that debtors can pursue strategies through 
other types of bonuses to work around the Code’s restrictions on 
executive retention bonuses. Examples stakeholders described included 
the following: 

• In developing incentive plans for executives, debtors may set financial 
or other performance targets for earning bonuses so low that the 
incentive bonuses are, in effect, disguised retention bonuses.36 

• Debtors may attempt to conceal the identities of and bonus amounts 
paid to executives and limit the ability of creditors to fully review 
whether bonus payments are subject to Section 503(c).37 

• In developing retention plans for non-executive employees, debtors 
may seek to classify employees with officer titles as non-executives 
(based on their alleged lack of control rather than their title) to cover 
them under the retention plan. 

                                                                                                                       
36U.S. Trustee Program officials told us that many of their objections are caused by this 
issue. 

37Section 107(b)(2) of the Code permits the court, on its own motion, and requires the 
court, on the request of a party in interest, to protect persons with respect to scandalous 
or defamatory matter contained in a paper filed in a bankruptcy case. 11 U.S.C. § 
107(b)(2). 

Incentive Bonuses during 
Bankruptcy 
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• Debtors may seek the court’s deference for approving bonuses by 
arguing the “facts and circumstance” test is identical to the business 
judgment standard.38 

• Debtors may terminate executives before filing for bankruptcy and 
rehire them as consultants to help them through bankruptcy, given 
their knowledge of the company. 

While acknowledging debtors can work around the Code’s restrictions on 
bonuses, stakeholders also stated that properly designed incentive 
bonuses are consistent with the intent of Section 503(c). Such bonuses 
are performance-based and therefore do not reward executives simply for 
staying with the debtor through bankruptcy. 

According to articles written by bankruptcy attorneys and compensation 
consultants, debtors can use management incentive plans to work around 
Section 503(c) requirements. Management incentive plans can be used to 
replace pre-existing equity incentive plans, which lose value after a 
reorganization. Some stakeholders note that the plans are useful to align 
the interests of executives with the reorganized company’s shareholders. 
But other stakeholders view the plans as an unjustified executive 
inducement to which key secured creditors agree to gain management’s 
support for their preferred reorganization plan at the potential expense of 
other parties, such as unsecured creditors or shareholders. 

Creditors and U.S. Trustees have raised concerns about management 
incentive plans by objecting to Chapter 11 reorganization plans and 
disclosure statements. For example, bankruptcy attorneys note that 
common objections to the management incentive plans include that they 
were proposed in bad faith to enrich existing executives at the expense of 

                                                                                                                       
38As previously discussed, under the business judgement standard of Section 363(b), 
courts generally determine whether executive retention bonuses are fair and reasonable, 
and that the debtor’s business decision was not so manifestly unreasonable that it could 
not be based on sound business judgement but only on bad faith. According to 
stakeholders, before the enactment of Section 503(c), courts generally afforded 
considerable deference to the business judgement of debtors’ board of directors on the 
design and suggested implementation of executive retention bonuses. Additionally, 
according to a review of court decisions by a compensation consultant, some courts view 
the “facts and circumstances” test of Section 503(c)(3) as identical to the business 
judgment standard. But the review states that other courts hold that the “facts and 
circumstances” test establishes a heightened role for the court, which must determine 
whether the payments serve the interests of the creditors and the debtor’s estate. See 
Margaret Black, Executive Compensation in Bankruptcy: Motivating Key Employees 
Through Corporate Financial Distress, Trends & Issues, Pearl Meyer & Partners, LLC 
(April 2020). 
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other parties or provided inadequate disclosure about the plans in the 
disclosure statement accompanying the reorganization plan. In addition, 
U.S. Trustees told us that they have successfully argued that 
management incentive plans are subject to Section 503(c). 

 

 

Some academics and bankruptcy attorneys maintained that Section 
503(c) should be substantially revised. Their arguments in favor of 
amendments include the following: 

• Section 503(c) is formulaic and limits flexibility. The Code and 
bankruptcy process provide a system of checks and balances on 
executive control so that creditors, U.S. Trustees, and courts can 
weigh the costs and benefits of debtor activities in consideration of 
each case’s facts and circumstances. Some stakeholders told us that 
fair and reasonable retention bonuses that are negotiated among 
debtors, executives, and creditors and approved by the courts can be 
useful for retaining key employees during the reorganization 
process.39 However, they said the formulaic requirements of Section 
503(c) limit the flexibility of the process. For example, one academic 
found that objections to bonus plans by creditors and U.S. Trustees 
usually focused on compliance with Section 503(c) rather than 
specific issues with the contents of the plans.40 

• Section 503(c) does not necessarily weigh costs and benefits. 
Stakeholders told us that creditors will support bonuses that would 
preserve the value of the debtor’s estate by a greater amount than the 
bonuses, but Section 503(c)’s requirements are not necessarily 
designed to weigh the benefits and costs of bonuses in helping 
debtors maintain business operations or preserve the value of their 
estate for the benefit of creditors. For example: 
• Section 503(c)(1) incentivizes executives to pursue other job 

offers when the debtor is under financial distress and most in need 

                                                                                                                       
39According to an academic, costly delays in the reorganization process led to the 
emergence of executive bonuses in the 1990s. David A. Skeel Jr., “Creditors’ Ball: The 
‘New’ New Corporate Governance in Chapter 11,” University of Pennsylvania Law 
Review, vol. 152, no. 2, pp. 917-952 (December 2003). 

40Jared A. Ellias, “Regulating Bankruptcy Bonuses,” Southern California Law Review, vol. 
92, p. 653-701 (March 2019). 
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of their leadership. Some academics and bankruptcy attorneys 
said that whether executives can obtain a comparable job offer 
does not prove they will produce greater value than their bonus. 
They also said executives likely would not turn down a 
comparable job offer from a healthy company. 

• Section 503(c)(1) generally limits the amount of an executive 
retention bonus to no more than 10 times the average amount of 
bonuses paid to non-executives. However, several stakeholders 
told us it is illogical to link executive and non-executive 
compensation. First, according to stakeholders, debtors file for 
bankruptcy because they need to reduce costs. They may provide 
bonuses to their executives to reduce costs, which may require 
the executives to reduce the workforce to reorganize and emerge 
as a healthy company. The failure to achieve that outcome would 
mean all employees would lose their jobs. Second, if debtors do 
not pay their executives bonuses, they may not necessarily use 
those funds to maintain a larger workforce. Estate funds not used 
to pay executive bonuses would go back into the estate for 
distribution according to the priority list, and employees are 
generally unsecured creditors and low on the list. 

• Section 503(c) can increase costs. Section 503(c)(3) allows debtors 
to pay their executives incentive bonuses but stakeholders said the 
provision can require debtors to expend the estate’s resources to pay 
compensation consultants and attorneys extra fees to defend 
executive incentive bonuses. 

In contrast, other academics and bankruptcy attorneys maintained that 
Section 503(c) does not need to be amended. Their arguments for 
maintaining Section 503(c) in its current form include the following: 

• Section 503(c) serves a useful purpose. Some stakeholders argued 
that executives should not be allowed to receive bonuses simply for 
staying with the debtor through bankruptcy when non-executive 
employees are furloughed or lose their jobs. If Section 503(c) is 
causing debtors to request incentive bonuses instead of retention 
bonuses, then that outcome is desirable because the bonuses, if 
granted, will be based on financial or other performance targets that 
serve to benefit the debtor’s estate and creditors. These stakeholders 
argued that the bar for receiving a bonus should be high. 

• Section 503(c) can help protect unsecured creditors. According to 
some stakeholders, debtors and key creditors may have relationships 
that undermine the Code’s checks and balances and lead such 

Arguments for Retaining 
Section 503(c) in Its Current 
Form 
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creditors to support executive bonuses based on self-interest. For 
example, a debtor’s secured lenders may leverage their positions to 
influence the reorganization’s outcome and negotiate key terms of the 
reorganization plan for their benefit. They also may play a direct role 
in the debtor’s management. Thus, such stakeholders might agree to 
pay bonuses to executives to gain their support in the bankruptcy 
process. At the same time, unsecured creditors may not challenge the 
merits of an executive bonus because of the cost of making the 
challenge. That is, the cost of hiring attorneys, accountants, and 
compensation consultants to assess the reasonableness of executive 
bonuses can be high relative to the potential recovery for the lowest-
priority unsecured creditors, such as non-executive employees and 
shareholders.41 

 

 

 
 

Academics and bankruptcy attorneys generally told us that a legislative 
response to pre-bankruptcy bonuses is warranted because of the greater 
risk of self-dealing—where executives may use their influence to enhance 
their compensation at the expense of creditors and shareholders. The 
stakeholders said executives have a stronger negotiating position 
regarding bonuses before filing for bankruptcy because of their influence 
over the decision of whether and when to file for bankruptcy. During this 
time, the company likely is in financial distress and the board of directors 
generally will rely on the executives to help determine the best course of 
action. As a result, they said that the executives could extract abusive 
retention bonuses from the board. While creditors, U.S. Trustees, and the 
courts serve as a check on executive bonuses during bankruptcy, they do 
not serve as a check on pre-bankruptcy bonuses. 

Academics and bankruptcy attorneys had different views on how to 
address pre-bankruptcy bonuses and other methods used to work around 

                                                                                                                       
41As discussed previously, secured creditors are paid from the proceeds of collateral 
before any other claims. As higher-priority claims are paid in full, remaining funds are 
made available to pay administrative expenses and priority unsecured claims. Any 
remaining funds are used to pay general unsecured creditors. If remaining funds are 
insufficient to fully satisfy the claims of a creditor class, the creditors are generally paid on 
a pro-rata basis. 
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503(c) requirements. Some said a principles-based approach that gives 
courts the flexibility to ensure that retention bonuses are not abusive 
would be more effective than Section 503(c). They maintain that changes 
to Section 503(c)(1) that permitted some form of retention bonuses during 
bankruptcy could reduce the use of pre-bankruptcy bonuses. They said 
that encouraging debtors to request executive bonuses after filing for 
bankruptcy would be consistent with the Code’s intent of providing greater 
transparency and oversight by creditors, U.S. Trustees, and the courts. 
For example, the National Bankruptcy Conference recommended 
replacing Section 503(c)(1)’s requirements with a flexible standard that is 
more stringent than the deferential business judgement standard and 
subjecting pre-bankruptcy bonuses to such a standard.42 

Some stakeholders generally supported amending the Code to make it 
easier to recover pre-bankruptcy bonuses. For example, several of them 
supported amending Section 548 to allow executive bonuses granted 
within a certain time frame to be recovered, or avoided, if the bonuses 
would not have been allowed under Section 503(c). But two stakeholders 
said that debtors could work around such an amendment by awarding 
bonuses before the specified time frame. Some stakeholders also said 
that amending Section 547 or 548 to expand the parties allowed to seek 
avoidance of a pre-bankruptcy bonuses could be beneficial. But two other 
stakeholders raised concerns that such an amendment could lead to a 
proliferation of litigation. 

Academics and bankruptcy attorneys we interviewed had mixed views on 
whether a legislative response to incentive bonuses was warranted. As 
discussed earlier, some stakeholders argue that debtors may work 
around Section 503(c)(1)’s restrictions by implementing incentive 
bonuses for their executives under Section 503(c)(3)’s less-stringent facts 
and circumstances standard. Some of these stakeholders maintained that 
Section 503(c) should be strengthened to provide clearer guidance for 
courts on the distinction between incentive and retention bonuses. For 
example, they generally supported revising the Code to 

• expand the definition of insider for purposes of executive bonuses to 
include a specified number of the company’s top-compensated 
employees and lower the threshold under which a bonus may exceed 
standard pay, or 

                                                                                                                       
42See appendix II for the National Bankruptcy Conference’s May 27, 2021, letter to GAO. 
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• list the specific factors (such as those identified in In re Dana) that 
could be used to justify incentive bonuses under the facts and 
circumstances standard to produce a more consistent interpretation of 
Section 503(c)(3). 

Other stakeholders told us that these legislative responses are 
unnecessary and could lead to unintended consequences. For example, 
expanding the definition of insider, as described, would effectively ban 
non-executive retention bonuses, which would hinder the ability of 
debtors to retain critical employees. Instead of expanding the definition of 
insider, one stakeholder proposed narrowing and clarifying the definition 
to focus on individuals who control the debtor’s business or restructuring. 
Although stakeholders generally viewed the list of factors laid out in In re 
Dana for interpreting Section 503(c)(3) positively, some expressed 
concern that codifying those factors for incentive bonuses would limit 
court flexibility. 

Academics and bankruptcy attorneys had mixed views on whether a 
legislative response to executive bonuses in prepackaged bankruptcies 
was warranted. A prepackaged bankruptcy generally begins with the filing 
of a plan of reorganization (which can include executive retention or 
incentive bonuses) that significant creditors already had accepted before 
the filing. The debtor then asks the court to approve the accepted plan. 

• Many stakeholders generally said prepackaged bankruptcies have 
value because they serve to help the company emerge from 
bankruptcy quickly. They said that objections to bonuses resulting 
from negotiations or litigation between debtors, creditors, and U.S. 
Trustees would undermine that purpose. 

• Other stakeholders said that allowing consideration of the 
reasonableness of bonuses by creditors or others in prepackaged 
bankruptcies would be valuable and should not significantly slow 
down the process. 

• Some stakeholders proposed changes to the requirements for 
confirmation of the debtor’s reorganization plan to allow for 
consideration of bonuses under Section 503(c) by creditors, U.S. 
Trustees, and courts.43 But other stakeholders maintained that the 

                                                                                                                       
43Before confirmation of the reorganization plan can be granted, the court must be 
satisfied there has been compliance with all the requirements of confirmation in section 
1129 of the Code. To confirm the plan, the court must find that the plan is proposed in 
good faith and complies with the Code, among other things. 

Mixed Views on Legislative 
Response to Bonuses in 
Prepackaged Bankruptcies 



 
 
 
 
 
 

Page 24 GAO-21-104617  Bankruptcy 

proposal would slow down the reorganization process and 
unnecessarily reduce value from the debtor’s estate. 

Academics and bankruptcy attorneys had mixed views on whether a 
legislative response to post-emergence bonuses, or management 
incentive plans, was warranted. Some stakeholders maintained that these 
bonuses are negotiated to preserve value and can facilitate a more 
efficient reorganization process. They noted that the creditors negotiating 
with the debtor to implement a management incentive plan will be equity 
shareholders of the newly reorganized company. Specifically, 
stakeholders stated that many reorganization plans include a provision to 
convert the debt of creditors into equity in the new company. Therefore, 
any post-emergence bonus in the reorganization plan that was negotiated 
with those secured creditors includes input from the shareholders of the 
new company. 

Other stakeholders pointed out that management incentive plans can be 
a way for creditors with higher priority to bargain with executives to obtain 
support for the reorganization plan and can reduce recoveries of lower-
priority creditors.44 For example, bankruptcy attorneys noted that there 
have been cases in which management incentive plans significantly 
enriched executives of the new company. One academic maintained that 
post-emergence bonuses should be negotiated by post-bankruptcy 
boards of directors rather than during a bankruptcy case. Some 
stakeholders proposed changes to the requirements for confirmation of a 
reorganization plan that would allow for consideration of such bonuses 
under Section 503(c) by creditors, U.S. Trustees, and courts. Other 
stakeholders argued that because the adoption of the management 
incentive plan occurs after the debtor has emerged from bankruptcy, 
grants made under such a plan should not be subject to Section 503(c)’s 
restrictions. 

                                                                                                                       
44See Background for a discussion of claims priority in Chapter 11 bankruptcy. Generally, 
higher-priority claims are paid in full before remaining funds are made available for lower-
priority claims. 
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Based on our analysis of court filings, less than 1 percent (70) of the 
approximately 7,300 companies that filed for Chapter 11 bankruptcy in 
fiscal year 2020 requested court approval to pay executive or non-
executive employee bonuses during bankruptcy.45 A debtor must obtain 
court approval to implement a new bonus plan during bankruptcy, which 
subjects the bonus request to the notice and hearing process. As shown 
in figure 4, most debtors that requested court approval of employee 
bonuses were private companies with total assets of $500 million or less. 
The companies varied more in terms of number of employees and 
industry. 

                                                                                                                       
45We used Westlaw Edge and other sources to identify companies that filed for Chapter 
11 in fiscal year 2020 and that requested court approval for employee bonuses (see app. I 
for additional information on our methodology, including its limitations). Based on our 
Westlaw Edge searches, we generally found that a low percentage of companies that filed 
for Chapter 11 bankruptcy in prior fiscal years requested court approval for bonus plans.  
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Restrictions 
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Chapter 11 Bankruptcy in 
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Figure 4: Characteristics of Companies That Filed for Chapter 11 Bankruptcy in Fiscal Year 2020 and Requested Court 
Approval of an Employee Bonus Plan 

 
Note: Due to rounding, the total percentages may not add up to 100 percent. 
 
 

As shown in figure 5, the types of employee bonus plans for which 
debtors requested court approval varied. 

• The majority of debtors requested court approval for retention plans 
for non-executive employees (57 of 70); none requested court 
approval for a retention plan for executive employees. 

• More than half the debtors requested court approval for incentive 
plans for executive employees (47 of 70), and a small percentage 
requested court approval for incentive plans for non-executive 
employees (15 of 70). As discussed previously, Section 503(c)(3) 
imposes less strict requirements on incentive plans covering 
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executives and non-executive employees than on retention plans 
covering executive employees. 

Figure 5: Types of Employee Bonus Plans for Which Debtors Requested Court Approval after Filing for Chapter 11 
Bankruptcy in Fiscal Year 2020 

 
Note: The number of debtors and number of requested plans are not equal, because some debtors 
requested more than one employee bonus plan. 
 
 

In their court filings, debtors generally requested retention bonuses to 
retain non-executive employees who served key roles in preserving the 
debtor’s business or incentive bonuses to motivate executive or non-
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executive employees to achieve specified targets, such as to maximize 
the proceeds of an asset sale. 

Debtors were authorized to award a total of around $571 million to more 
than 16,600 executive and non-executive employees through court-
approved bonus plans, as shown in table 1.46 The bonus amounts and 
number of covered employees varied considerably among the 70 
companies. Additionally, non-executive employees could earn, on 
average, around $20,000 if they met incentive plan targets, while 
executive employees could earn, on average, over $700,000 if they met 
targets. 

Table 1: Number of Employees Covered and Value of Bonus Plans for Which Companies That Filed for Chapter 11 Bankruptcy 
in Fiscal Year 2020 Requested Court Approval 

Plan type 

Number of covered 
employees  Total plan amount  

Bonus amount per 
employee 

Low  Median High Total  Low Median High Total  Average Maximum 
Non-
executive 
retention 
plan  

1 37 4,243 12,204 $23,885 $1,038,000 $79,400,000 $280,437,959 $22,822 $233,282 

Executive 
retention 
plan 

0 0 0 0 0 0 0 0 0 0 

Non-
executive 
incentive 
plan 

3 56 2,191 4,109 $125,000 $2,548,225 $30,628,913 $82,906,505 $20,145 $900,000 

Executive 
incentive 
plan 

1 6 22 309 $26,316 $1,374,000 $36,091,167 $207,630,652 $701,455 $13,319,100 

Total – – – 16,622 – – – $570,845,116 – – 

Legend: – = not applicable 
Source: GAO analysis of data from debtors’ bankruptcy filings. I GAO-21-104617 

Note: Low, median, and high values are presented because distributions for covered employees and 
plan values generally are skewed (average and median are not equal). Incentive plan amounts are for 
the highest possible bonus in cases in which the employee could earn a range of potential bonuses. 
The plan amounts represent amounts courts authorized debtors to pay. The average bonus per 
employee omits bonus plans for which the debtor did not provide numbers of employees covered or 
bonus amounts. 

                                                                                                                       
46The total bonus amount represents the amount that the courts authorized the debtors to 
pay their employees but does not necessarily represent the amount debtors paid their 
employees. For example, under an incentive bonus plan, employees would not be paid 
their bonus until they earned it by meeting a performance target in the future. Additionally, 
some debtors did not provide specific information about the bonus amounts or number of 
employees covered under their plans; thus, our totals do not include such information.  
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Creditors and U.S. Trustees frequently objected to the bonus plans 
requested by Chapter 11 debtors in fiscal year 2020—leading debtors to 
revise about one third of the plans—but the courts approved nearly all 
bonus requests (see fig. 6). Specifically, out of 119 bonus plan requests, 
U.S. Trustees filed 48 objections to the requests and creditors filed 38 
objections—often to the same plan.47 They objected more frequently to 
executive incentive plans than to other types of bonus plans. In response, 
debtors revised 30 percent of the requested bonus plans—including 47 
percent of the executive incentive plans. Courts approved 115 of 119 of 
the requested plans (97 percent).48 

                                                                                                                       
47According to U.S. Trustee Program officials, U.S. Trustees also work informally to 
address concerns with bonuses, which often results in the debtor revising the bonus plan 
without the need for U.S. Trustees to formally object in court. 

48Four bonus plan requests were not approved by the courts. In all four cases, debtors 
withdrew their requests.  

Objections to Bonus 
Requests Led to Changes 
in about One Third of 
Plans, but Courts 
Approved Nearly All Bonus 
Requests 
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Figure 6: Objections and Approvals of Employee Bonus Plans Requested by Companies That Filed for Chapter 11 Bankruptcy 
in Fiscal Year 2020 

 
Note: In one case, no formal objections were filed, but the debtor revised the plan based on 
negotiations with creditors and the U.S. Trustee, so we included it in this analysis. 
 
 

According to the court filings, creditors or U.S. Trustees objected to bonus 
requests based on a number of arguments, including that the 

• requested retention plans for non-executive employees included 
executives (violating Section 503(c)(1) requirements); 

• requested incentive plans for executive employees set easily 
achievable performance targets, essentially making them disguised 
retention plans and thus subject to review under Section 503(c)(1); 
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• requested retention or incentive plans did not sufficiently demonstrate 
that employees under the plan were critical to continuing business 
operations or exiting bankruptcy quickly; 

• requested retention or incentive plans provided bonuses that were 
excessive or above market standards; or 

• requested retention or incentive plans were not justified by the facts 
and circumstances of the case. 

In cases in which creditors or U.S. Trustees objected to a bonus plan 
request, debtors subsequently revised 61 percent of the plans, including 
69 percent of the executive incentive plans. For retention plans, revisions 
included lowering the number of plan participants, lowering the bonus 
amounts, or changing the timing of the payments. For incentive plans, 
revisions included enhancing the performance targets, lowering the bonus 
amounts, or modifying other plan terms. Such negotiations may indicate 
that the parties in interest and the courts are considering the benefits and 
costs associated with employee bonuses. 

We found that 42 companies awarded 223 executives about $165 million 
in retention bonuses shortly before filing for bankruptcy in fiscal year 2020 
(see table 2).49 These debtors either implemented a new bonus plan or 
amended an existing plan anywhere from 5 months to 2 days before filing 
for bankruptcy, for an average of 47 days before filing. In contrast, we 
found no evidence that any of the companies that filed for bankruptcy in 
fiscal year 2020 requested court approval for retention bonuses for 
executives. Of the 42 companies, 23 requested court approval for 
executive or non-executive bonuses after filing for bankruptcy and 19 did 
not. 

  

                                                                                                                       
49As discussed in appendix I, because of disclosure and data limitations, our review may 
not have necessarily identified all companies that filed for Chapter 11 in fiscal year 2020 
and that awarded their executives pre-bankruptcy bonuses within 9 months of filing for 
bankruptcy. 

Some Companies 
Awarded Executives 
Retention Bonuses Shortly 
before Filing, Possibly 
Working around Section 
503(c) Restrictions 
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Table 2: Executive Retention Bonuses Awarded by Debtors in Fiscal Year 2020 Shortly before Filing for Chapter 11 
Bankruptcy 

Debtor 
type 

Number 
of 
bonus 
plans 

Number of executives 
covered Total plan amount  

Bonus amount per 
executive 

Low Median High Total Low Median High Total Average Maximum 
Debtors 
that 
requested 
additional 
bonuses 
after filing 
for 
bankruptcy 

23 2 5 21 127 $120,000 $3,281,375 $16,900,000 $80,634,589 $510,859 $4,675,000 

Debtors 
that only 
awarded 
pre-
bankruptcy 
bonuses 

19 3 5 21 96 $1,427,000 $3,221,875 $14,582,918 $85,055,000 $832,604 $6,397,750 

Total 42 – – – 223 – – – $165,689,589 – – 

Legend: – = not applicable 
Source: GAO analysis of data from debtors’ bankruptcy filings and Securities and Exchange Commission reports. I GAO-21-104617 

Note: Low, median, and high values are presented because distributions for covered executives and 
plan values generally are skewed (average and median are not equal). The plan amounts represent 
amounts that the debtor approved shortly before bankruptcy (i.e., within 9 months before filing). The 
average bonus per executive omits bonus plans for which the debtor did not provide numbers of 
executives covered or bonus amounts. 
 
 

In addition, 16 of the 23 debtors that awarded an executive retention 
bonus before filing, or 70 percent, also requested court approval for an 
executive incentive bonus after filing for bankruptcy. Creditors and U.S. 
Trustees objected to some of these requests, arguing that the pre-
bankruptcy retention bonuses to executives should be considered and 
that the requested incentive bonus amounts should be lowered, among 
other things. 

The findings of our review of debtors’ bankruptcy filings are consistent 
with stakeholder views (as discussed earlier) that Section 503(c)(1)’s 
requirements are extremely rigorous and possibly have led some debtors 
to work around the provision by awarding their executives pre-bankruptcy 
retention bonuses. Specifically, while we found 42 debtors awarded their 
executives retention bonuses shortly before filing for bankruptcy, we did 
not find evidence that any of the approximately 7,300 debtors that filed for 
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Chapter 11 bankruptcy in fiscal year 2020 requested court approval for 
executive retention bonuses during bankruptcy. 

Section 503(c)(1) may not be fully preventing debtors from paying 
executives retention bonuses simply for staying through the bankruptcy 
process. Pre-bankruptcy bonuses are subject to less transparency than 
bonuses awarded during bankruptcy because such transactions are 
generally not subject to the Code’s notice and hearing process and court 
oversight. The absence of such transparency and checks means it could 
be easier for companies to award their executives retention bonuses 
before filing that are not aligned with Section 503(c)(1)’s requirements.50 

Nearly one third (27 percent) of the debtors that requested court approval 
of bonus plans also incorporated post-emergence employee bonus plans, 
also called management incentive plans, in their reorganization plans. 
Specifically, 19 debtors, in consultation with creditors, formulated 
management incentive plans to be implemented by the newly reorganized 
companies after the debtors emerge from bankruptcy. The management 
incentive plans reserved a pool of equity-based awards for executives or 
other employees that ranged from 3.5 to 15 percent of the newly 
reorganized company’s outstanding stock, or 8.9 percent on average. In 
seven of the management incentive plans (37 percent), the debtors 
generally left the key terms and conditions of the plans solely to the 
discretion of the board of directors of the newly reorganized company. In 
the other cases, the debtors and creditors generally agreed beforehand to 
key terms and conditions, such as when the equity awards would be 
issued, which executives would receive such awards, and how much the 
executives would receive. 

Properly designed retention bonuses for executives can help preserve a 
Chapter 11 debtor’s business, increase the value of its estate to the 
benefit of creditors, or both. However, such bonuses can raise not only 
the risk of executives using their influence to enhance their compensation 
at the expense of others but also concerns about fairness when 
employees are being laid off and creditors are suffering losses. The 
Bankruptcy Code provides parties with the opportunity to negotiate 
bonuses that incorporate their interests. 

                                                                                                                       
50We found four cases in which creditors raised concerns about the potential for the 
executive retention bonuses awarded pre-bankruptcy to be preferential or fraudulent 
transfers. In one case, the creditor filed a motion to obtain derivative standing to pursue an 
avoidance action, which was pending at the time of our review.  

Some Debtors Also 
Created Post-Emergence 
Bonus Plans 

Conclusions 
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Section 503(c)(1) may not be fully preventing Chapter 11 debtors from 
paying executives retention bonuses simply for staying through the 
bankruptcy process. Both our analysis of Chapter 11 cases filed in fiscal 
year 2020 and interviews with bankruptcy experts indicate that Section 
503(c)(1) may have led some debtors to work around its restrictions by 
awarding bonuses to executives before filing for bankruptcy. Pre-
bankruptcy bonuses are generally not subject to the Code’s notice and 
hearing process and court oversight, and they are not always disclosed. 
The absence of such protections and consequent decrease in 
transparency could increase the risk of some debtors awarding bonuses 
inconsistent with the section’s requirements to the detriment of creditors 
and shareholders. 

Congress should consider amending the U.S. Bankruptcy Code to clearly 
subject bonuses debtors pay executives shortly before a bankruptcy filing 
to bankruptcy court oversight and to specify factors courts should 
consider to approve such bonuses. 

We provided a draft of this report to the Director of the Executive Office 
for U.S. Trustees and the Chair of SEC for review and comment. They 
provided us with technical comments that we incorporated as appropriate. 

We are sending copies of this report to the appropriate congressional 
committees, the Chair of SEC, and the Director of the Executive Office for 
U.S. Trustees. In addition, the report is available at no charge on the 
GAO website at https://www.gao.gov. 

If you or your staff have any questions about this report, please contact 
me at (202) 512-8678 or clementsm@gao.gov. Contact points for our 
Offices of Congressional Relations and Public Affairs may be found on 
the last page of this report. GAO staff who made key contributions to this 
report are listed in appendix III. 

 
Michael E. Clements 
Director 
Financial Markets and Community Investment 

Matter for 
Congressional 
Consideration 
Agency Comments 

 

https://www.gao.gov/
mailto:clementsm@gao.gov
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This report examines (1) the extent to which the Bankruptcy Code (Code) 
governs the award of employee bonuses by Chapter 11 debtors; (2) 
stakeholder views on the effectiveness of the Code’s provisions on 
employee bonuses and proposed changes to the Code; and (3) the extent 
to which companies that filed for Chapter 11 bankruptcy in fiscal year 
2020 paid or requested court approval to pay bonuses to their executive 
and non-executive employees. 

To examine the extent to which the Code governs employee bonuses 
awarded by Chapter 11 debtors, we reviewed the Code’s relevant 
provisions and the legislative history of the Bankruptcy Abuse Prevention 
and Consumer Protection Act of 2005, which amended the Code to 
impose restrictions on employee bonuses. We also reviewed court cases 
and digests of court decisions interpreting the 2005 amendments to the 
Code. We reviewed relevant legal analyses, research, and related 
materials on Chapter 11 bankruptcies and employee bonuses that we 
identified through internet searches. Such information included journal 
articles, agency publications, and industry publications prepared by 
academics, bankruptcy attorneys, compensation consultants, and the 
Administrative Office of the Courts U.S. Courts. Finally, we interviewed 
officials from the U.S. Trustee Program and the Securities and Exchange 
Commission (SEC) about their roles in Chapter 11 cases.1 

To examine stakeholder views on the effectiveness of the Code’s 
provisions on employee bonuses and proposed changes to the Code, we 
interviewed a non-random, non-generalizable sample of five law 
professors; six bankruptcy attorneys, including members of the American 
Bar Association’s Business Bankruptcy Committee; and the National 

                                                                                                                       
1The U.S. Trustee Program is a litigating component of the Department of Justice whose 
mission is to promote the integrity and efficiency of the bankruptcy system for the benefit 
of debtors, creditors, and the public. According to U.S. Trustee Program officials, U.S. 
Trustees have standing to participate in every individual and business bankruptcy case in 
the 88 federal judicial districts under their jurisdiction. Under the Code, SEC is a party in 
interest in Chapter 11 cases and takes legal positions on matters impacting public 
investors. 
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Bankruptcy Conference (which advises Congress on bankruptcy issues).2 
We selected the experts based primarily on their knowledge about or 
experience with the Code’s provisions applicable to employee bonuses 
and referrals. We reviewed their biographies and publications to consider 
their potential biases. We generally conducted semi-structured interviews 
that asked the 11 experts about their views on the Code’s provisions 
restricting bonuses and congressional and other proposals to amend 
such provisions.3 To supplement the information we collected through our 
expert interviews, we reviewed legal analyses prepared by academics 
and bankruptcy attorneys that included criticisms of and proposals to 
amend the Code’s provisions applicable to executive bonuses. We 
identified such information through limited internet searches and referrals. 
We also interviewed staff and reviewed written materials from the U.S. 
Trustee Program about objections they have raised about employee 
bonuses requested by Chapter 11 debtors. 

To examine the extent to which companies that filed for Chapter 11 
bankruptcy in fiscal year 2020 paid or requested court approval to pay 
bonuses to their executive and non-executive employees, we 
implemented a three-step approach. 

• We conducted key word searches in Westlaw Edge’s dockets 
database in consultation with a GAO librarian and Westlaw Edge staff 
to identify debtors that filed for Chapter 11 bankruptcy in fiscal year 
2020 and requested court approval for employee bonuses.4 To create 
our list of search terms (such as retention plan, incentive, and key 
employee), we reviewed Chapter 11 filings in which debtors requested 
court approval for employee bonuses, SEC filings, and journal articles 
and interviewed knowledgeable stakeholders. Westlaw Edge’s search 

                                                                                                                       
2The Business Bankruptcy Committee of the American Bar Association provides 
resources for legal professionals dealing with business bankruptcy issues, including 
educational programming and involvement in developing and reviewing proposed 
bankruptcy legislation and rules. The National Bankruptcy Conference is a nonprofit, 
nonpartisan, self-supporting organization of approximately 60 attorneys, law professors, 
and bankruptcy judges who are leading scholars and practitioners in the field of 
bankruptcy law. Its primary purpose is to advise Congress on the operation of bankruptcy 
and related laws and any proposed changes to those laws. 

3The National Bankruptcy Conference provided us with a formal letter, which is 
reproduced in appendix II. 

4Although certain severance payments may be considered bonuses, we excluded such 
bonuses from the scope of our review.  
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function searches only the title of filings in the court docket.5 If a 
debtor requested court approval for a bonus without using any of our 
search terms in the title of its filings, our search would not have 
captured the case.6 To supplement our Westlaw searches and identify 
potentially missing cases, we obtained from the U.S. Trustee Program 
a list of cases in which it filed objections involving bonus requests by 
Chapter 11 debtors. We also reviewed media articles identifying 
Chapter 11 debtors that awarded employee bonuses. In addition, we 
conducted key word searches in SEC’s Electronic Data Gathering, 
Analysis, and Retrieval database to identify companies that filed for 
Chapter 11 bankruptcy and awarded their employees bonuses in 
fiscal year 2020. To assess the completeness of Westlaw’s and 
SEC’s databases, we reviewed relevant documentation, interviewed 
knowledgeable officials, and manually tested for missing information. 
We determined the two databases were sufficiently reliable for 
identifying Chapter 11 debtors that requested court approval for 
employee bonuses. 

• For the bankruptcy court cases that we identified, we developed a 
standardized protocol to review each case, and created a data 
collection instrument to input the data. The protocol included step-by-
step instructions for reviewers, including court documents to review 
and data to be collected. We worked with a GAO methodologist and 
attorney to pretest our protocols. For each debtor, we electronically 
searched its court docket using our search terms to identify relevant 
filings. We reviewed the filings and recorded and analyzed relevant 
information in our data collection instrument, such as the type of 
bonus, types of employee receiving the bonus, and amount of bonus. 
Our cutoff date for reviewing the court dockets was May 15, 2021. We 
also used SEC filings and S&P Global Market Intelligence to collect 
information about each debtor’s characteristics, such as its industry 
and whether the debtor was a public or private company. 

• To identify bonuses that companies awarded to executives before 
filing for bankruptcy, we used our Electronic Data Gathering, Analysis, 
and Retrieval database and Westlaw Edge search results. We 
reviewed relevant SEC filings to determine whether a company 
revised its existing executive bonus plan or implemented a new 

                                                                                                                       
5A court docket is a record of all documents filed by the court, parties, or any other entity 
(e.g., amicus curiae) in a court proceeding. The docket will include all filings such as 
pleadings, briefs, declarations, exhibits, orders, and judgments. 

6According to officials from the U.S. Trustee Program, debtors may hide employee 
bonuses awarded during bankruptcy in court filings, such as motions to sell assets, 
motions to pay employee wages, and monthly operating reports. 
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executive bonus plan within 9 months of filing for Chapter 11. Private 
companies generally are not subject to the same periodic SEC 
reporting requirements as public companies, but may disclose in their 
court filings whether they awarded their bonuses before filing for 
Chapter 11. For the Chapter 11 debtors that we identified, we 
reviewed certain of their filings (such as motions for prepetition 
wages, motions for employee bonuses, or disclosure statements) to 
identify companies that awarded employee bonuses shortly before 
filing for Chapter 11 bankruptcy. Because of disclosure and data 
limitations, our review may not have necessarily identified all 
companies that filed for Chapter 11 in fiscal year 2020 and that 
awarded their executives pre-bankruptcy bonuses within 9 months of 
filing for bankruptcy. 

We conducted this performance audit from October 2020 to September 
2021 in accordance with generally accepted government auditing 
standards. Those standards require that we plan and perform the audit to 
obtain sufficient, appropriate evidence to provide a reasonable basis for 
our findings and conclusions based on our audit objectives. We believe 
that the evidence obtained provides a reasonable basis for our findings 
and conclusions based on our audit objectives. 
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