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Whether a settlement agreement is executed prior to the bankruptcy filing of one of the 

parties thereto or during a party’s bankruptcy case, its terms must be enforceable by the presiding 

bankruptcy court judge for each party to receive the full benefit of its bargain.  This article 

examines the types of agreements that are likely to be (or not to be) approved and enforced by a 

bankruptcy court during the pendency of a bankruptcy case, as well as certain considerations that 

will serve a practitioner well in his or her efforts to best protect the client in the event of the 

bankruptcy filing by another party to a pre-petition settlement agreement.

I. Approvable and Enforceable Post-Petition Settlement Agreements 

Vanessa P. Moody, Goulston & Storrs PC

Compromises are an integral and, indeed, the favored mechanism for dispute resolution 

in the context of a bankruptcy case, as they promote efficiency and spare the estate potentially 

substantial costs in terms of the time and expense associated with litigating a disputed claim or 

other matter.1 The statutory predicate underlying post-petition settlement agreements or 

compromises is, primarily, Federal Rule of Bankruptcy Procedure (“Rule”) 9019 – as well as any 

local variations thereof.2

A. Rule 9019

Rule 9019 provides, in relevant part:

On motion by the trustee and after notice and a hearing, the court may approve a 
compromise or settlement.  Notice shall be given to creditors, the United States 
trustee, the debtor, and indenture trustees as provided in Rule 2002 and to any 
other entity as the court may direct.3

                                                           
1 See Hicks, Muse & Co., Inc. v. Brandt (In re Healthco Int’l, Inc.), 136 F.3d 45, 50 n. 5 (1st Cir. 1998) 
(quoting Collier on Bankruptcy (15th ed. 1993)); see also Protective Comm. for Indep. Stockholders of TMT Trailer 
Ferry, Inc. v. Anderson, 390 U.S. 414, 424 (1968) (“Compromises are a normal part of the process of 
reorganization.”) (internal quotations and citations omitted).  

2 See, e.g., Mass. Local Bankr. R. (“MLBR”) 9019-1.

3 Fed. R. Bankr. P. 9019(a); see also Fed. R. Bankr. P. 2002.  
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The purpose of Rule 9019 is to ensure transparency with respect to the compromise of matters 

that affect property of the estate and to give creditors the opportunity to object to any proposed 

settlements that may be, in their view, harmful to the estate.4 The test for approving a settlement 

agreement varies among the Circuits,5 but at its core an agreement must be “fair and equitable,” 

if part of a plan of reorganization,6 or otherwise not below the “lowest point in the range of 

reasonableness.”7 Some commentators have interpreted the “lowest point in the range of 

reasonableness” to mean that the proposed settlement agreement or compromise need not yield 

the best possible outcome for the estate, but, rather, the terms of the agreement must “fall within 

a reasonable range of litigation possibilities.”8

                                                           
4 See Motorola, Inc. v. Official Comm. of Unsecured Creditors (In re Iridium Operating LLC), 478 F.3d 452, 
461-62 (2d Cir. 2007) (citing In re Masters, Inc., 141 B.R. 13, 16 (Bankr. E.D.N.Y. 1992) (noting that Rule 9019 
has “[t]he clear purpose . . . to prevent the making of concealed agreements which are unknown to the creditors and 
unevaluated by the court”).

5 In the First Circuit, courts consider, inter alia, the following factors when determining a Rule 9019 motion: 
“(1) the probability of success were the claim to be litigated — given the legal and evidentiary obstacles and the 
expense, inconvenience and delay entailed in its litigation — measured against the more definitive, concrete and 
immediate benefits attending the proposed settlement (so-called "best interests" standard); (2) a reasonable 
accommodation of the creditors' views regarding the proposed settlement; and (3) the experience and competence of 
the fiduciary proposing the settlement.”  In re Healthco Int’l, Inc., 136 F.3d at 50 (citations omitted).  A slightly 
nuanced version of this test is applied in the Third, Fifth and Sixth Circuits, where courts consider the following four 
factors: (1) the probability of success in litigation; (2) the likely difficulties in collection; (3) the complexity of the 
litigation involved, and the expense, inconvenience and delay necessarily attending it; and (4) the paramount interest 
of the creditors.  See Myers v. Martin (In re Martin), 91 F.3d 389, 393 (3d Cir. 1996); In re Moore, 608 F.3d 253, 
263 (5th Cir. 2010); In re Fishell, 47 F.3d 1168 (6th Cir. 1995).  Courts in the Second Circuit apply a multi-factor 
test that includes factors similar to those articulated by the above-referenced Circuit courts, as well as “the nature 
and breadth of releases to be obtained by officers and directors” and “the extent to which the settlement is the 
product of arm’s length bargaining.”  See In re Iridium Operating LLC, 478 F.3d at 462 (citations omitted).

6 TMT Trailer Ferry, 390 U.S. at 424.

7 In re Healthco Intern., Inc., 136 F.3d at 51 (quoting Casoff v. Rodman (In re W.T. Grant Co.), 699 F.2d 
599, 608 (2d Cir. 1983) (“the responsibility of the bankruptcy judge . . . is not to decide the numerous questions of 
law and fact raised by appellants but rather to canvass the issues to see whether the settlement falls below the lowest 
point in the range of reasonableness”)).

8 See Alan W. Kornberg, et al., Expanded Use of FRBP 9019 in Connection with Bankruptcy Plans and 
Other Confirmation Issues, at 46, American Bankruptcy Institute New York City Bankruptcy Conference 2014, 
http://www.abi.org/session/expanded-use-frbp-9019-connection-bankruptcy-plans-and-other-confirmation-issues. 
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B. Relevant Sections of the Bankruptcy Code9

While Rule 9019 directly governs settlement agreements, there is no corresponding 

section of the Bankruptcy Code that does the same.  The equitable powers conferred upon 

bankruptcy court judges pursuant to section 105(a) of the Bankruptcy Code are oftentimes cited 

as the general source of a court’s authority under the Bankruptcy Code to enter an order 

approving a settlement agreement.10 Some courts also view section 363 of the Bankruptcy Code 

as applicable because the compromise of a cause of action held by the estate (an asset and, thus, 

property of the estate) is equivalent to the sale of property of the estate outside the ordinary 

course of business.11 Not all courts, however, agree with this view, including the First Circuit, 

which has specifically rejected the applicability of section 363(m) to the appeal of an approved 

settlement agreement.12 Even those courts that are open to the application of section 363 to the 

consideration of a settlement agreement will only do so if warranted by the specific facts and 

circumstances, recognizing that not all compromises should invoke the provisions of section 363 

of the Bankruptcy Code.13

                                                           
9 The “Bankruptcy Code,” as that term is used herein, refers to 11 U.S.C. §§ 101, et seq. Unless otherwise 
stated, all section references used herein are to the Bankruptcy Code.

Finally, if a settlement agreement is included within a proposed 

chapter 11 plan, then the court has the authority to dispose of the agreement in connection with 

10 See Fed. R. Bankr. P. 105(a) (a bankruptcy court may “issue any order, process, or judgment that is 
necessary or appropriate to carry out the provisions of this title”); see also In re Chicago Investments, LLC, 470 B.R. 
32, 95 (Bankr. D. Mass. 2012); In re TSIC, Inc., 393 B.R. 71, 78 (Bankr. D. Del. 2008).

11 See, e.g., In re Moore, 608 F.3d 253, 263 (5th Cir. 2010); In re Mickey Thompson Entm’t Group, Inc., 292 
B.R. 415, 422 (B.A.P. 9th Cir. 2003); In re Telesphere Comm., Inc., 179 B.R. 544, 552 (Bankr. N.D. Ill. 1994).  

12 In re Healthco Int’l, Inc., 136 F.3d at 49-50.  See also the First Circuit’s discussion, in dicta, of the possible 
sources of a court’s authority for approving settlement agreements, ranging from section 105 to section 363 of the 
Bankruptcy Code to the possibility that such power is “simply inherent to the judicial forum.”  Id. at 50, n. 4.

13 In re Mickey Thompson Entm’t Group, 292 B.R. at 422, n. 7.  If it is determined that a settlement 
agreement should be considered under section 363 of the Bankruptcy Code, the question becomes whether the 
disposition of the property of the estate subject to such agreement “might draw a higher price through a competitive 
sale process and be the proper subject of a section 363 sale.”  Id. at 422.  If the court answers this question in the 
affirmative, then the requirements for conducting such a transaction shall be as set forth under Rule 6004, and any 
local counterparts to the same.  Fed. R. Bankr. P. 6004(a).  
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the plan confirmation process and, specifically, under section 1123(b)(3) of the Bankruptcy 

Code.14 However, section 1123(b)(3) permits a plan to provide for “the settlement or adjustment 

of any claim or interest belonging to the debtor or to the estate,”15 so where the agreement 

pertains to the compromise of the claim or interest of a non-debtor party, section 1123 will not 

govern and the agreement will be subject just to Rule 9019 (and perhaps section 363, as 

discussed above).16

C. Important Considerations When Negotiating a Settlement Agreement

Rule 9019 explicitly requires that approval of a proposed settlement be sought by motion 

of the trustee (or debtor-in-possession, as the case may be).17 The motion to approve a 

settlement agreement (a “9019 Motion”) should, inter alia, set forth the relevant facts and 

circumstances leading to the proposed settlement agreement, the applicable legal standard for the 

approval of the settlement agreement and the salient terms of the same.  While courts should 

afford deference to the judgment of the trustee or debtor-in-possession seeking approval of a 

settlement agreement, the First Circuit has instructed that “a court approving a settlement must 

set forth its rationale in sufficient detail such that a reviewing court can distinguish it from mere 

boilerplate approval of the trustee’s suggestions.”18

                                                           
14 11 U.S.C. § 1123(b)(3).  

It follows that a practitioner should include 

sufficient detail in his or her 9019 Motion to establish a record that will enable the court to enter 

15 Id.

16 See In re Texaco Inc., 84 B.R. 893, 901 (Bankr. S.D.N.Y. 1988).

17 Fed. R. Bankr. P. 9019(a).  In Massachusetts, the local bankruptcy rules make clear that the settlement 
agreement and motion to approve the same be two different documents.  MLBR 9019-1(d).  The Massachusetts 
Local Bankruptcy Rules also require that all settlements or stipulations be in writing, unless made in open court.  
MLBR 9019(a).  While the local rules of other jurisdictions may or may not specifically address the motion practice 
surrounding the submission of a settlement agreement to the bankruptcy court, this paper assumes that the typical 
practice is to submit a motion together with a separate written settlement agreement.

18 Yacovi v. Rubin and Rudman, L.L.P. (In re Yacovi), 411 Fed. Appx. 342, 347 (1st Cir. 2011) (citing, inter 
alia, In re Boston & Providence R.R. Corp., 673 F.2d 11, 12 (1st Cir. 1982)) (internal quotations omitted).  
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such an order.  Given that the facts and circumstances behind every proposed settlement are 

unique, practitioners should not give way to the temptation of cutting and pasting boilerplate 

provisions from previously drafted 9019 Motions, but should take the time to ensure that the 

9019 Motion at hand is tailored to the facts underlying and law supporting the relevant 

settlement agreement.  

To be approved and enforceable, the terms of a proposed settlement agreement must 

comply with both bankruptcy and non-bankruptcy law.19 Among the more important tenets of 

bankruptcy law that may be affected by the terms of a settlement agreement is the absolute 

priority rule, codified in section 1129(b)(2)(B)(ii), which requires that junior creditors not 

receive payments from the estate until creditors in all senior classes are paid in full (unless some 

other treatment is agreed to by such senior creditor class(es)).20 The Supreme Court has ruled 

that settlement agreements proposed as part of a plan of reorganization must comply with the 

absolute priority rule.21 However, there is some disagreement among the courts as to whether a 

pre-plan settlement agreement must similarly comply with the rule.  While the Fifth Circuit has 

held that all pre-plan settlement agreements must comply with the absolute priority rule,22

                                                           
19 See In re Rosenberg, 495 B.R. 196, 201 (Bankr. E.D.N.Y. 2010) (“parties cannot enter into a settlement 
that violates law or public policy . . . It is well established that settlements are void against public policy if they 
directly convene a state or federal statute or policy”) (internal citations and quotations omitted); see also In re 
Almengual, 301 B.R. 902, 906 (Bankr. M.D. Fla. 2003) (settlement agreements are contracts to be construed 
according to state law).  

the 

Second Circuit has rejected this “rigid per se rule” as failing to “accommodate the dynamic 

20 Section 1129(b)(ii)(B)(2) provides, in relevant part:  “With respect to a class of unsecured claims— the 
holder of any claim or interest that is junior to the claims of such class will not receive or retain under the plan on 
account of such junior claim or interest any property, except that in a case in which the debtor is an individual, the 
debtor may retain property included in the estate under section 1115, subject to the requirements of subsection 
(a)(14) of this section.  11 U.S.C. § 1129(b)(ii)(B)(2).

21 TMT Trailer Ferry, Inc., 390 U.S. at 424.  

22 U.S. v. AWECO, Inc. (In re AWECO, Inc.), 725 F.2d 293, 298 (5th Cir. 1984).
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status of some pre-plan bankruptcy settlements.23 The Second Circuit has acknowledged that 

compliance with the absolute priority rule “must be the most important factor to consider when 

determining whether a settlement is ‘fair and equitable’ under Rule 9019,” but left the door open 

for the departure from compliance with the absolute priority rule “in some minor respects . . . if 

the parties to the settlement justify, and the reviewing court clearly articulates, the reasons for 

approving a settlement that deviates from the rule.”24

D. Notice and Binding Third Parties to a Settlement Agreement

In the event that a deviation from the 

absolute priority rule becomes a material term of settlement negotiations, the proponent of the 

agreement should be prepared to present to the presiding court “specific and credible grounds” to 

support the approval of an agreement that deviates from the requirements of the Bankruptcy 

Code (and should advise his or her client of the possibility that the court may not approve the 

agreement if it does not agree that the circumstances warrant a departure from the absolute 

priority rule). 

Rule 2002 requires that all creditors be provided notice of a 9019 Motion.25 And where 

the underlying settlement agreement contemplates the disposal of estate assets, due process 

requires the same.26 Sufficient notice is of the utmost importance where a proposed settlement 

agreement, including, without limitation, global settlements of multiple claims or disputes, 

affects the rights of parties who are not directly at the negotiation table.27

                                                           
23 In re Iridium Operating LLC, 478 F.3d at 464.  

In the event that an 

interested party is not properly served with a 9019 Motion, there will be the risk that such party 

24 Id. at 464-65.  

25 Fed. R. Bankr. P. 2002(a).

26 See, e.g., In re Johns-Manville Corp., 600 F.3d 135, 148 (2d Cir. 2010).

27 A proposed settlement agreement will not be approved as fair and equitable if the rights of third-parties are 
unduly prejudiced.  In re Med. Asset Mgmt., 249 B.R. 659, 663 (Bankr. W.D. Pa. 2000).
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may later argue that, at a minimum, it is not bound to the terms of the underlying settlement 

agreement, including any releases that are part and parcel of the same.  Moreover, depending on 

the attendant facts and the identity of such a party, vacation of the entire agreement may be 

sought (and granted).  Where the terms of a settlement agreement include the payment of an 

insured claim, such as the claim against an officer of the debtor that is insured by a D&O policy, 

the insurer should, at a minimum, be provided with notice of the proposed settlement agreement 

and 9019 Motion in accordance with Rules 9019 and 2002.28

Where there is a creditors’ committee appointed, the question of whether it may bind 

individual creditors to an agreement to which it, the committee, is a party has arisen in at least 

one case.  The bankruptcy court faced with this question held that “[w]hile the Committee bears 

a strong duty to the interests of the unsecured creditors it represents, it has neither the power nor 

the authority to bind each individual creditor.”29

It bears noting that a party will only be bound to the terms of a settlement agreement if, 

indeed, it can be bound.  In a case under chapter 11, for example, only “parties in interest” within 

It is of paramount importance, therefore, that 

all creditors whose rights may be affected by a settlement be directly served with the 

corresponding 9019 Motion.  Not only is such service required by Rule 2002, but the settlement 

agreement would, in most cases, be of little utility if a creditors’ committee, but not individual 

creditors, were bound to its terms.  

                                                           
28 But note that the Second Circuit has held that due process does not require notice of a settlement agreement 
to be provided to an insurer before the final terms are reached, as due process is satisfied by giving a properly served 
insurer the right to object to the settlement agreement during the twenty-one (21) day notice period mandated by 
Rule 2002.  In re Johns-Mansville Corp., 600 F.3d at 148 (citation omitted).  Be that as it may, in practice, it will 
often make sense to keep insurers apprised of settlement negotiations that will result in the payment of an insured 
claim because it will give the parties the opportunity to address the insurers’ concerns along the way and, hopefully, 
avoid the filing of an objection by the insurers that will most likely lead to additional costs and may ultimately be 
the undoing of the proposed settlement.

29 In re Quality Beverage Co., 181 B.R. 887, 984 (Bankr. S.D. Tex. 1995).  
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the meaning of section 1109 have standing to appear and be heard before the court.30 Whether a 

party is a “party in interest” is a determination made on an ad hoc basis, but it is generally 

accepted that such parties are those with a direct financial stake or legal interest in the outcome 

of litigation.31 Where a party does not have standing to appear before the court by virtue of the 

fact that it is not a “party in interest,”32

E. Special Considerations to Avoid Denial of a 9019 Motion

the service of a 9019 Motion upon such party will not 

elevate it to the status of a “party in interest” and such notice will not have the effect of binding 

such a party to an agreement that it lacks the standing to oppose.  While the golden rule should 

be to serve all parties whose rights are, or even may be, affected by a settlement agreement, 

practitioners should be aware that notice alone will not suffice to bind such parties if they cannot 

otherwise be legally bound to the terms of the settlement.

When negotiating the terms of a settlement agreement, practitioners should be wary of 

the following potential pitfalls.  A settlement agreement may be perceived to be a sub rosa plan 

if the terms of the agreement are the equivalent to a plan of liquidation or reorganization without 

being subject to the requirements and protections of chapter 11 of the Bankruptcy Code.  A 

settlement agreement is more likely to be perceived as a sub rosa plan if its terms (a) restrict or 

otherwise infringe upon creditors’ voting rights, (b) dispose of most or all of the estate’s assets, 

(c) dispose of all claims against the estate, (d) dictate the terms of a debtor’s reorganization, 

and/or (e) require creditors to waive their claims against the estate.33

                                                           
30 11 U.S.C. § 1109(b).  

If a court determines an 

31 See In re Teligent, Inc., 640 F.3d 53, 60-61 (2d Cir. 2011).  

32 See, e.g., id.

33 See, e.g., In re Capmark Fin. Group Inc., 438 B.R. 471, 513-14 (Bankr. D. Del. 2010); Official Comm. of 
Unsecured Creditors v. Cajun Elec. Power Coop, Inc. (In re Cajun Elec. Power Coop, Inc.), 119F.3d 349 (5th Cir. 
1997); IN re Global Vision Prods., 2009 U.S. Dis. LEXIS 64213, at *4 (S.D.N.Y. July 13, 2009).  
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agreement to be a sub rosa plan, approval of the corresponding 9019 Motion will most certainly

be denied unless the underlying agreement is amended to modify the controversial provisions.   

Other possible sources of problems for the proponent of a settlement agreement are 

provisions for the payment of certain professional fees.  Section 503(b)(3) of the Bankruptcy 

Code provides for the payment, as an administrative expense of the estate, of the professional 

fees of certain parties in interest (not including estate fiduciaries, whose professionals are 

compensated under sections 327, 328 or 1103). This includes, in relevant part, individual 

creditors and members of committees (other than those appointed under section 1102 of the 

Bankruptcy Code) who make a “substantial contribution in a case under chapter 9 or 11 of [the 

Bankruptcy Code].”34 To demonstrate that it has made a “substantial contribution” to a case, a 

party must show that it has done more than simply promoted its own self interests and it has been 

noted that “[c]reditors face an especially difficult burden in passing the ‘substantial contribution’ 

test since they are presumed to act primarily in their own interests.”35

                                                           
34 “Substantial contribution” has been interpreted to mean an "actual and demonstrable benefit to the debtor's 
estate, its creditors, and to the extent relevant, the debtor's shareholders." U.S. Lines, Inc., 103 B.R. 427, 429 
(S.D.N.Y. 1989).  Relevant factors include: “whether the services were provided to benefit the estate itself or all of 
the parties in the bankruptcy case; whether the services conferred a direct, significant and demonstrably positive 
benefit upon the estate; and whether the services were duplicative of services performed by others.”  In re Dana 
Corp., 390 B.R. 100, 108 (Bankr. S.D.N.Y. 2008) (citations omitted).

Where a party does not 

convince a court that its contributions to the case have been substantial, the settlement agreement 

providing for the payment of its professionals may be in jeopardy unless the provisions providing 

for such payment are excised.  In addition, where a settlement agreement provides for the 

immediate payment of pre-petition professional fees, which would otherwise be paid on or after 

the effective date of a confirmed plan, and where such immediate payment is not determined by 

35 Id.
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the court to be critical to the settlement, the parties to a settlement agreement may have to 

remove such payment provisions for the sake of the approval of their agreement.36

With respect to post-plan confirmation settlement agreements, petitioners should take 

care that the terms of the agreement are not actually the modification of a confirmed plan.  In a 

recent unpublished case, the Third Circuit found that the bankruptcy court had abused its 

discretion in approving a settlement agreement that extended the confirmed plan’s funding 

period from five to eight years and, as such, constituted a modification of the plan that should 

have been considered under section 1127 of the Bankruptcy Code.37 Other cases that have 

presented a question as to whether a settlement agreement was really a plan modification 

involved an agreement that extended the claim objection deadline set under the plan,38 and one 

that altered the debtor’s equity interests in a certain limited liability company from what was 

provided in the confirmed plan.39

The above considers settlement agreements that are negotiated during a bankruptcy case.  

However, a bankruptcy filing oftentimes affects the enforceability of a settlement agreement 

executed pre-petition and may otherwise affect the rights of the parties thereto.  The following 

When negotiating and drafting a settlement agreement, 

practitioners should be mindful of the above issues that a party may raise in opposition to the 

agreement.

                                                           
36 See In re TerreStar Networks, Case No. 10-15446-shl (Bankr. S.D.N.Y.) [Tr. of hr’g, Docket No. 911] 
(court invited the parties to modify the proposed settlement agreement at the hearing on the proposed settlement
agreement, despite the fact that no objections to the associated 9019 Motion had been filed).

37 In re SCH Corp. v. CFI Class Action Claimants (In re SCH Corp.), 2015 U.S. App. LEXIS 2674 (3d Cir. 
2015).  

38 In re Ampace Corp., 279 B.R. 145 (Bankr. D. Del. 2002).

39 Reserve Capital Corp. v. Levine (In re Reserve Capital Corp.), 2007 U.S. Dist. LEXIS 6908 (S.D.N.Y. Jan 
30, 2007).
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sections of this article address issues that may arise during a bankruptcy case with respect to such 

pre-petition settlement agreements.

II. POTENTIAL PITFALLS FOR PLAINTIFFS AND THEIR PRE-PETITION 
SETTLEMENT AGREEMENTS

James S. LaMontagne, Sheehan Phinney Bass + Green

Settlements are intended to bring finality to legal disputes.  Typically, litigation 

settlements require 1) the defendant to pay money to the plaintiff; 2) the plaintiff to release the 

defendant from any and all claims that the plaintiff may have against the defendant; and 3) the 

dismissal of the underlying litigation.  What happens, however, when a defendant, after 

executing the settlement agreement and making partial or full payment under the settlement 

agreement, files for bankruptcy?  Unless, as plaintiff’s counsel, you have anticipated and 

prepared for a potential bankruptcy filing in your settlement and settlement agreement, you may 

not want to know the answer.

A. Preference Exposure

Payments under a settlement agreement are subject to avoidance under section 547 of the 

Bankruptcy Code.  As such, your client may be forced to return money it rightfully received 

under a properly negotiated settlement agreement.  Section 547 of the Bankruptcy Code allows a

trustee to avoid any transfer of an interest of the debtor in property—

(1) to or for the benefit of a creditor; 

(2) for or on account of an antecedent debt owed by the debtor before such 
transfer was made; 

(3) made while the debtor was insolvent; 

(4) made—

(A) on or within 90 days before the date of the filing of the 
petition; or 
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(B) between ninety days and one year before the date of the filing 
of the petition, if such creditor at the time of such transfer was an 
insider; and 

(5) that enables such creditor to receive more than such creditor would 
receive if—

(A) the case were a case under chapter 7 of this title; 

(B) the transfer had not been made; and 

(C) such creditor received payment of such debt to the extent 
provided by the provisions of this title.40

Accordingly, almost any payment made pursuant to a settlement agreement is subject to a 

preference attack by a trustee appointed in a subsequently filed bankruptcy case.  The question 

becomes: can anything be done to completely insulate a client from a potential preference claim 

stemming from its receipt of payments under a settlement agreement?  Depending on the 

circumstances of your settlement, the answer is probably “no”, however, there are certain steps 

one can take to make a preference claim less likely.  They include:

1. Structure settlement payments so that payments never exceed, over a 90-day 

window, $600 for a debtor with primarily consumer debts and $6,225.00 for a debtor with 

primarily non-consumer debts.41

2. Structure the settlement so that payments over a 90-day period never exceed the 

venue limitations contained in 28 U.S.C §1409(b) ($18,675 for consumer and $12,475 for 

commercial).  This may not prevent a preference action but it may cause the plaintiff to think 

twice about bringing the action if it has to travel to another jurisdiction.

This would obviously be very difficult in cases involving large 

claims.

                                                           
40 11 U.S.C. § 547(b).

41 See 11 U.S.C. §547(c)(8) and (9).  
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3. Get settlement payment(s) as quickly as possible to start the 90-day clock 

running.

4. Obligate a third party to make the settlement payments.  Under the Bankruptcy 

Code, only that property in which the debtor has an interest may be recovered.  Payments made 

by a principal of the defendant, a guarantor or pursuant to an annuity may provide a defense to a 

preference defendant.

5. Secure the payment obligation under the settlement agreement by taking a lien or 

mortgage to secure the settlement payments.  If the lien or mortgage is not voided as a 

preference, the preference defendant, as a secured creditor, may escape preference liability 

because the trustee cannot prove that the secured creditor/preference defendant received more 

than it would have in the bankruptcy.

B. The Risk of Converting a Non-Dischargeable Obligation Into A Dischargeable One

A settlement agreement may resolve what would otherwise be a non-dischargeable claim 

under section 523(a) of the Bankruptcy Code.  The risk in this situation is if the settlement 

payments are avoided as a preference or fraudulent transfer and the settlement agreement is 

construed as a novation or creating a new obligation, the plaintiff loses the settlement funds and 

its right to assert that the underlying claim is non-dischargeable in the defendant’s subsequent 

bankruptcy case.

There are several ways, as plaintiff, you can address this issue.  They include:

1. Stating, within the settlement agreement and with significant detail, the facts and 

circumstances as to why the debt is being paid.  A broad, unsupported statement that the 

underlying debt is non-dischargeable will not suffice.  The actual grounds for non-
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dischargeability should be stated and should track the language of the applicable statutory 

exception to discharge.42

2. Of course, a defendant may be reluctant to confess to non-dischargeability and or 

the facts and circumstances that would allow for such a finding.  An alternative to the foregoing 

is to expressly preserve the issue of non-dischargeability in the event that the plaintiff does not 

receive (or retain) the full economic benefit of the settlement agreement and payment.  

3. In addition, a plaintiff may negotiate certain disincentives to the commencement 

of a bankruptcy case by the defendant in the first place, as discussed below.

III. The Enforceability of Certain Disincentives for Filing Bankruptcy in Pre-
Petition Settlement Agreements

Jeffrey D. Ganz, Riemer & Braunstein LLP
Phillip J. Block, Riemer & Braunstein LLP

Two popular methods of discouraging a future bankruptcy filing include imposing 

liability upon a principal or other third party in the event of a filing and having a counterparty 

agree that the automatic stay will not apply in a future bankruptcy case.  Although an agreement 

to waive the automatic stay presents a more direct way of eliminating a key benefit of a 

bankruptcy filing, the imposition of liability through a limited recourse guaranty has the benefit 

of being self-implementing.  Both methods have been challenged on public policy and other 

grounds because they do have the practical effect of impairing a party’s right to file a petition for 

relief.   There does not appear to be any case within the First Circuit that has rejected these 

methods of preserving the benefit of a settlement. 

                                                           
42 See 11 U.S.C. § 523(a).
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A. Waiver of the Automatic Stay

A prepetition waiver is an agreement between a debtor and creditor prior to a bankruptcy 

filing in which the future debtor either agrees to waive the automatic stay upon a bankruptcy 

filing or agrees not to oppose any attempt by the creditor to obtain relief from the automatic stay.  

Courts have adopted different approaches over the years in addressing the enforceability of such 

waivers, generally including:  (1) rejecting the automatic stay waiver as violating public policy 

and being unenforceable per se43; (2) upholding the waiver on the basis of freedom of contract44;

and (3) treating the stay waiver as one factor in deciding whether “cause” exists to lift the stay 

under section 362(d)(1) of the Bankruptcy Code.45

In In re DB Capital Holdings LLC, a single asset real estate-borrower defaulted on its 

indebtedness and agreed to amend the loan documents to include, among other things, that it 

waived the benefit of the automatic stay if it filed for bankruptcy.

A few opinions utilizing these approaches, or 

variations thereof, are discussed below.

46 After the borrower 

subsequently filed for bankruptcy and the lender filed a motion for relief from the stay citing the 

waiver, the court declined to grant relief for three primary reasons.47 First, the bankruptcy court 

held that the pre-petition debtor and the post-petition debtor in possession were “separate and 

distinct” entities and that the pre-petition debtor did not have the authority or capacity to waive 

the stay.48

                                                           
43 See Matter of Pease, 195 B.R. 431 (Bankr. D. Neb. 1996).

Second, the court ruled that section 363(1) of the Bankruptcy Code invalidates the 

44 See In re Club Tower L.P., 138 B.R. 307 (Bankr. N.D. Ga 1991).

45 See In re Shady Grove Tech. Ctr. Assocs. Ltd. P’ship, 216 B.R. 386 (Bankr. D. Md. 1998).

46 454 B.R. 804, 807-08 (Bankr. D. Colo. 2011).

47 Id. at 815-17.

48 Id. at 815-16.
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waiver which would otherwise deprive the debtor-in-possession of its ability to sell, use or lease 

the lender’s collateral.49 Third, the court held that the Bankruptcy Code provided a 

comprehensive, uniform, and collective remedy for debtors and creditors and that permitting the 

waiver would allow a single creditor to opt out of this process to the potential detriment of the 

debtor, its creditors, and other stakeholders.50

Agreements to waive the benefits of a subsequent automatic stay are more readily 

enforced when those agreements arise out of an initial bankruptcy filing.  For example, the 

debtor in In re Powers granted its lender a mortgage in 1990.51 As part of a settlement 

agreement entered into in 1992 during the pendency of the debtor’s first chapter 11 case, the 

debtor consented to relief from the automatic stay and that consent extended any future 

proceedings in which the automatic stay arose.52 After the first bankruptcy case was dismissed, 

the debtor defaulted on his obligations under the settlement agreement and the lender initiated 

foreclosure proceedings.53 The debtor then brought the second chapter 11 proceeding and the 

lender moved for relief from the automatic stay, citing the earlier waiver of the automatic stay.54

Perhaps the most compelling reason for enforcement of the forbearance 
agreement is to further the public policy in favor of encouraging out of court 
restructuring and settlements.  Bankruptcy courts may be an appropriate forum for 
resolving many of society’s problems, but some disputes are best decided through 

In agreeing that a pre-petition waiver “may be enforceable in appropriate cases,” the court cited a 

decision from the Bankruptcy Court for the District of South Carolina:

                                                           
49 Id.

50 Id.

51 170 B.R. 480, 482 (Bankr. Mass. 1994).  

52 Id.

53 Id.

54 Id.
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other means.  In the instant case the Debtor received relief under the forbearance 
agreement approximating that which would have been available in a bankruptcy 
proceeding.  The pending foreclosure sale was canceled, the foreclosure action 
was dismissed, and the Debtor gained an opportunity to start a new payment 
schedule … To allow her to now receive the full benefits resulting from
reimposition of the automatic stay as to RTC would be inconsistent with the 
Court’s oft-stated skepticism regarding serial bankruptcy filings.55

As the court in the Powers decision noted, one drawback to any agreement for relief from 

the automatic stay is that it is not self-executing and, instead, relies upon the subsequent 

bankruptcy court agreeing to impose the waiver provided by the pre-bankruptcy settlement 

agreement.56 In that context, the agreement to waive the benefits of the automatic stay is 

evaluated as part of a more comprehensive analysis by the court to determine whether cause 

exists for relief from the automatic stay under section 362(d)(1) of the Bankruptcy Code.57 Once 

the validity of the pre-petition stay waiver has been established, the burden shifts to the opposing 

parties to demonstrate that it should not be enforced.58 The Powers court actually conducted an 

evidentiary hearing on the creditor’s motion for relief from the automatic stay so that it could 

consider other factors under the section 362(d)(1) analysis, including the benefit that the debtor 

received from the forbearance agreement, the extent to which the creditor would be prejudiced if 

the waiver was not enforced, the effect of the enforcement on other creditors, and whether there 

is a likelihood of a successful reorganization.59

                                                           
55 Id. at 483 (citing In re Cheeks, 167 Bankr. 817, 818 (Bankr. D. S.C. 1994)). 

56 In re Powers, 170 B.R. at 483.  

57 Id. at 484.  

58 Id.

59 Id.
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The approach taken in Powers where the pre-petition stay waiver was viewed as one key 

factor under section 362(d)(1) of the Bankruptcy Code has been endorsed more recently.60 In re 

Alexander SRP involved a single asset real estate-borrower who entered into a forbearance 

agreement which included a waiver of the benefits of the automatic stay.61 The court ruled that 

pre-petition waivers should be enforced “in appropriate circumstances.”62 Here, the court looked 

at a variety of factors in finding that appropriate circumstances existed, including that (a) the 

waiver was agreed to after the loan matured, rather than in the original loan documents, (b) 

concessions were granted by the lender in the forbearance agreement, (c) the debtor was 

sophisticated, (d) there was no evidence of coercion or any other public policy concern, (e) no 

creditors or parties in interest objected, and (f)  the debtor had very little equity in the property.63

Even more recently, the Bankruptcy Court for the District of Puerto Rico adopted a 

relatively streamlined approach to the enforceability of pre-petition agreements waiving relief 

from the automatic stay.64 In In re Triple A&R, the borrower entered into several forbearance 

agreements after defaulting on its loan, which forbearance agreements contained a waiver of the 

protection of the automatic stay in any future bankruptcy.65 As part of a cash collateral 

stipulation during the bankruptcy case, the debtor ratified its prepetition loan documents and 

acknowledged that the terms were valid and enforceable.66

                                                           
60 See In re Alexander SRP Apartments LLC, 2012 Bankr. LEXIS 2466 (Bankr. S.D. Ga. April 21, 2012).  

The lender then moved for relief 

61 Id. at *2-6, *16.

62 Id. at *15.  

63 Id. at *18-19.

64 See In re Triple A&R Capital Inv., Inc., 519 B.R. 581 (Bankr. D. P.R. Oct. 9, 2014).  

65 Id. at 582-83.

66 Id. at 586.  
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from the stay the day after the stipulation was filed.67 Based upon the stipulation, the court ruled 

that “this Debtor, as a debtor in possession, ratified and agreed” to be bound by the forbearance 

agreement, including the waiver.68 The debtor appealed the decision, but the district court 

affirmed the bankruptcy court’s rulings without adding much to the discussion.69

B. Springing Guarantees

Where the viability of pre-petition waivers of the automatic stay will frequently depend 

upon a bankruptcy court’s decision to enforce that waiver or not, the enforceability of limited 

recourse guaranties against individuals and entities that have not filed bankruptcy is typically 

addressed in state courts and other non-bankruptcy fora.  As an example, the U.S. District Court 

for the Southern District of Ohio addressed a situation where a borrower refinanced several 

apartment projects with a $20,900,000 mortgage loan.70 The loan was non-recourse with respect 

to both the borrower and three guarantors, provided, however, that there would be full-recourse 

liability upon a “Springing Recourse Event,” one of which was the borrower filing a bankruptcy 

petition.71 The borrower subsequently defaulted and the lender filed suit and sought the 

appointment of a receiver.72 The borrower proceeded to file for bankruptcy on the day of the 

hearing on the motion to appoint the receiver.73

                                                           
67 Id.

Thereafter, the lender filed a separate suit in 

68 Id.

69 See In re Triple A&R Capital Inv., Inc. v. PRLP 2011 Holdings, LLC, 2015 U.S. Dist. LEXIS 31430 (D. 
P.R. March 12, 2015).

70 See 111 Debt Acquisition LLC v. Six Ventures Ltd., 2009 U.S. Dist. LEXIS 11851 (S.D. Ohio Feb. 18, 
2009).  

71 Id. at *2-6.  

72 Id. at *3-4.   

73 Id. at *4.  
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district court against the guarantors pursuant to the “springing” guaranty provision triggered by 

the bankruptcy filing.74

First, obtaining a judgment against the guarantors of a corporation’s debt is not 
void as contrary to public policy.  Rather, the inverse is true.  Individuals are 
permitted to contractually obligate themselves to pay the debts of another and, if
those debts are not paid, obtaining a judgment is the only manner by which a 
plaintiff can obtain a judicial declaration that the guarantors are indebted to the 
lender…

Rejecting the guarantors’ argument that it was against public policy for 

the filing of a bankruptcy to trigger liability, the court explained:

Further, the Guarantors’ argument that the bankruptcy filing/springing recourse 
event places them in an ‘untenable situation’ lacks merits.  This springing 
recourse event created liability for the individual guarantors – it did not prevent 
the borrower from seeking protection afforded by the Bankruptcy Code.75

More recently, a New York state court has noted that springing guaranties are recognized 

as legitimate financing arrangements with respect to real estate transactions and have been 

upheld in New York state and federal courts.76 In the UBS Commercial case, the borrower 

defaulted on the loan arrangement and the lender required a guaranty as a condition to executing 

a forbearance agreement.77 The guarantor’s liability was limited to the obligations or liabilities 

of the borrower to the lender, including the borrower’s liability under the loan agreement that 

was triggered upon the filing of a voluntary bankruptcy petition.78

                                                           
74 Id. at *5.  

The borrower subsequently 

75 Id. at *30-31.

76 See UBS Commercial Mortg. Trust 2007-FL1 v. Garrison Special Opportunities Fund L.P., 938 N.Y.S.2d 
230, 2011 N.Y. Misc. LEXIS 4634 (2011); see also US Bank N.A. v. Perlmutter, 470 B.R. 659 (Bankr. E.D. N.Y. 
March 16, 2012) (“… New York law permits the enforcement of agreements that impose liability on guarantors 
when a borrower files for bankruptcy”).  

77 See UBS Commercial Mortg. Trust 2007-FL1, 2011 N.Y. Misc. LEXIS at *2-3.  

78 Id. at *3.  
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filed for bankruptcy and the lender initiated suit in state court seeking judgment under the 

guaranty.79

The guarantor opposed the lender’s motion for summary judgment on several grounds, 

including that the springing guaranty was both an unenforceable penalty and against public 

policy.80 In response, the court first held that the springing guaranty was not an unenforceable 

penalty, but, instead, that the guarantor was familiar with the mechanics and purpose of the 

guaranty and made a decision to take the calculated risk pursuant to the terms.81 Finally, the 

court noted that it is an arbiter of commercial disputes that cannot rewrite the rules relating to 

commercial real estate finance, so any public policy arguments would be better directed 

elsewhere.82

C. Conclusion

While pre-petition waivers of the automatic stay and springing guaranties cannot prevent 

the filing of a subsequent bankruptcy, they are viable methods of discouraging such a filing.  

Parties seeking to resolve a dispute through settlement should consider incorporating either or 

both of these provisions into their agreement to give themselves the best chance of preserving the 

consideration and other benefits bargained for in the settlement. 

                                                           
79 Id. at *4-5.  

80 Id. at *5.  

81 Id. at *13.  

82 Id. at *16-17.


