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Impairment Issues
Code v. Plan Impairment

• Issue – Under Bankruptcy Code Section 1124(1), a class of claims is impaired “if 
the plan alters the legal, equitable, or contractual rights to which the holders of such 
claims are otherwise entitled.”  
– However, since claims can be altered by provisions of the Bankruptcy Code—

e.g., 502(b)(2) disallows claims for unmatured interest—a creditor may be 
rendered unimpaired by a plan but receive less than it would otherwise be 
entitled to receive outside of bankruptcy.  

• Question – Is a claim unimpaired for purposes of Section 1124(1) if the plan 
provides the claim with a recovery that is consistent with the Code provisions that 
limit a creditor’s claim, but that is less than claim’s entitlement outside of 
bankruptcy?

• Why it matters – If a class of claims is unimpaired, it is not entitled to vote to 
accept or reject a plan.  Such a class is deemed to accept the plan under Section 
1126.  However, if a class of claims is impaired and votes to reject a plan, the 
debtor must satisfy the Section 1129(a)(7) best interest test and the Section 1129(b) 
cramdown requirements with respect to such class.  

4

Today’s Topics

• Impairment Issues 
• Code v. Plain Impairment
• Artificial Impairment
• Improvement as Impairment

• Consensual Third Party Releases

• Plan Confirmation Tactics 
• Gifting
• Appropriate Classification v. Gerrymandering
• Death Traps

3
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Consensual Third Party Releases

• Issue – Disputes over a bankruptcy court’s authority to approve nonconsensual 
third party releases have dominated the legal landscape.  But many of those issues 
can be avoided if the vast majority of claims sought to be released can be 
categorized as consensual.

• Questions – (1) What is a consensual release? What constitutes consent and what 
factors will the courts evaluate to determine that a release is consensual?

• Potential Bases for Determining Consent -- The debate centers on what standard 
of consent should apply in the context of third party releases under a plan.  For 
example:

– Do state-law contract principles apply, requiring claimants to affirmatively express their 
mutual assent to releases through the return of opt-in forms?

– Or do creditors have a duty to respond to an opt-out notice, and if they do not, can they 
be presumed to accept a plan’s releases?

– Another view is that Section 1141(a) places the onus on creditors to object to any 
releases contained in a plan.

6

Impairment Issues
Artificial Impairment

• Issue – Bankruptcy Code Section 1129(a)(10) provides that, if there are any 
impaired classes under a plan, at least one impaired class must vote to accept the 
plan.

• Question – Is it permissible for a plan proponent to impair a class of claims solely 
for the purpose of satisfying Section 1129(a)(10), even if the plan proponent 
arguably could have left such class unimpaired?

• Divergent Authority – There is a split of authority regarding whether 1129(a)(10) 
draws a distinction between artificial and economically driven impairment.

– On the one hand, under the Eighth Circuit's approach, 1129(a)(10) recognizes 
impairment only to the extent that it is driven by economic “need”

– On the other hand, the Ninth Circuit held that 1129(a)(10) does not distinguish between 
discretionary and economically driven impairment

– However, the Ninth Circuit left open the possibility that discretionary impairment could 
offend a plan proponent's duty of good faith under section 1129(a)(3)

– Although the Second and Third Circuits have yet to rule on the issue, lower courts in 
these circuits have held that artificial impairment is improper when there is no valid 
business purpose for the impairment

• Improvement as Impairment – Can a debtor artificially impair a claim by 
providing the claimant with more than its entitlement under a plan?

5
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Plan Confirmation Tactics

• Issue – There are a number of plan confirmation tactics that a debtor may consider 
when seeking to achieve a confirmable plan, including:
– Gifting:  A senior creditor provides a portion of its recovery to junior claimants
– Managing/manipulating classification and voting:  Separately classifying 

similarly situated creditors
– Death traps:  Tying the recovery of a class (or event an individual claimant) to 

how the class or claimant votes on the plan
Objecting stakeholders often contest such tactics as running afoul of the 
Bankruptcy Code.

• Question – What are the limits to these tactics?  How should the bankruptcy court 
balance the dual principles underpinning the Bankruptcy Code – (1) the policy of 
encouraging reorganizations and (2) the fair treatment of similarly situated 
stakeholders?

8

Consensual Third Party Releases

• Mutual Assent – (1) Some courts have held that voting in favor of a plan that 
contains a release constitutes consent to the release itself; (2) Other courts have 
held that voting in favor of the plan is not enough and that there must be 
unambiguous assent to the release itself.

• Notice and Failure to Act (a.k.a., Deemed Consent) – Deemed consent contexts 
arise when a creditor fails to, or is not entitled to, take any action with respect to 
third party releases – e.g., when a creditor does not respond to a voting deadline 
(abstention) or is left unimpaired under the plan.

• What is the appropriate standard for consent? Does it matter how the class is 
treated under the plan?

– Unimpaired classes that are deemed to accept
– Impaired classes that are deemed to reject 
– Claimants entitled to vote that vote “yes”
– Claimants entitled to vote that vote “no”
– Claimants entitled to vote that abstain

7
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Plan Confirmation Tactics
Appropriate Classification v. Gerrymandering 

• Issue – Whether a debtor has improperly “gerrymandered” classes under a plan of 
reorganization in order to obtain the vote of an impaired accepting class.  
– Section 1122 states that plan proponents may place a claim in a particular class 

only if the claim is substantially similar to other claims in that class. 
• But this provision is silent on whether a claim must be placed in a particular simply 

because it is substantially similar to other claims in that class.
– The classic example of gerrymandering arises in single asset real estate cases, 

where a debtor separately classifies a mortgage lender’s significant deficiency 
claim from trade claims.

• Legitimate Business Reason Standard – Many courts have adopted the standard 
that a plan proponent must demonstrate a legitimate business reason for separately 
classifying claims in order to withstand a gerrymandering challenge.

10

Plan Confirmation Tactics
Gifting

• Class skipping gifts (i.e., vertical gifts) – When a class of senior creditors agrees 
to share a portion of its recovery with a junior class, sometimes even bypassing a 
class that is in between the transferor and the transferee in priority and that is not 
paid in full.

• Class splitting gifts (i.e., horizontal gifts) – When a class of senior creditors 
agrees to share a portion of its recovery with a subset of equal-priority creditors 
without skipping over an intermediate class.

• Question – Can gifts potentially conflict with the cramdown requirements under 
section 1129(b)(1)?
– Fair and equitable test/absolute priority – a gift that skips over an intermediate, 

dissenting class could potentially violate the absolute priority rule incorporated 
by the fair and equitable test.

– Unfair discrimination – a gift that makes a selective distribution to equal-
priority creditors could potentially violate the unfair discrimination test.

9
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Plan Confirmation Tactics
Death Traps

• Types of Death Traps
– Traditional – Death traps that apply to a single class and treat all claims within 

that class the same depending on how the entire class votes
– Individually Targeted – Death traps that apply to a single class but treat claims 

within that class different depending on how individual claimants votes
– Multiple Classes – Death traps that apply to multiple classes with their 

recoveries dependent on plan acceptance by a single class.
– External Triggers – Death traps that are triggered if the UCC or claimants 

within or outside of the class object to the plan.
• Propriety of Death Traps – It seems that most courts allow traditional death traps, 

on the basis that the death trap saves the plan proponent from the expense and 
uncertainty of a cramdown fight and comports with the Bankruptcy Code’s policy 
of fostering consensual plans without violating the fair and equitable test. 
– However, courts will closely scrutinize and may reject death traps that (1) may 

treat certain creditors in the same class differently, (2) may violate the absolute 
priority rule, and (3) may implicate public policy considerations, such as 
potentially tying the hands of creditors’ committees.

11
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Chapter 11 Plans, Claims, What We're Watching

ToMake-Whole … or Not

Jan 22, 2019

Contributor(s)

Executive Summary

             
             
          
           
           
           
         
         
            
            
           
 

   

           

          

             

  

        

          

  





Printed from

Weil Restructuring Blog

       
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         

    

           

          

           

              

 

           
        
          
          
          
          
         

Key Takeaways

         

        

           

         

         

           

         

         

         

        

         

  

          

           

           

          

          







Printed from

Weil Restructuring Blog

       
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         

        

           

           

          

            

           

         

           

        

             

           

           

   

        

        

          

          

          

  

           

          

         

           

    

Background

          
         
           
           
      
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         
          

       
           
         
            
        

          
           
         
          
        
    

            
          
            
            
           
              
            
            
         

             
          
          
         


The Bankruptcy Court Decision</h2

          
           
  

        

        

          

          

         

    
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Weil Restructuring Blog
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          

           

         

         

           

       

         
          
        
  

        
        

           
            
         
           
           
              
           
    

The Fifth Circuit Decision

          
            
            
         

           
           
           
         
           
         
          
           
          
         
    
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Printed from

Weil Restructuring Blog

       
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            
          
             
            
           
        
             
             

    

          
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      
    
 

   

Cleary Gottlieb Steen & Hamilton LLP 

           
        

        
    
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I. OVERVIEW 

There is little controversy that, upon confirmation of a chapter 11 plan, the 
federal U.S. Bankruptcy Code (the “Code”) allows the release of claims 
held by the debtor or the estate against other non-debtor parties who con-
tributed to the reorganization (§ 1123(b)(3)). See, e.g., Comm. of Unse-

cured Creditors of Tower Auto. v. Debtors & Debtors in Possession (In re 

Tower Auto. Inc.), 241 F.R.D. 162 (S.D.N.Y. 2006) (laying out several 
factors for the court to consider in determining whether a debtor release is 
fair and equitable to the estate).  

However, “third-party releases,” which seek to extinguish claims held 
by non-debtor third parties against other non-debtor third parties, tell a 
different story. Such releases attract more scrutiny and judicial review, but 
are also prevalent in plans of reorganizations and serve as valuable tools 
during negotiation.  

The increased scrutiny and debate around third-party releases arise 
from how such releases may allow non-debtor third parties (the “Released 
Parties”) to benefit from the chapter 11 process without having to file for 
bankruptcy or otherwise operate through the safeguards of the Code. 
Typically, debtors wish to provide such releases to incentivize Released 
Parties to settle claims, support the plan, provide funding, or otherwise 
contribute to the reorganization. Debtors also provide releases to parties 
that may later assert post-confirmation indemnification claims against the 
debtors. Numerous permutations of third-party releases are available, 
including variations based on: (1) the Released Parties2; (2) which parties 
are deemed to grant the third-party release and how such parties are 
notified; (3) the breadth and types of claims released (i.e., claims arising 
before or during the chapter 11 case); and (4) what kind of contribution 
from those receiving the release is deemed sufficient to justify releases. 

Accordingly, non-debtors may effectively receive a bankruptcy dis-
charge from other non-debtors, sometimes without affirmative consent 
from those providing the release. This reality no doubt exacerbates the 
tension between the goals of the Code (i.e., to relieve debtors) and the 
equitable goals of the court and corporate regulatory laws (i.e., to seek 
accountability and achieve maximum investor recovery from the debtor 
and related parties). The tension is amplified by how broadly third-party 

2. The “Released Parties” are often defined broadly and may include, in addition to 
the debtors: direct or indirect equity holders of the debtors, the DIP agent, any indenture 
and prepetition trustees, members of any lender or debtholder committees, the 
committee of unsecured creditors and its members, any other funding entities, and 
related professionals, predecessors, successors, and assigns. 
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releases can be written. For example, a third-party release may seek to 
discharge the Released Parties, as they are defined in the plan, from any 

and all claims, obligations, and liabilities by any creditor who vote to accept 
the plan, who are presumed to accept the plan, who reject the plan, or who 
abstain from voting but who do not affirmatively opt out of the third-party 
releases on their ballots. See, e.g., Joint Plan of Reorganization of Indianapolis 
Downs, as confirmed by In re Indianapolis Downs, 486 B.R. 286 (Bankr. 
D. Del. 2013).  

This article discusses three major points that practitioners must keep 
in mind when drafting third-party releases in order to ensure a smooth path 
to plan confirmation. First, how does the particular federal court of appeals 
or court within the circuit interpret the Code with respect to third-party 
releases? Second, has the court of appeals or court within the circuit 
addressed subject matter jurisdiction with respect to third party releases? 
Finally, under what circumstances has the court (or particular judge) found 
consent or a lack thereof on the part of the releasing party?  

Moreover, debtors can provide further clarity and comfort by relying 
on exculpation provisions, in addition to and separate from third-party 
releases. Whereas third-party releases contemplate the release of pre-
confirmation claims held by a non-debtor against another non-debtor, excul-
pation provisions release claims held by both debtors and non-debtors 
against professionals and other fiduciaries related to the bankruptcy case. 
Exculpations are generally limited to reasonable acts and conduct — 
including post-petition conduct — related to the bankruptcy, and are more 
routinely approved by courts.  

II. CIRCUITS ARE SPLIT ON WHETHER THE BANKRUPTCY 
CODE PERMITS THIRD-PARTY RELEASES 

Two sections of the Code are the subject of ongoing disagreement among 
circuit courts as to how these two statutes interact with respect to the 
permissibility of third-party releases: 

� Section 524(e) of the Code provides that the “discharge of a debt of 
a debtor does not affect the liability of any other entity on, or the 
property of any other entity for, such debt.”  

� Section 105(a) states that a bankruptcy court “may issue any order, 
process, or judgment that is necessary or appropriate to carry out the 
provisions of this title.” 

Interpretations of the interplay between sections 524(e) and 105(a) of 
the Code group roughly, on one hand, by those circuit courts that do not 
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permit third-party releases except under narrow circumstances (the “Non-
Permissive Circuits,” comprising the Fifth, Ninth, and Tenth Circuits) and, 
on the other, those circuit courts that permit third-party releases when 
certain factors are met (the “Permissive Circuits,” comprising the Second, 
Third, Fourth, Sixth, Seventh, and Eleventh Circuits, with lower court deci-
sions in the First and Eighth Circuits agreeing with the permissive view). 

A. Non-Permissive Circuits 

The Fifth, Ninth, and Tenth Circuits take the minority view, inter-
preting the specific language of section 524(e) as a bar to discharging 
non-debtor liabilities, including those contemplated by third-party 
releases, and a limitation on the court’s general equitable powers under 
section 105(a).  

i. Fifth Circuit 

The Fifth Circuit has traditionally held that a bankruptcy court 
does not have authority to issue and enforce third-party releases. See 

In re Pac. Lumber Co., 584 F.3d 229, 252–53 (5th Cir. 2009) (find-
ing that the fresh start provided debtors under § 524(e) is not intended 
to absolve non-debtors from negligent conduct occurring during the 
course of the bankruptcy); In re Patriot Place, Ltd., 486 B.R. 773, 
822 (Bankr. W.D. Tex. 2013) (“The Fifth Circuit takes a very 
restrictive approach to non-debtor releases in bankruptcy cases ... 
non-consensual, non-debtor releases in bankruptcy proceedings in 
[the Fifth Circuit] have been ‘explicitly prohibited,’ this circuit has 
‘firmly pronounced its opposition to such releases,’ and the ‘Bank-
ruptcy Code precludes non-consensual, non-debtor releases.’ ”) 
(quoting In re Vitro S.A.B. de CV, 701 F.3d 1031, 1051–53, 1054–
55, 1058–89 (5th Cir. 2012)). The Pacific Lumber opinion expressly 
declined to adopt the more lenient approach taken in the Permissive 
Circuits, observing that, not only do the other circuits conflict with 
Fifth Circuit precedent, cases in other circuits concerned “global 
settlements of mass claims against the debtors and co-liable par-
ties.” 582 F.3d at 252. The Fifth Circuit found further support for its 
position with the addition of section 524(g) under the Bankruptcy 
Reform Act of 1994. Section 524(g) permitted the court, when 
specific conditions are met, to issue an injunction enjoining other 
parties from bringing claims against a trust established specifically 
to assume the liabilities of a debtor in connection with damages 
caused by asbestos. See id. (finding that section 524(g) “suggests 
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non-debtor releases are most appropriate as a method to channel
mass claims toward a specific pool of assets”) (citing MacArthur 

Co. v. Johns–Manville Corp., 837 F.2d 89, 90 (2d Cir.1988)).  

ii. Ninth Circuit 

The Ninth Circuit has also read section 524(e) to preclude the 
approval of third-party releases. See In re Lowenschuss, 67 F.3d 
1394, 1401-02 (9thth Cir. 1995) (striking down a global release that 
broadly released the debtor and related third parties from all claims, 
reasoning that “the specific provisions of section 524 displace the 
court’s equitable powers under section 105 to order the permanent 
relief [against a non-debtor] sought by [the debtor].”) (quoting In re 

Am. Hardwoods, Inc., 885 F.2d 621, 625-26 (9th Cir. 1989)). As in 
the Fifth Circuit, the Ninth Circuit recognized the exception in 
section 524(g) for releases granted in asbestos-related bankruptcies. 
See id. at 1402 n.6 (finding section 524(g) to be a narrow exception 
“specifically designed to apply in asbestos cases only, where there 
is a trust mechanism and the debtor can prove, among other things, 
that it is likely to be subject to future asbestos claims”).  

In a more recent case, the Ninth Circuit extended Lowenschuss 

to prohibit even temporary, post-confirmation injunctions against a 
third-party creditor’s right to collect from another non-debtor See 

In re Regatta Bay, LLC, 2009 WL 5730501, at *4 (D. Ariz. Oct. 30, 
2009) (reversing bankruptcy court and finding that a post-confirmation 
injunction included in the reorganization plan that prohibited, for 
five years, the collection by a third party of debt from other non-
debtors was not permitted because such injunction “affect[ed] the 
liability,” in contravention of section 524(e), of the non-debtors who 
hoped to obtain the injunction); see also In re Am. Hardwoods, Inc., 
885 F.2d 621, 624-27 (9th Cir.1989) (prohibiting permanent post-
confirmation injunctions, i.e., a “discharge,” meant to protect non-
debtors from third-party creditors, but allowing preliminary and 
temporary injunctions for third-party creditors from enforcing judg-
ment against non-debtors prior to confirmation of a plan, and clar-
ifying that section 105 also “permits the court to issue both preliminary 
and permanent injunctions after confirmation of a plan to protect the 
debtor and [the estate]”). 
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iii. Tenth Circuit 

The leading case in the Tenth Circuit is In re Western Real Estate 

Fund, Inc., which involves a complicated set of facts that are key 
to understanding the current Tenth Circuit position on third-party 
releases. 922 F.2d 592 (10th Cir. 1990).  

In Western Real Estate, the debtor, Landing Diversified Proper-
ties, II (“LDP”), hired an attorney, Abel, under a retainer agreement 
to pursue a pre-petition litigation against the Public Service Com-
pany of Oklahoma (“PSO”) after two transformers maintained by 
PSO exploded and damaged an LDP facility. Abel was able to 
obtain a $3 million settlement offer and secured his contractua
attorneys’ fees by filing an attorneys’ lien under state law. LDP then 
filed for chapter 11 bankruptcy and Abel filed a proof of claim for 
attorneys’ fees. LDP also initiated an adversary proceeding against 
a bank that held the mortgage against the damaged LDP facility 
from the PSO explosion. Abel’s proof of claim was consolidated 
into this adversary proceeding. In the adversary proceeding, LDP 
rejected the retainer agreement with Abel pursuant to section 365 of 
the Code and a portion of Abel’s fees remained unsatisfied due to 
LDP’s bankruptcy. In the meantime, the pre-petition litigation 
between LDP and PSO settled, with LDP agreeing to indemnify 
PSO should PSO be held liable to Abel for any part of the attorneys’ 
fees. Abel filed suit against PSO in state court to recover what 
remains of the fees left unsatisfied under the retainer agreement. 
However, the bankruptcy court granted an injunction that enjoined 
Abel from further prosecution, including post-confirmation, of his 
state action against PSO in order to prevent Abel from getting a 
second bite at the apple on his fees. On appeal, the Tenth Circuit 
rejected the validity of the bankruptcy court’s injunction, finding 
that, while a temporary injunction in order to facilitate the confir-
mation of LDP’s plan may have been warranted, a permanent injunc-c-
tion was inappropriate. In permanently enjoining Abel’s action 
against PSO, “the bankruptcy court, in essence, discharged PSO’s 
liability to Abel under state lien law just as it discharged LDP’s 
contractual debt to Abel under federal bankruptcy law.” Id. at 600. 
The Tenth Circuit reasoned that the existence of section 524(e)
means that Congress did not intend to extend the same benefits of 
discharge to third parties as it did to debtors. 

Western Real Estate has not been meaningfully challenged in 
the Tenth Circuit Court of Appeals and continues to represent the 
general proposition that the Tenth Circuit prohibits non-debtor releases 
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of any type. However, at least one district court case distinguished 
this case on the basis that Western Real Estate is limited in scope  
to those cases where confirmation of a plan would serve to bar liti-
gation against non-debtors for the remainder of the discharged 
debt. See In re Midway Gold US, Inc., 575 B.R. 475, 505 (Bankr. D. 
Colo. 2017). 

The Midway Gold court read the word “such” in section 524(e) 
to mean that section 524(e) is only intended to govern the debt of 
the debtor being discharged (and any remaining portions of “such” 
debt should the third party not receive the full amount from the 
debtor). Therefore, section 524(e) does not refer to independent 
obligations of other entities not subject to the discharge. The court 
stated that, under section 524(e), “even if a debt is discharged as to 
the debtor in a Chapter 11 plan, a creditor can still seek to collect 
that debt from a non-filing co-debtor, guarantor or obligor.” Id. In 
other words, “Western Real Estate is limited to cases where a 
Chapter 11 plan provides, contrary to § 524(e), for the release of or 
injunction on claims against a non-debtor, such as a co-debtor or a 
guarantor, with respect to an obligation jointly owed with the debtor 
where the non-debtor has not submitted itself to the bankruptcy
process.” IdId.  

Midway Gold declined to adopt a specific test or set of factors 
to use in approving third-party releases, but stated that there is not 
an absolute ban on third-party releases. Rather, “due consideration 
should be given” to the factors that other circuits use, including non-
exclusive guiding principles: (1) whether a release is appropriate 
and permissible should be determined “on a case-by-case basis”; (2) 
the court “must parse out exactly who is releasing whom for what” 
and distinguish between the debtors’ release of non-debtors and
third parties’ release of non-debtors; (3) the court must find the 
release to be “necessary for the reorganization and appropriately 
tailored to apply only to claims arising out of or in connection with 
the reorganization itself; and (4) should not provide non-debtors 
with “blanket immunity for all times, transgressions and omissions 
and may not include immunity from gross negligence or willful 
misconduct.” Id. at 506. However, the third-party releases in ques-
tion did not ultimately pass muster because the court found them so 
broad that it lacked subject matter jurisdiction — a subject discussed 
in more detail below. See id. at 516-21. 
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B. Permissive Circuits 

The Permissive Circuits do not find section 524(e) to be an abso-o-
lute bar to third-party releases. Rather, these circuit courts, in holding 
the majority view, tend to read section 524(e) as “a saving clause; it 
limits the operation of other parts of the bankruptcy code and preserves 
rights that might otherwise be construed as lost after the reorganiza-
tion.” In re Airadigm Comms., Inc., 19 F.3d 640, 656 (7th Cir. 2008). 
Courts subscribing to this majority view also cite the “broad authority” 
granted to bankruptcy courts under section 105(a) to “reorder creditor-
debtor relations needed to achieve a successful reorganization.” In re 

Dow Corning Corp., 280 F.3d 648, 656 (6thth Cir. 2002).  
Within the Permissive Circuits, certain factors must be present for 

third-party releases to be approved. Such factors vary among the cir-
cuits, and the general consensus is that third-party releases must be 
granted sparingly and with prudence. See In re Seaside Eng’g & 

Surveying, Inc., 780 F.3d 1070, 1078 (11th Cir. 2015) (holding that 
releases are permitted but “ought not to be issued lightly, and should 
be reserved for those unusual cases in which such an order is necessary 
for the success of the reorganization, and only in situations in which 
such an order is fair and equitable under all the facts and circum-
stances”); Nat’l Heritage Found., Inc. v. Highbourne Found., 760 F.3d 
344, 347-50 (4th Cir. 2014); Behrmann v. Nat’l Heritage Found., 663 
F.3d 704, 712 (4th Cir. 2011) (holding that involuntary releases should 
be imposed “cautiously and infrequently”); Dow Corning, 280 F.3d at 
658 (“Because such an injunction is a dramatic measure to be used 
cautiously, we follow those circuits that have held that enjoining a non-
consenting creditor’s claim is only appropriate in “unusual circum-
stances”); In re Metromedia Fiber Network, Inc., 416 F.3d 136, 143 
(2d Cir. 2005) (holding that a “nondebtor release in a plan of reor-
ganization should not be approved absent the finding that truly unusual 
circumstances render the release terms important to the success of  
the plan”). 

i. Courts in the First and Eighth Circuits: Master 
Mortgage Factors 

Bankruptcy courts within the First and Eighth Circuit consider 
five, non-exclusive and non-conjunctive factors from In re Master 

Mortg. Inv. Fund, Inc., 168 B.R. 930 (Bankr. W.D. Mo. 1994). These 
Master Mortgage factors are: 
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� There is an identity of interest between debtor and third party
(usually an indemnity relationship) such that a suit against the 
third party is a suit against the debtor. 

� The non-debtor has contributed substantial assets to the 
reorganization. 

� The release (or “injunction,” as it may be termed) is essential to 
the reorganization’s success. Without it, there is little likelihood 
of success. 

� A substantial majority of creditors agree to such release, and 
specifically, the impacted class(es) have voted “overwhelm-
ingly” to accept the proposed plan treatment. 

� The plan provides a mechanism for payment of all or substan-
tially all, of the claims of the class(es) affected by the release. 

Master Mortg., 168 B.R. at 935 (finding “[n]o court has set out a 
rigid ‘factor test’” to be applied in every case, and the five factors 
are neither exclusive nor conjunctive); see also In re Mahoney 

Hawkes, LLP, 289 B.R. 285, 299–303 (Bankr. D. Mass. 2002) 
(adopting the Master Mortgage multi-factor test to determine neces-
sity for non-debtor third-party injunctions, but finding plan pro-
visions did not satisfy factors warranting issuance of permanent 
injunction); In re U.S. Fidelis, Inc., 481 B.R. 503, 519 (Bankr. E.D. 
Mo. 2012) (finding Master Mortgage requirements fulfilled). 

ii. Third Circuit: Hallmarks from Continental Airlines + 

Master Mortgage Factors 

While the Third Circuit has not adopted a specific test for when 
such releases are appropriate, the Third Circuit nevertheless looks 
for the “hallmarks of permissible non-consensual releases — fair-r-
ness, necessity to the reorganization, and specific factual findings to 
support these conclusions.” In re Continental Airlines, 203 F.3d 203 
(3rd Cir. 2000). 

In determining the fairness and necessity of releases, courts 
within the Third Circuit have used the Master Mortgage factors as 
“guideposts” that may be instructive to the court. In re Millennium 

Lab Holdings II, LLC, 591 B.R. 559 (D. Del. 2018) (noting that the 
Master Mortgage factors, while helpful guideposts, are not control-
ling); see also In re Washington Mutual, 442 B.R. 314 (Bankr. D. 
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Del. 2011) (considering Master Mortgage factors); In re Zenith Elecs. 

Corp., 241 B.R. 92 (Bankr. D. Del. 1999) (same). 
Most recently, in In re Takata Corp., the court found that 

proposed third-party releases satisfied the five factors of Master 
Mortgages, emphasizing that the case presents “extraordinary cir-r-
cumstances” involving the “largest consumer recall in history” (for 
defective airbags). Case No. 17-11375, Hearing Transcript at 173-74 
(Dkt. No. 2109-3) (Bankr. D. Del. Feb. 16, 2018).  

iii. Fourth, Sixth and Eleventh Circuits: Dow Corning 
Factors (i.e., Master Mortgages Plus) 

The Sixth Circuit has followed Second Circuit logic in finding 
that third-party releases should be appropriate only in “unusual 
circumstances. Dow Corning Corp., 280 F.3d at 658 (citing In re 

Drexel Burnham Lambert Group, Inc., 960 F.2d 285, 293 (2nd 
Cir.1992); In re A.H. Robins Co., 880 F.2d 694, 702 (4th Cir. 1989); 
MacArthur v. Johns–Manville, Corp., 837 F.2d 89, 93–94 (2nd 
Cir.1988)). 

To determine whether such “unusual circumstances” are pre-
sent, the Sixth Circuit has adopted a seven-factor test that is more 
stringent than what is applied in the First, Third and Eighth Circuits. 
See id. These are also referred to as the Dow Corning factors, and 
incorporate the five Master Mortgage factors (plus two others). Id.  

Accordingly, when the following seven Dow Corning factors 
are present, the bankruptcy court may enjoin a non-consenting 
creditor’s claims against a non-debtor: 

(1) There is an identity of interests between the debtor and the third-
party, usually an indemnity relationship, such that a suit against 
the non-debtor is, in essence, a suit against the debtor or will 
deplete the assets of the estate; 

(2) The non-debtor has contributed substantial assets to the 
reorganization; 

(3) The injunction is essential to reorganization, namely, the reor-
ganization hinges on the debtor being free from indirect suits 
against parties who would have indemnity or contribution 
claims against the debtor; 

(4) The impacted class, or classes, has overwhelmingly voted to
accept the plan; 
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(5) The plan provides a mechanism to pay for all, or substantially 
all, of the class or classes affected by the injunction; 

(6) The plan provides an opportunity for those claimants who choose 
not to settle to recover in full; and 

(7) The bankruptcy court made a record of specific factual findings 
that support its conclusions.  

See id.  

The Fourth and Eleventh Circuits follow the Dow Corning fac-
tors as well, but apply them more flexibly and in a more case-
specific way than the Sixth Circuit.  

The Fourth Circuit has held that a debtor does not have to 
demonstrate that every Dow Corning factor weighs in its favor. See 

Highbourne Foundation, 760 F.3d at 352. Furthermore, third-party 
releases should only be approved “cautiously and infrequently.” Id. 

(denying a third party release provision after an analysis of each of 
the Dow Corning factors).  

In the Eleventh Circuit, the Dow Corning factors should be 
considered a “nonexclusive list of considerations” and “should be 
applied flexibly,” with bankruptcy courts retaining discretion to 
determine which of the factors will be relevant in each case. In re 

Seaside Eng’g & Surveying, Inc., 780 F.3d at 1079. Echoing the 
Fourth Circuit, the Eleventh Circuit also stressed that such releases 
should be used “cautiously and infrequently, and only where essen-
tial, fair, and equitable.” Id. (quoting In re Munford, 97 F.3d 449, 455 
(11th Cir. 1996)). 

iv. Second and Seventh Circuits: Facts-Intensive Inquiry 

Courts in the Second and Seventh Circuits do not adhere to spe-
cific tests or factors, but recognize that unique circumstances must 
be in place for third-party releases to be approved and that the court 
must approve such releases only after a fact-intensive inquiry. See 

Metromedia, 416 F.3d at 142-146; Airadigm, 519 F.3d at 657. 
The Second Circuit has held: “A nondebtor release in a plan of 

reorganization should not be approved absent the finding that truly 
unusual circumstances render the release terms important to the
success of the plan” and where the scope of the release is necessary 
to the plan. Metromedia, 416 F.3d at 143. Metromedia cautioned 
that a third-party release is a “device that lends itself to abuse” 
because a non-debtor can shield itself from liability to third parties 
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through the release and “in effect, it may operate as a bankruptcy 
discharge arranged without a filing and without the safeguards of 
the Code.” See id. at 142. 

The Metromedia opinion continued by listing five types of 
instances where third-party releases have been approved and which 
could act as guidance for courts when considering approving a third-
party release: 

� Where the estate received substantial consideration.  

� Where the enjoined claims were “channeled” to a settlement 
fund.  

� Where the enjoined claims would indirectly impact debtor’s 
reorganization “by way of indemnity or contribution.” 

� Where the plan otherwise provided for the full payment of the 
enjoined claims. 

� Where the affected creditors consent.  

Id. (internal citations omitted). In the latest case in the Second Cir-
cuit to discuss Metromedia in depth, the Bankruptcy Court for the 
Southern District of New York emphasized the extraordinary nature 
imposing involuntary releases on third parties and explained that 
“the teaching of Metromedia is that releases should be given only 
when they are an important part of a reorganization.” In re Aegean 

Marine Petroleum Network Inc., 599 B.R. 717, 727 (Bankr. S.D.N.Y. 
2019) (J. Wiles). 

Likewise, the Seventh Circuit has held that a “natural reading 
of [§ 524(e)] does not foreclose a third-party release from a credi-
tor’s claims.” Airadigm, 519 F.3d at 656 (citing Specialty Equip-

ment, 3 F.3d 1043, 1046–47 (7thth Cir. 1993) (“while section 524(e) 
has generally been interpreted to preclude the discharge of guaran-
tors, the statute does not by its specific words preclude all releases 
that are accepted and confirmed as an integral part of a reorgani-
zation.”)). Indeed, the “residual authority” permitted under § 105(a) 
permits bankruptcy courts to release third parties from liability to 
participating creditors if the release is “appropriate” and not incon-
sistent with any other provision of the Code. Airadigm, 519 F.3d 
at 657. 

Thus, in the Seventh Circuit, whether a release is appropriate is 
a fact-intensive inquiry and dependent on the nature of the reor-r-
ganization, and only where the release “was necessary for the 

317

© Practising Law Institute



AMERICAN BANKRUPTCY INSTITUTE

153

14 

reorganization and appropriately tailored” to claims, “arising out of 
or in connection with the reorganization itself, and does not include 
“willful misconduct.” Airadigm, 519 F.3d at 657 (internal quota-
tions omitted). 

III. RECENT CASES SIGNAL DISAGREEMENT OVER WHETHER 
BANKRUPTCY COURTS HAVE SUBJECT MATTER 
JURISDICTION OVER THIRD-PARTY RELEASES 

28 U.S.C. § 1334(b) provides: “[T]he district courts shall have original but 
not exclusive jurisdiction of all civil proceedings arising under title 11, or 
arising in or related to cases under title 11.” Accordingly, district courts 
have the authority to refer to bankruptcy courts any or all cases “arising 
under title 11 or arising in or related to a case under title 11.” 28 U.S.C.  
§ 157(a). Furthermore, “[b]ankruptcy judges may hear and determine all 
cases under title 11 and all core proceedings arising under title 11, or 
arising in a case under title 11, referred under [28 U.S.C. § 157(a)], and 
may enter appropriate orders and judgments.” 28 U.S.C. § 157(b)(1). 

Proceedings “arising under” the Code assert a cause of action created 
by the Code. Proceedings “arising in” a bankruptcy case are those that 
could not exist outside of a bankruptcy case, but that are not causes of 
action created by the Code. Proceedings are “related to” a bankruptcy case 
where the proceeding could have been commenced in federal or state court 
independently of the bankruptcy case, but the outcome of that proceeding 
could conceivably have an effect on the bankruptcy estate. 

Accordingly, releases related to “arising under” claims are usually 
uncontroversial because they clearly relate to the bankruptcy. On the other 
hand, a few key decisions in the last few years have used “arising in” and 
“related to” subject matter jurisdiction to block certain third-party releases 
that were particularly broad in scope. See In re Midway Gold US, Inc., 575 
B.R. 475 (Bankr. D. Colo. 2017); In re SunEdison, Inc., 576 B.R. 453 
(Bankr. S.D.N.Y. 2017). Another 2017 opinion, In re Millennium Lab 

Holdings, complicated the issue by finding that third-party releases are 
indeed part of a bankruptcy courts” arising in” and “arising under” juris-
diction. 575 B.R. 252 (Bankr. D. Del. 2017). 

A. In re Midway Gold 

As described above, the Midway Gold court did not find a blanket 
statutory prohibition on third-party releases as long as they satisfy 
certain factors and are distinct from the particular type of third-party 
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release carved out by Western Real Estate. However, the court ulti-
mately barred the third-party releases on the basis of subject matter 
jurisdiction due to their particularly broad nature. 

In Midway Gold, a mining company sought confirmation of a 
chapter 11 plan containing broad third-party releases that would have 
forever released, waived, and discharged the Released Parties, as 
defined in the plan, from “all causes of actions and claims, debts and 
obligations based in whole or in part upon any act or omission, transac-
tion, or other occurrence or circumstances existing or taking place on 
or after the Petition Date but prior to or on the Effective Date in any 
way related to the Debtors, the Chapter 11 Cases or the Plan.” Midway 

Gold, 575 B.R. at 516. 
The court found that third-party claims are not cases “brought 

under” the Code because the third parties are not debtors in the bank-
ruptcy case. Id. at 518. Such claims also do not strictly “arise under” 
the Code because the “[causes of action] being released . . . are not 
limited to causes of action under the Bankruptcy Code, such as avoid-
ance actions.” Id. The debtors argued that the releases arise in the 
bankruptcy case because they are limited to post-petition claims, but 
the court did not find this compelling because the actual language 
provides for the release of claims “existing or taking place on or after 
the Petition Date,” which would include pre-petition claims in exist-
ence on the Petition Date. Id.  

Moreover, the court found no “arising in” jurisdiction even though 
the court has subject matter jurisdiction over chapter 11 cases pursuant 
to 28 U.S.C. § 157(a) and even though the “confirmation of plans” are 
expressly determined to be “core proceedings,” which the court may 
hear and determine on a final basis, pursuant to 28 U.S.C. § 157(b)(2)(L). 
Specifically, the court found “arising in” jurisdiction objectionable 
because the court “cannot permit third-party non-debtors to bootstrap 
their disputes into a bankruptcy case in this fashion.” Midway Gold, 
575 B.R. at 519. There must be an independent statutory basis or risk 
acquiring “infinite jurisdiction.” Id. (“If proceedings over which the 
Court has no independent jurisdiction could be metamorphisized[sic]

into proceedings within the Court’s jurisdiction by simply including 
their release in a proposed plan [and using section 105(a) as authority 
for approving such a release], this Court could acquire infinite jurisdic-
tion.”) (internal quotation omitted). 

Likewise, “related to” jurisdiction does not extend to “controver-
sies between third-party creditors which do not involve the debtor or 
his property unless the court cannot complete administrative duties 
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without resolving the controversy.” Id. (quoting In re Gardner, 913 
F.2d 1515, 1518 (10th Cir. 1990)). The court noted that a non-debtor 
released party’s financial contribution to the proposed chapter 11 plan 
was “insufficient alone” for the court to “exercise “related to” juris-
diction even if the success of the plan depends on releases given in 
exchange for certain contributions and settlements. Id. 

B. In re SunEdison 

Following on the heels of Midway Gold, the Bankruptcy Court for 
the Southern District of New York also found that certain, particularly 
broad third-party releases in SunEdison lacked “related to” subject 
matter jurisdiction. 576 B.R. 453 (Bankr. S.D.N.Y. 2017) 

In SunEdison, the third-party releases included past and future 
claims against an expansive list of third parties and also extended to a 
list of unidentified current and former affiliates, employees, and advi-
sors of the identified released third parties. Id. at 456-57. None of the 
affected claimholders objected to the releases but the court questioned 
their validity sua sponte and reserved its decision on that issue while 
confirming the plan. Id. at 455. After supplemental briefing, the court 
found the third-party releases were non-consensual (discussed in more 
detail below) and that the bankruptcy court only had limited jurisdic-
tion to grant broad third-party releases. Id. at 461-64. Specifically, the 
court lacked “related to” subject matter jurisdiction over third-party 
claims that would not give rise to contribution or indemnification 
against the debtor’s estate. Id. at 462-63. 

In its analysis, the court asserted that whether jurisdiction exists 
rests on whether the outcome of the non-debtor’s claim has a “con-
ceivable effect” on the estate for purposes of a bankruptcy court’s 
“related to” jurisdiction. Id. There is such a “conceivable effect” where 
a third-party claim “may give rise to a potential indemnification or 
contribution claim against the estate. Id. However, the court found that 
the third-party release in the case went far beyond any indemnification 
obligation that the debtors contend support the release, as the release 
sought to extinguish claims that “relate in any way to the Debtors or 
their bankruptcy cases and that arose from the beginning of time to an 
unspecified date in the future when the Effective Date occurs.” Id. at 
463. The court also noted that the release would have been granted to 
parties far beyond those with potential indemnification claims against 
the debtor and included professionals retained by the debtors, the 
creditors’ committee and its members as well as any underwriters, 
arrangers, or placement agents in respect of the second lien senior 
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notes and many other unidentifiable Released Parties, such as a variety 
of advisors and other professionals, just to name a few. Id. Addition-
ally, the court noted, as did Midway Gold, that financial contribution 
to the estate by the release, without more, is not sufficient to confer 
subject matter jurisdiction. Id. at 451. 

However, the judges in the Bankruptcy Court for the Southern 
District of New York have not uniformly adopted such an approach — 
another judge within the Bankruptcy Court for the Southern District of 
New York (Judge Chapman) has explicitly declined to apply the rea-
soning on jurisdiction in SunEdison (Judge Bernstein), stating that “every 
case is different.” See Transcript of Hearing at 26, In re Cumulus Media 

Inc., et al., No. 17-13381 (Bankr. S.D.N.Y. Feb. 8, 2018) [D.I. 434]. 

C. In re Millennium Lab Holdings 

In this case, a laboratory testing company filed a pre-packed chap-
ter 11 plan with a broad third-party release that released common law 
fraud and RICO claims against the debtor’s former equity holders (the 
releases were in exchange for a $325 million cash infusion to fund the 
reorganization). In re Millennium Lab Holdings II, LLC, 575 B.R. 252 
(Bankr. D. Del. Oct. 3, 2017), (Bankr. D. Del. Oct. 3, 2017), aff’d 591 B.R. 559 (D. Del. Sept. 21,  591 B.R. 559 (D. Del. Sept. 21,  591 B.R. 559 (D. Del. Sept. 21, 
2018). The releases were opposed by certain creditors, includin2018). The releases were opposed by certain creditors, including Voya, 
which held 5.8% of Millennium’s debt. Voya argued that the bank-
ruptcy court did not have authority to grant the releases pursuant to the 
Supreme Court’s 2011 ruling in Stern v. Marshall, 564 U.S. 462 (2011). 

In Stern, the Supreme Court considered whether a bankruptcy court, 
as a non-Article III court, had the authority to enter final judgment on 
a state-law governed counterclaim brought by a debtor in bankruptcy 
court against a counterclaimant. This decision was unique because the 
counterclaim fell within one of the enumerated categories of “core 
proceedings” that a bankruptcy court traditionally had jurisdiction over, 
pursuant to 28 U.S.C. § 157(b)(2). To resolve this issue, the Supreme 
Court announced a test for whether a bankruptcy judge can enter a final 
order on a trustee’s counterclaim. Stern, 564 U.S. at 499 (“Congress 
may not bypass Article III simply because a proceeding may have
some bearing on a bankruptcy case; the question is whether the action 
at issue stems from the bankruptcy itself or would necessarily be 
resolved in the claims allowance process”). The claim-at-issue failed 
this test and therefore, the bankruptcy court did not have authority over 
the counterclaim. 
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Wielding Stern, Voya argued that granting the third-party releases 
would be tantamount to adjudicating a state-law claim. The cour
rejected Voya’s argument, holding that: 

� The bankruptcy court has jurisdiction to grant the release because 
“core proceedings” arise under or arise in title 11. See 28 U.S.C.  
§ 157(b)(1). In turn, “confirmations of plans,” including the con-
firmation of third-party releases within those plans, is an enumer-
ated core proceeding. See 28 U.S.C. § 157(b)(2); Millennium Lab II, 
575 B.R. at 271. Thus, the third-party releases must merely meet 
the federal standards used by the Third Circuit. Id. at 271-72 
(examining the Continental hallmarks and Master Mortgage factors, 
discussed above). “An order confirming a plan with releases, 
therefore, does not rule on the merits of the state law claims being 
released.” Id. at 272.  

� Furthermore, the adjudication of third-party releases does not 
violate a bankruptcy court’s constitutional authority under Stern 

because Stern is, at its broadest, limited to the proposition that “a 
bankruptcy judge cannot enter a final judgment on all state law
claims, all common law causes of action or all causes of action
under state law.” Id. at 268-69. Furthermore, a bankruptcy judge’s 
final order on a core issue that may merely have a preclusive effect 
on a third-party lawsuit does not violate Stern Id. at 276. 

� Additionally, the bankruptcy court noted that adopting the Voya
interpretation would dramatically change the division of labor 
between the bankruptcy and district courts. Id. at 285-86 (listing 
several instances where a district court would be compelled to 
enter a final order approving a debtor’s requested relief, including 
“any § 363 sale of assets in which a purchaser seeks to be free of 
successor liability—which is every § 363 sale of assets,” and find-
ing, as a result, that “there is ample room for gamesmanship by
both debtors and creditors in the bankruptcy context” should Voya’s 
argument succeed). 

Cases since Midway Gold, SunEdison, and Millennium Lab show 
that courts remain very unsettled as to how such jurisdictional issues 
affect a bankruptcy court’s ability to grant a third-party release. Com-

pare In re Kirwan Offices S.à.r.l., 592 B.R. 489, 503 (S.D.N.Y. 2018) 
(affirming the bankruptcy court’s decision, and rejecting an objecting 
shareholder’s argument that “an involuntary release of non-debtor, 
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third-party claim always falls outside a bankruptcy court’s core juris-
diction.”); Aegean Marine, 599 B.R. at 723 (highlighting the extraor-
dinary nature of granting third-party releases and, with respect to 
jurisdiction, noting that (i) statutory authority only gives bankruptcy 
courts subject matter jurisdiction over “civil proceedings” but when 
third-party releases are proposed, there is rarely any “proceeding” 
pending at all; and (ii) that a court also needs personal jurisdiction over 
relevant parties and formal service of process is required); Transcript 
of Bench Decision Regarding Confirmation Hearing at 13, In re ARO 

Liquidation, Inc. (Aeropostale), No. 16-11275 (Bankr. S.D.N.Y. Mar. 28, 
2018) [D.I. 1752] (addressing objection on basis of subject matter 
jurisdiction by concluding that the intent of the plan was to limit 
released claims to those relating to debtors and directing the debtors to 
include “clarifying language” to avoid capturing unrelated claims). 

In sum, objecting parties have tried various and different approaches 
to challenge a bankruptcy court’s jurisdiction over third-party releases. 
SunEdison and Midway Gold both involved particularly broad releases, 
which made those plans vulnerable to challenged based on “arising in” 
and “related to” jurisdiction. On the other hand, Millennium Lab

addressed whether granting the release would violate its constitutional 
authority under Stern. The divergent approaches of Midway Gold and 
Millennium Lab also illustrate two opposing concerns: The Midway 

Gold court worried that broad third-party releases could lead to the 
court acquiring “infinite jurisdiction,” such that any party could “boot-
strap” their claim into the bankruptcy case by placing a release in the 
proposed plan, Midway Gold, 575 B.R. at 519, while the Millennium 

Lab court emphasized that adopting Voya’s interpretation of Stern 

would “dramatically change the division of labor between the bank-
ruptcy and district courts,” Millennium Lab II, 575 B.R. at 285-86.  

IV. COURTS MAY REQUIRE ACTUAL OR DEEMED CONSENT TO 
APPROVE THIRD-PARTY RELEASES 

Finally, one of the other issues courts opine on in adjudicating third-party 
releases is whether creditors can be seen to have provided actual or deemed 
consent to release the claim(s) at issue.  

Courts have traditionally granted third-party releases only to those 
creditors who affirmatively consent by voting in favor of the plan and not 
opting out of the third-party releases. See In re Washington Mutual, Inc., 
442 B.R. 314, 355 (Bankr. D. Del. 2011) (“[T]he Court concludes that the 
opt out mechanism is not sufficient to support the third party releases 

323

© Practising Law Institute



AMERICAN BANKRUPTCY INSTITUTE

159

20 

anyway, particularly with respect to parties who do not return a ballot (or 
are not entitled to vote in the first place)”). . . . [f]ailing to return a ballot 
is not a sufficient manifestation of consent to a third party release.”); In re 

Chassix Holdings, Inc., 533 B.R. 64, 81 (Bankr. S.D.N.Y. 2015) (J. Wiles) 
(finding that creditors who vote in favor and those who rejected the Plan 
but still opted in, clearly consented; however, creditors who abstained or 
were deemed to reject cannot have consented because “charging all inac-
tive creditors with full knowledge of the scope and implications of the 
proposed third party releases, and implying a ‘consent’ to the third party 
releases based on the creditors’ inaction, is simply not realistic or fair, and 
would stretch the meaning of ‘consent’ beyond the breaking point.”). In 
other words, courts traditionally did not find sufficient consent to a third-
party release from unimpaired creditors who did not vote (i.e., do not 
return a ballot), voters who abstained, and voters who rejected a plan 
(unless they affirmatively opted in).  

The Office of the U.S. Trustee routinely files objections to plans that 
do not include affirmative acts of consent for a class of creditors giving 
third-party releases, and generally prefers an opt-in mechanism. In certain 
cases, they have not opposed an opt-out option. However, courts — 
prominently, those in the Second and Third Circuits — have shown signs 
of shifting away from the traditional view and courts in recent years have 
allowed third-party releases that affect voters who do not show affirmative 
consent given that certain conditions are met. See, e.g., In re Orchard 

Acquisition Co., et al., No. 17-12914 (Bankr. D. Del. Jan. 23, 2018) (find-
ing notice sent to unimpaired creditors about opting out was sufficient 
where there were no objections); ARO Liquidation, No. 16-11275 (Bankr. 
S.D.N.Y. Mar. 28, 2018) (finding notice and an opportunity to opt out 
would be sufficient to find consent for unimpaired creditors); Indianapolis 

Downs, 486 B.R. 286 (Bankr. D. Del. 2013) (finding detailed instructions 
on opportunity to opt out sufficient); In re Spansion, Inc., 426 B.R. 114 
(Bankr. D. Del. 2010) (noting no unimpaired creditor had objected to the 
plan); In re DBSD N. Am., Inc., 419 B.R. 179 (Bankr. S.D.N.Y. 2009) 
(finding warning on disclosure statement or ballot that a failure to vote 
against the plan constituted consent was sufficient);  

Judicial opinions on what constitutes consent continue to differ widely 
and, as shown below, can even differ between judges within the same court-
house. Opinions may vary generally or can vary based on the particulars of 
a case and the form of the notice or opt-in/opt-out mechanism on the ballot. 
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A. Unimpaired Creditors 

Recent opinions generally allow third-party releases with respect 
to such unimpaired creditors if other factors are present, such as no 
objections from unimpaired creditors or if reasonable consideration 
was received. See Transcript of Hearing at 17-18, In re Orchard Acqui-

sition Co., et al., No. 17-12914 (Bankr. D. Del. Jan. 23, 2018) [D.I. 160] 
(where unimpaired creditors received a notice stating that they must 
file an objection in order to opt out of the third-party release and in the 
face of objections from the U.S. Trustee that the notice was insuffi-
cient, the court ruled that the release was consensual, emphasizing that 
there were no objections from any type of creditor and that this silence 
constituted consent, and expressing concern that if the release was 
denied, the entire plan might “unravel”); Spansion, 426 B.R. at 144 
(Bankr. D. Del. 2010) (overruling the U.S. Trustee’s objection that 
unimpaired classes needed an opportunity to take affirmative action, 
such as fill out a ballot and use an opt-out mechanism, noting that no 
unimpaired creditor had objected to the plan). Decisions have also 
found consent where unimpaired creditors were given the opportunity 
to opt out. See United States Trustee’s Objection to Confirmation at 2, 
In re Orchard Acquisition Co., et al., No. 17-12914 (Bankr. D. Del. 
Jan. 11, 2018) [D.I. 126]; Transcript of Bench Decision Regarding 
Confirmation Hearing at 30-31, ARO Liquidation, No. 16-11275 [D.I. 
1752] (stating that unimpaired creditors who are deemed to accept 
should be provided with a notice of non-voting status and an oppor-
tunity to opt out of certain third-party releases). 

Another judge in the Bankruptcy Court for the Southern District
of New York has taken a less rule-based approach, finding that third-
party releases affecting unimpaired creditors can be approved, but only 
to the extent that one of three limiting instances pertaining to any third-
party release was satisfied: in cases where (i) any affected party con-
sented or were deemed to have done so through its ability to “check 
the box” on the ballots (including parties who voted in favor and those 
who voted to reject but failed to opt out); (ii) claims would trigger 
indemnification or contribution claims against the debtors and impact 
reorganization; and (iii) parties provided substantial consideration or 
concessions to the reorganization. See In re Genco Ship. & Trading 

Ltd., 513 B.R. 233, 271-72 (Bankr. S.D.N.Y. 2014) (J. Lane).
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B. Deemed Rejected Creditors 

Courts generally do not allow third-party releases to apply to those 
entities not receiving any distribution under a plan. See Indianapolis 

Downs, 486 B.R. at 304. However, judges in the Bankruptcy Court for 
the Southern District of New York have suggested that third-party 
releases of deemed rejected creditors may be allowed if they are given 
the opportunity for an affirmative act, such as through an opt-in mecha-
nism. See Transcript of Bench Decision Regarding Confirmation Hear-
ing at 31, ARO Liquidation, No. 16-11275 (Bankr. S.D.N.Y. Mar. 28, 
2018) [D.I. 1752] (stating that certain holders of claims whose treat-
ment changed from some recovery to no recovery should be provided 
with a notice of non-voting status and the option to opt in because those 
who don’t receive recoveries under a plan often don’t carefully analyze 
the solicitation materials); Chassix, 533 B.R. at 81 (finding that credi-
tors who are deemed to reject the Plan generally found to be deemed to 
reject third-party releases in the absence of an affirmative act, such as 
an “opt in” mechanism); In re Chemtura Corp., 439 B.R. 561, 609–
613 (Bankr. S.D.N.Y. 2010). 

C. Impaired Voters 

Impaired voters include those who vote to accept the plan, vote to 
reject the plan, or who are entitled to vote but nevertheless abstain. In 
the case of third-party releases, such voters may often be given the chance 
to opt out of the releases on their ballots, and courts are often called to 
adjudicate consent over those impaired voters who did not opt out.  

There currently is a shift from the more traditional approach towards 
allowing deemed acceptance of abstaining or rejecting voters who do 
not opt out if there is adequate notice on the ballot or disclosure state-
ment. See Indianapolis Downs, 486 B.R. at 306 (“As for those impaired 
creditors who abstained from voting on the Plan, or who voted to reject 
the Plan and did not otherwise opt out of the releases, the record 
reflects these parties were provided detailed instructions on how to opt 
out, and had the opportunity to do so by marking their ballots. . . . 
[u]nder these circumstances, the Third Party Releases may be properly 
characterized as consensual and will be approved.”); DBSD N. Am., 
419 B.R. at 218 (Bankr. S.D.N.Y. 2009) (finding consent when a dis-
closure statement or voting ballot warned that a failure to vote against 
the Plan would be deemed consent to the third-party releases); In re 

Calpine Corp., 2007 WL 4565223, at *10 (Bankr. S.D.N.Y. Dec. 19, 
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2007) (“Ballots explicitly stated that a vote to accept the Plan or absten-
tion from voting without opting out of the releases each constitutes an 
acceptance and assent to the releases set forth in the Plan . . . [D]ue and 
adequate notice [were given].”). 

However, a closer examination of just the decisions of the Bank-
ruptcy Court for the Southern District of New York shows a difference 
of opinion among the judges themselves. Judge Chapman has even 
acknowledged that “there are judges in this building” that hold differ-
ent views with respect to the propriety of third-party releases and their 
consent requirements. Transcript of Confirmation Hearing at 33-34, In 

re Nine West Holdings Inc., No. 18-10947 (Bankr. S.D.N.Y. Feb. 26, 
2019) [D.I. 1311] (approving broad third-party release over the U.S. 
Trustee’s objections that the case did not meet the “only in rare cases” 
standard in Metromedia due to unique components of the case).  

For instance, Judge Lane has found that opt-out and opt-in mecha-a-
nisms may be tailored to the treatment of specific classes. See Tran-
script of Bench Decision Regarding Confirmation Hearing at 31, ARO 

Liquidation, No. 16-11275 [D.I. 1752] (finding that those unimpaired 
and deemed to accept should be provided with notice of non-voting 
status and opportunity to opt out; those deemed to reject due to 
amendments in the Plan should be given notice of non-voting status 
and opportunity to opt in; and those deemed to reject but who pre-
viously had notice, should be deemed to consent to the third-party 
releases unless they are able to and do exercise the opportunity to opt 
out). Still others like Judge Drain generally approve third-party releases 
if they satisfy the Metromedia standards, even if there is no opt-out or 
opt-in mechanism on the ballots nor a conspicuous notice. See In re 

Delphi Corp., No. 05-44481, 2009 WL 2482146, at *19 (Bankr. 
S.D.N.Y. July 30, 2009).  

V. CONCLUSION AND PRACTICE POINTS 

Third-party releases must be drafted with particular care in any chapter 11 
plan. Such releases can take numerous forms and permutations, and con-
sent can be obtained through several mechanisms during the voting pro-
cess. As this article demonstrates, the courts can adopt a wide range of 
standards in considering whether to approve third-party releases, how they 
view subject matter jurisdiction over third-party releases, and the type of 
consent from certain voters that would prove sufficient. Even as a number 
of cases in recent years exhibit a softening towards the permission of third-
party releases, still other judges have warned against these tidings of 
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leniency. See, e.g., Aegean Marine, 599 B.R. 726-27 (J. Wiles) (“Third-
party releases are not a merit badge that somebody gets in return for mak-
ing a positive contribution to a restructuring. They are not a participation 
trophy, and they are not a gold star for doing a good job. . . . [Rather,] 
[n]onconsensual releases are not supposed to be granted unless barring a 
particular claim is important in order to accomplish a particular feature of 
the restructuring.”); see also Memorandum Decision Supplementing Order 
Denying Motion to Approve the Debtors’ Disclosure Statement at 25-26, 
In re FirstEnergy Solutions Corp., et al., No. 18-50757 (Bankr. N.D. Oh. 
Aug. 29, 2019) [D.I. 3135] (refusing approval of broad third-party releases 
for not satisfying Dow Corning factors and stating that the court “shares 
the reservations expressed by [Judge Wiles in] Aegean Marine” regarding 
the “increasingly cavalier” attitude of debtors towards third-party releases, 
“as if they were a routine request, not an exceptional one”). 

Thus, in crafting third-party releases and in consideration of the three 
major issues described herein, practitioners should, first and foremost, 
always research the particular judge that will be considering confirmation 
of the plan, paying attention to how permissive they are towards third-
party releases, what standards they apply, and their view, if any, on subject 
matter jurisdiction. With respect to consent, it is best practice to give 
conspicuous and clear notice to both non-voters and voters, and to consider 
the use of opt-in or opt-out provisions in appropriate circumstances. Gen-
erally, plan confirmation will be easier to facilitate if it can be shown that 
those receiving releases gave substantial consideration such that the con-
sideration was necessary to the chapter 11 plan. Finally, practitioners must 
consider the relation of the releases and of the Released Parties to the 
bankruptcy case — a court may determine it does not have jurisdiction to 
approve broad releases that are not sufficiently related to the bankruptcy 
case and/or do not have an effect on the bankruptcy estate. 
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News at 11News at 11
By MArK McderMott And cAMeron fee1

In recent years, there has been a noticeable 
increase in litigation over what constitutes “con-
sent” to third-party releases contained in a chap-

ter 11 plan. To demonstrate consent, plan propo-
nents typically rely on an opt-out mechanism: Each 
stakeholder receives an opt-out form that enables it 
to be carved out of the proposed third-party release 
contained in the plan. 
 If notice was adequate and the third-party release 
was conspicuously disclosed, a majority of courts 
have concluded that a stakeholder who does not sub-
mit a completed opt-out form is deemed to have con-
sented to the third-party release. However, a growing 
number of courts have recently held that this opt-out 
structure is not a sufficient manifestation of consent 
to bind parties that fail to return an opt-out form. 
 Recently, in In re Emerge Energy Services LP, a 
judge in the U.S. Bankruptcy Court for the District of 
Delaware joined this growing group of courts requir-
ing a more affirmative expression of consent than a 
failure to return an opt-out form.2 Relying on state 
law contract principles, the Emerge court reasoned 
that failure to submit an opt-out form did not consti-
tute consent to the plan’s third-party release because 
creditors and interest-holders had no duty to speak.3 
The upshot of this position is that silence cannot be 
construed as consent unless there is a duty to speak. 
 Just a few months later, on April 2, 2020, in 
In re Melinta Therapeutics Inc., a different bank-
ruptcy judge in the District of Delaware disagreed 
with Emerge and found the debtors’ § 1141 argu-
ment “more compelling ... than the contractual 
argument” relied on in Emerge.4 While Melinta 
adopted the majority position, it did so based on 
a unique rationale: The court concluded that it is 
improper to rely upon state contract law in answer-
ing the third-party consent question without con-
sidering § 11415 (a Bankruptcy Code section that 
Emerge did not discuss).
 Section 1141 (a) provides that the “provisions of 
a confirmed plan bind,” among others, “any creditor, 
equity security holder, or general partner in the debt-

or ... whether or not” such claim or interest “is impaired 
under the plan” and “whether or not [such parties have] 
accepted the plan.” This Code section provides the 
source of the duty to speak and imposes on all parties-
in-interest the duty to object. Notably, this argument, 
which provides a cogent rebuttal to the minority posi-
tion, is just “emerging [in the] case law.”6 This article 
discusses Emerge and the primary decision it relies 
upon, then briefly explains why the growing minority 
position on third-party release consent is unpersuasive 
because it does not consider § 1141 in its analysis. 

The Minority Position: Ability to Opt 
Out Is Insufficient to Imply Consent
 Emerge marks the most recent published deci-
sion holding that a stakeholder’s failure to return 
an opt-out form is insufficient to imply consent to a 
plan’s third-party release. Acknowledging that the 
court’s position was in the “minority amongst the 
judges” in Delaware, the court determined that in 
order to imply consent from nonresponsive creditors 
and equityholders, a debtor must show under “basic 
contract principles that the Court may construe 
silence as acceptance.”7 To find that such a stake-
holder consented to a third-party release, the court 
must find “with certainty that those failing to return 
a ballot or Opt-Out Form did so intentionally.”8 
Even though the debtors clearly notified stakehold-
ers of the implications of the failure to submit an 
opt-out form, the court determined that there could 
be other explanations for this failure unrelated to an 
intent to provide a release, such as “[c] arelessness, 
inattentiveness or [a] mistake.”9

 In reaching this conclusion, the court expressly 
relied on the reasoning of In re SunEdison Inc.10 
Relying on New York contract law, the SunEdison 
court determined that a non-voting releasor’s silence 
did not constitute implied consent to the plan’s third-
party release.11 An offeror cannot transform an “offer-
ee’s silence into acceptance when the offeree does not 
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requires a finding of a “sound business purpose” for approval 
of transactions outside the ordinary course of business.21 The 
vendor “must (1) be in a position to cease providing goods or 
services to the debtor because it is not a party to a contract 
with the debtor; and (2) refuse to provide goods and services 
unless its pre-petition claim remains unpaid.”22 Next, payments 
to critical vendors must leave creditors “at least as well off as 
they were before.”23 In considering the foregoing standard in 
the critical vendor context, Judge Hoffman observed:

The Court concludes that requiring proof on a vendor-
by-vendor basis is not required by the Bankruptcy 
Code and would be detrimental to the interests of the 
Debtors’ estates and creditors, including the unse-
cured creditors. In fact, the [objectors’] approach 
likely would result in the Debtors’ paying more to 
their critical vendors than they will pay if the Motion 
is approved. That is, requiring evidence on a vendor-
by-vendor basis would drain value from the bank-
ruptcy estate to the detriment of all creditors. This is 
true for several reasons. For one, in order to provide 
particular evidence that each critical vendor would 
fail to do business with the Debtors, what are the 
Debtors to do? Ask their creditors if they will cease 
doing business with them if they do not pay their pre-
petition claims? If asked, most creditors will certainly 
say “yes,” increasing the amount of critical-vendor 
payments [that] the Debtors would make. As the 
court stated in Windstream, “the reason [the debt-
ors have] only paid 12 [creditors under the interim 
critical-vendors order] to date is because [the others] 
haven’t asked. [The Debtors are] only going to deal 
with them if they do ask. You want them to pay a 
blank check for the full amount.” Windstream, Tr. of 
Hrg. at 92; see also id. at 106-07 (noting that this 
approach would create a “run on the bank”). And if 
the Motion is not approved, are the Debtors to wait 
until the critical moment when the creditors inform 
the Debtors that they are soon to be cut off, filing 
motions on an emergency basis each time this hap-

pens? On top of all that, are the Debtors, by filing 
a list of “critical vendors” and providing evidence 
regarding why each vendor is critical, to deprive 
themselves of any leverage they have in negotiations 
with the vendors? Such an approach would not only 
increase the costs incurred by the Debtors’ estates for 
professional fees, but also would increase the risk of 
harm to the Debtors’ business.24

 Similarly, the district court in Windstream agreed with 
Judge Drain that evidence of “a formal refusal” was “imprac-
tical.”25 In so noting, the district court observed that a cred-
itor-by-creditor determination of a “formal refusal” would 
harm the bankruptcy estate because it would be unduly time- 
and resource-consuming and would adversely impact the 
estates’ leverage in negotiations, which would ultimately do 
harm to the entire estate.26

 As Judge Drain noted, requiring evidence of critical-ven-
dor status on a creditor-by-creditor basis would create the 
“type of disruption” that critical-vendor motions are intended 
to prevent.27 It would, in many cases, result in unnecessary 
costs, expenses and distractions, or worse: require multiple 
additional emergency motions that may, or may not, prove 
to be timely.28

Conclusion
 In certain respects, the Windstream and Murray deci-
sions are not noteworthy insofar as they reflect what has 
become routine practice in chapter 11 cases in New York 
and Delaware. Nevertheless, they are important to bank-
ruptcy courts, practitioners and chapter 11 debtors, because 
they provide (1) persuasive support for the proposition that 
evidence on a creditor-by-creditor basis is not necessary for 
approval of a critical-vendor motion; and (2) precedent to 
justify established practices that can be used as a road map to 
consider, formulate and implement critical-vendor protocols 
and, if necessary, payments.  abi

21 Murray, 613 B.R. at 450 (quoting Stephens Indus. Inc. v. McClung, 789 F.2d 386, 390 (6th Cir. 1986)).
22 Id. at 451 (citing, e.g., Kmart, 359 F.3d at 872-73).
23 Id. at 452.

24 Id. at 453-54.
25 See Windstream, 614 B.R. at 452, 458, n.10.
26 Id. at 458, n.10.
27 See Hr’g Tr., In re Windstream Holdings Inc., Case No. 19-22312 (RDD) (Bankr. S.D.N.Y. April 16, 2020), 

ECF No. 1457 at 104:11-116:17; 108:15-109:17.
28 Murray, 613 B.R. at 455.

intend to accept the offer.”12 Thus, “the offeror cannot ordinar-
ily force the other party into a contract by saying, ‘If I do not 
hear from you by next Tuesday, I shall assume you accept.’”13 
The court emphasized that under New York law, “[a] bsent a 
duty to speak, silence does not constitute consent.”14

Section 1141’s Impact on the Question 
of Consent
 Emerge and SunEdison improperly rely on state contract 
law without considering § 1141 and bankruptcy law’s import 

on the question of consent. A chapter 11 plan is not simply an 
ordinary contract governed by state law contract principles. 
Indeed, chapter 11 plans differ from traditional contracts in 
important ways. 
 Only the proponents of the plan actually sign the plan; yet 
the plan, which is often referred to as a “super contract,” can 
bind potentially thousands of non-signatories.15 The ultimate 
terms of a plan are also not predicated on the foundational 
elements of a contract: offer and acceptance. A plan, in many 
ways, is not an “offer” in the contractual sense; if it was, it 

News at 11: Consensual Third-Party Releases Under § 1141
from page 22

12 Id. at 458 (citation omitted).
13 Id. (citation omitted).
14 Id. (citation omitted). continued on page 48

15 See In re Montgomery Ward Holdings Corp., 306 B.R. 489, 495 (Bankr. D. Del. 2004) (observing that 
confirmed plan is “a legally binding agreement”).
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News at 11: Consensual Third-Party Releases Under § 1141
from page 47

would turn contract law on its head because a party remains 
bound by the plan even if it “rejects” the offer (i.e., the plan) 
by (1) voting against the plan and (2) objecting to the plan.
 Unlike ordinary contracts, the source of a plan’s binding 
effect on parties-in-interest is not based on mutual assent, 
but rather is supplied by the Bankruptcy Code and from prin-
ciples of claim preclusion. As succinctly highlighted in In re 
Frontier Insurance Group Inc.:

References to chapter 11 plans as contracts or agree-
ments — while useful for purposes of interpreting 
plans ... — are only by analogy, however. The binding 
effect of a chapter 11 plan is in fact premised on stat-
utory and common law claim preclusion. That is, for 
the debtor, its creditors and holders of interests, the 
chapter 11 plan is the crucible by which the parties’ 
claims and rights in property dealt with by the plan 
are transformed and governed post-confirmation — a 
“super-contract” — not because it is signed by all of 
the parties with claims against the debtor and holders 
of interests affected by the plan who participated in 
the case, but because of applicable provisions of the 
Bankruptcy Code and principles of res judicata.16

 Thus, while consulting state law contract principles might 
provide some guidance on the interpretation of plan provisions, 
state law sheds little light on the binding nature of a confirmed 
plan upon all parties-in-interest under § 1141. Section 1141 (a) 
binds holders of claims and interests to a plan’s provisions, 
including a third-party release contained therein. 
 In particular, § 1141 (a) provides that “the provisions of a 
confirmed plan bind” the debtor, any entity acquiring prop-
erty under the plan, and any creditor of, or equity security 
holder in, the debtor.17 This subsection is also binding wheth-
er or not such parties’ claims are “impaired under the plan ... 
[or such parties have] accepted the plan.”18 Thus, “[t] he con-
firmation order binds the world to the extent [that] the plan 
touches the debtor, its rights, assets or obligations as of the 
confirmation date.”19 A chapter 11 plan binds a party — even 
if such party does not file a claim, receive a distribution or 
retain any interest in the debtor.20

  A confirmation order also operates as a final judgment.21 A 
confirmation order “is a judgment in rem — a determination of 
the debtor’s status as a chapter 11 debtor — and is binding upon 
all parties-in-interest, whether or not they have appeared to contest 
entry of the order.”22 Consequently, the confirmation order serves 
as res judicata as to any issues that were or could have been raised 
at the confirmation hearing.23 For these reasons, a party must file 
an objection if it disagrees with its treatment under a plan.

 Relying on § 1141 and the foregoing bankruptcy prin-
ciples, in In re Tops Holding II Corp. the court disagreed 
with the reasoning of SunEdison.24 In bankruptcy, silence can 
be deemed consent because § 1141 (a) provides the “source 
of the duty to speak.”25 Bankruptcy law does not require a 
party’s affirmative consent or signature for a plan to be bind-
ing. As the court highlighted in Tops, a chapter 11 plan “is a 
super contract to which thousands of parties don’t sign,” yet 
it is still binding upon all those parties.26 Ultimately, the Tops 
court determined that § 1141 (a) provided “the source for the 
deemed consent” and held that the opt-out mechanism was 
more than sufficient to imply consent.27

 
Section 1141 Arrives in Delaware
 In Melinta, the court was faced with an objection from 
the Office of the U.S. Trustee to the debtors’ opt-out mech-
anism. Relying on Emerge, the U.S. Trustee argued that 
the opt-out was insufficient to imply consent to the plan’s 
third-party release. The debtors contended that Emerge, and 
the minority position generally, fails to account for (1) the 
bankruptcy overlay to the consent analysis; (2) the fact that 
all parties-in-interest have a duty to speak under § 1141; 
and (3) the binding nature of a confirmed chapter 11 plan 
on all parties-in-interest. With lack of due process being the 
limited exception, no party would contend (given that it is 
hornbook bankruptcy law) that a debtor’s stakeholders must 
affirmatively agree to be bound by a chapter 11 plan before 
it becomes binding. But that is what the U.S. Trustee and the 
minority position are effectively espousing: excusing stake-
holders from being bound by a chapter 11 plan because they 
did not perform some overt act of consent.
 Overruling the U.S. Trustee’s objection, the court con-
cluded that § 1141 requires creditors to “speak up and object 
to release provisions, like they need to [for] other provi-
sions.”28 Acknowledging that analyzing consent under § 1141 
was a newly emerging argument, the court remarked that it 
found the argument “more compelling than the contractual 
argument”29 that is “found in Emerge ... and SunEdison.”30 
Notably, the court further observed that “until [it] hear [s] 
a real response to the [§] 1141 argument, that is where [the 
court’s] thinking is” with respect to consent in the third-par-
ty-release context.31 

16 585 B.R. 685, 693 (Bankr. S.D.N.Y. 2018) (emphasis added), aff’d, 598 B.R. 87 (S.D.N.Y. 2019).
17 11 U.S.C. § 1141(a).
18 Id.
19 8 Collier on Bankruptcy ¶ 1141.02 [4] (16th ed. 2019).
20 See, e.g., In re Platinum Oil Props. LLC, 465 B.R. 621, 638 (Bankr. D.N.M. 2011) (“A confirmed 

Chapter 11 plan is binding on all parties described in 11 U.S.C. § 1141 (a) who received proper notice.... 
In fact, confirmation binds creditors and other parties-in-interest, even if those parties have not accepted 
the plan ... ‘even if it had a different understanding of [the plan’s terms] or did not realize their effect.’” 
(quoting In re K.D. Co. Inc., 254 B.R. 480, 491 (B.A.P. 10th Cir. 2000)).

21 See Silverman v. Tracar SA (In re Am. Preferred Prescription Inc.), 255 F.3d 87, 92 (2d Cir. 2001).
22 8 Collier on Bankruptcy ¶ 1141.02[4] (16th ed. 2019).
23 See Iberiabank v. Geisen (In re FFS Data Inc.), 776 F.3d 1299, 1306 (11th Cir. 2015).

24 See In re Tops Holding II Corp., No. 18-22279 (RDD) (Bankr. S.D.N.Y. Nov. 9, 2018), Confirmation Hr.’g. 
Tr. 73:8-13 (Court: “So I believe those two cases [Chassix and SunEdison] clearly do not stand for the 
general proposition, which would be inconsistent with substantial circuit level case law, including in the 
Second Circuit, as well as Section 1141, 1141 (a)’s and (c)’s plain language, that a plan is binding, if one 
does not object, let alone if one does not opt-out.”).

25 Id. at 36:10-17.
26 Id. at 48:4-6.
27 Id. at 39:18-19.
28 Melinta Confirmation Tr. 120:10-14.
29 Id. at 120:8-10.
30 Id. at 120:4-5.
31 Id. at 120:10-14. At the confirmation hearing in Melinta, the court raised an interesting question as to 

why, if the § 1141 reasoning is the correct manner of approaching the consent question, a debtor needs 
an opt-out mechanism. Id. at 63:8-15. Under § 1141, an opt-out mechanism is unnecessary to imply 
consent. The § 1141 rationale stands for the proposition that stakeholders must object to demonstrate 
their lack of consent. As a practical matter, however, the opt-out structure has been widely accepted by 
courts and is the customary mechanism relied upon by debtors. Counsel for debtors will therefore likely 
continue to use the opt-out structure until the § 1141 argument gains further traction. 
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Conclusion
 Unlike under state contract law, in federal bankruptcy 
court a plan proponent can say, “If I do not hear from you 
by next Tuesday, I shall assume you accept.”32 Adding a 
bankruptcy gloss to the deemed-consent analysis is the 
correct manner in which the issue should be analyzed. 
When you add that bankruptcy gloss, § 1141 and bank-
ruptcy law jurisprudence also teach that consent in chap-
ter 11 should be determined by whether a duly noticed 
party-in-interest objects.33 Indeed, this is precisely how 
consent is construed under § 363 (f) (2) when a debtor is 
seeking to sell assets free and clear:34 “Consent pursuant 

to section 363 (f) (2) [might] be satisfied where an entity 
has not objected to a sale.”35

 If a party does not want to be bound by a plan’s third-
party release, such a party should be required to file an objec-
tion just like other stakeholders who disagree with their plan 
treatment.36 By filing an objection, the third-party release 
becomes nonconsensual, and accordingly, the objecting party 
must be carved out of the release (which would be mandatory 
in those jurisdictions prohibiting nonconsensual third-party 
releases),37 or the debtor must make a substantial evidentiary 
showing that the release is fair and necessary.38 Absent an 
objection, however, the releasing stakeholder is deemed to 
have consented to the third-party release.39  abi

32 In re SunEdison, 576 B.R. at 458 (citation omitted).
33 See Confirmation Hr.’g. Tr. 62:10-14, In re Gibson Brands, No. 18-11025 (CSS) (Bankr. D. Del. 

October 2018) (“I have ruled numerous times that ‘check the box’ isn’t required for a creditor to be 
deemed  — to have been deemed to consent to something, that it’s sufficient to say, here’s your 
notice, this is what’s going to happen and if you don’t object, you’ll have been deemed to consent.”); 
In re VER Techs. Holdco LLC, No. 18-10834 (KG) (Bankr. D. Del. July 26, 2018) (confirming plan with 
third-party releases that required parties-in-interest to file formal objections to plan to be excluded as 
releasing parties).

34 11 U.S.C. § 363(f)(2) (“The trustee may sell property ... free and clear of any interest in such property of 
an entity ... only if such entity consents.”); see FutureSource LLC v. Reuters Ltd., 312 F.3d 281, 285-86 
(7th Cir. 2002) (“It is true that the Bankruptcy Code limits the conditions under which an interest can be 
extinguished by a bankruptcy sale, but one of those conditions is the consent of the interest-holder, and 
lack of objection (provided of course there is notice) counts as consent.”).

35 In re GSC Inc., 453 B.R. 132, 183 (Bankr. S.D.N.Y. 2011).
36 See In re U.S. Fidelis Inc., 481 B.R. 503, 517 (Bankr. E.D. Mo. 2012) (“If a creditor wants to preserve his 

right to object to confirmation, on whatever ground [s], he must file an objection. If he does not file an 
objection, he generally cannot complain about the results of the confirmation proceeding — even if he 
voted to reject the plan.”).

37 See In re Pac. Lumber Co., 584 F.3d 229 (5th Cir. 2009); In re Lowenschuss, 67 F.3d 1394 (9th Cir. 
1995); In re W. Real Estate Fund Inc., 922 F.2d 592 (10th Cir. 1990).

38 See In re Cont’l Airlines Inc., 203 F.3d 203, 214 (3d Cir. 2000); see also In re Metromedia Fiber Network 
Inc., 416 F.3d 136, 142-43 (2d Cir. 2005).

39 See 8 Collier on Bankruptcy ¶  1141.02 [5] [b] (“The failure to file an objection to confirmation of a 
plan with the bankruptcy court may be a sufficient manifestation of consent for purposes of a third-
party release.”).

  The Fifth Circuit addressed the specific issue of the effect 
of rejection of a ground lease on a ground lease mortgage in 
the Matter of Austin Development Co.20 Hon. Edith Jones 
held that rejection of a ground lease does not cause a rescis-
sion of the lease nor cause the mortgageholder to lose what-
ever rights it had under the terms of the ground lease. Judge 
Jones said that despite the rejection, the subordinate interests 
were not extinguished; whatever state law contractual rights 
they had vis-à-vis the ground lessor remained intact. 
  The rights flowing to the mortgagee in Austin were not 
found in a separate nondisturbance agreement, but rather 
were embedded in the ground lease itself and provided rights 
that were “similar to those found in nondisturbance agree-
ments.” This made the mortgagee a third-party beneficiary 
of the ground lease.21 Because of the lack of privity, Judge 
Jones had to decide whether the rejection extinguished those 
rights found in the lease itself. 
 Judge Jones examined the body of case law that had 
equated rejection with termination, and found it wanting. 
She rejected the argument that the obligation of a tenant to 
“surrender” the premises after a deemed rejection meant 
that the lease was terminated. The rejection as termina-
tion view would make rejection of a lease an “avoidance” 
power, not merely a breach of contract. She found no leg-
islative or policy basis for such a view, which she saw as 
working a forfeiture on the rights of subordinate holders, 
among other issues. 
 She also held that the notion that the tenant’s rejection 
of a lease could extinguish the rights of a secured party in 
that the lease was arguably “unconstitutional” — a point 
that should not be ignored.22 Given that the mortgagee had 

agreed to a subordinate position, and that under state law a 
foreclosure by a senior encumbrance extinguishes a junior 
encumbrance, this constitutional concern seems unfounded. 
 Judge Jones held that whatever rights the mortgage lend-
er had would have to be resolved in state court, and that her 
ruling meant only that such rights were preserved — what-
ever they may be.23 This view is not accepted by all courts 
and seems to overlook the requirement to “surrender” the 
real property.24

Does Mission Product Control in the 
Context of Leasehold Rejection? If So, Don’t 
the Parties Just Return to State Court?
 The Supreme Court’s decision in Mission Product 
Holdings Inc. v. Tempnology LLC25 seems, at first, to be more 
in keeping with Austin Development. The Court confirmed 
that rejection is not an avoidance power, but simply a deci-
sion not to assume, simply a breach of contract that gives 
rise to a damage claim: “For the reasons stated above, we 
hold that under Section 365, a debtor’s rejection of an execu-
tory contract in bankruptcy has the same effect as a breach 
outside bankruptcy. Such an act cannot rescind rights that 
the contract previously granted. Here, that construction of 
Section 365 means that the debtor/licensor’s rejection cannot 
revoke the trademark license.”26 

Ground Tenant Lease Rejection and Survival of Subordinate Interests
from page 25

20 19 F.3d 1077 (5th Cir. 1994), cert denied, 513 U.S. 874 (1994).
21 Austin, 19 F.3d 1080.
22 Id. at 1081.

continued on page 50

23 Id. at 1084.
24 In re Collins, 2019 WL 103774 at *3 (Bankr. E.D.N.C. 2019) (“With the deemed rejection of the Lease, 

§ 365 (d) (4) requires that the Debtors immediately surrender the Property  ... without the need for relief 
from the automatic stay and eviction proceedings under state law [because] pursuant to the Constitution’s 
Bankruptcy Clause, the Bankruptcy’s Code requirement for immediate turnover of nonresidential real 
property following rejection of lease pre-empts state law regarding landlord-tenant relations.”).

25 139 S. Ct. 1652 (2019).
26 Id. at 1666.
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INSIGHTS
Reports of the Demise of Gifting Chapter 11 Plans Are an Exaggeration

DECEMBER 2018 |  NEWSLETTERS

In Hargreaves v. Nuverra Environmental Solutions Inc. (In re Nuverra Environmental Solutions Inc.), 590 B.R. 75 (D. Del. 2018),
the U.S. District Court for the District of Delaware a�rmed a bankruptcy court order con�rming a nonconsensual chapter
11 plan that included "gifted" consideration from a senior secured creditor to fund unequal distributions to two separate
classes of unsecured creditors. The court also ruled that, even though the appeal was equitably moot, the plan's separate
classi�cation and differing treatment of unsecured noteholders and trade creditors: (i) did not unfairly discriminate
between, or improperly classify, the two unsecured classes because there was a rational basis for the classi�cation
scheme; and (ii) were "fair and equitable" because they did not constitute "vertical gifting" that violated applicable
precedent and they promoted the debtor's reorganization.

In so ruling, the district court dispelled speculation that the U.S. Supreme Court's 2017 decision in Czyzewski v. Jevic
Holding Corp. concerning "structured dismissals" might presage an end to all kinds of gifting chapter 11 plans. Because the
district court's Nuverra ruling has been appealed, the U.S. Court of Appeals for the Third Circuit may soon have yet another
opportunity to weigh in on gifting chapter 11 plans.

Classi�cation of Claims and Interests Under a Chapter 11 Plan

Section 1122 of the Bankruptcy Code provides that, except with respect to a class of "administrative convenience" claims
(i.e., relatively small unsecured claims, such as trade claims below a certain dollar amount), a plan may place a claim or
interest in a particular class "only if such claim or interest is substantially similar to the claims or interests of such class."
The statute, however, does not de�ne "substantially similar."

This task was left to the courts. They have relied largely upon past practice under the former Bankruptcy Act and
lawmakers' statements in connection with the enactment of the Bankruptcy Code that indicate that the term should be
construed to mean similar in legal character or effect as a claim against the debtor's assets or as an interest in the debtor.
See Collier on Bankruptcy ¶ 1122.03 (16th ed. 2018) (citing cases). Thus, for example, interests, such as stock, may not be
classi�ed together with claims, such as trade or bond debt, because the relationship between the debtor and its creditors,
who assume credit risk but not enterprise risk, is fundamentally different from the relationship between the debtor and its
stockholders, who undertake enterprise risk as investors. In addition, secured claims cannot be placed in the same class as
unsecured claims, because a secured creditor has recourse to collateral to satisfy its debt in the event of nonpayment.

Cramdown Con�rmation of a Chapter 11 Plan

Section 1129(a) of the Bankruptcy Code requires, among other things, that for a plan to be con�rmable, each class of
claims or interests must either accept the plan or not be "impaired." However, "cramdown" con�rmation is possible in the
absence of acceptance by impaired classes under section 1129(b) if all of the other plan requirements are satis�ed and the
plan: (i) "does not discriminate unfairly"; and (ii) is "fair and equitable" with respect to each class of claims or interests that
is impaired under, and has not accepted, the plan.

Unfair Discrimination

The Bankruptcy Code provides no de�nition of "unfair discrimination." As noted by a leading commentator, "Courts have
struggled to give the unfair discrimination test an objective standard." Collier on Bankruptcy ¶ 1129.03 (16th ed. 2018).
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Nevertheless, most courts agree that the purpose underlying the requirement is to "ensure[ ] that a dissenting class will
receive value equal to the value given to all other similarly situated classes." In re Johns-Manville Corp., 68 B.R. 618, 636
(Bankr. S.D.N.Y. 1986), aff'd, 78 B.R. 407 (S.D.N.Y. 1987), aff'd, 843 F.2d 636 (2d Cir. 1988); accord In re SunEdison, Inc., 575
B.R. 220 (Bankr. S.D.N.Y. 2017); In re 20 Bayard Views, LLC, 445 B.R. 83 (Bankr. E.D.N.Y. 2011).

Several courts have adopted some form of the unfair discrimination test (the "Markell test") articulated by Bruce A. Markell
in his article A New Perspective on Unfair Discrimination in Chapter 11, 72 Am. Bankr. L.J. 227, 249 (1998). See, e.g., Law
Debenture Trust Co. of New York v. Tribune Media Co. (In re Tribune Media Co.), 587 B.R. 606, 618 (D. Del. 2018); In re
Armstrong World Indus., Inc., 348 B.R. 111 (D. Del. 2006); In re Quay Corp., Inc., 372 B.R. 378 (Bankr. N.D. Ill. 2007); In re
Exide Techs., 303 B.R. 48 (Bankr. D. Del. 2003). The Markell test was �rst applied by a bankruptcy court in In re Dow Corning
Corp., 244 B.R. 705 (Bankr. E.D. Mich. 1999), aff'd in relevant part, 255 B.R. 445 (E.D. Mich. 2000), aff'd in part and remanded,
280 F.3d 648 (6th Cir. 2002).

Under the Markell test, a rebuttable presumption that a plan unfairly discriminates will arise when the following elements
exist:

Id. at 702. The burden then lies with the plan proponent to rebut the presumption by demonstrating that "outside of
bankruptcy, the dissenting class would similarly receive less than the class receiving a greater recovery, or that the alleged
preferred class had infused new value into the reorganization which offset its gain." Id.

Fair and Equitable

Section 1129(b)(2) of the Bankruptcy Code speci�es what is necessary for a plan to be "fair and equitable" with respect to
secured claims, unsecured claims, and interests. With respect to a class of unsecured creditors, the plan must provide that
either: (i) holders of claims in the rejecting class will receive value, as of the effective date, equal to the allowed amount of
their claims; or (ii) holders of claims or interests in a more junior class will not receive or retain any property under the plan
on account of their claims or interests. The "fair and equitable" requirement as to unsecured creditors thus includes a form
of the "absolute priority rule," which implicates the Bankruptcy Code's priority-of-distribution scheme.

The Bankruptcy Code's Distribution Scheme

The Bankruptcy Code recognizes a secured creditor's interest in estate property only to the extent that the value of the
underlying collateral is equal to, or greater than, the face amount of the indebtedness. If this is not the case, the creditor will
hold a secured claim in the amount of the collateral value and an unsecured claim for the de�ciency. Applicable
nonbankruptcy law and any agreements between the debtor and its secured creditors (or among such creditors) generally
determine the relative priority of secured claims. However, if certain requirements are met, the Bankruptcy Code provides
for the creation of priming liens superior to pre-existing liens in connection with �nancing extended to a debtor during a
bankruptcy case.

The priority treatment of certain types of unsecured claims is speci�ed in section 507(a) of the Bankruptcy Code. Priorities
are afforded to a wide variety of unsecured claims, including speci�ed categories and (in some cases) amounts of
domestic support obligations, administrative expenses, employee wages, and taxes.

“
(1) a dissenting class; (2) another class of the same priority; and (3) a
difference in the plan's treatment of the two classes that results in either (a) a
materially lower percentage recovery for the dissenting class (measured in
terms of the net present value of all payments), or (b) regardless of
percentage recovery, an allocation under the plan of materially greater risk to
the dissenting class in connection with its proposed distribution.
”
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In a chapter 7 case, the order of distribution of unencumbered bankruptcy estate assets is determined by section 726 of
the Bankruptcy Code. This order ranges from payments on claims in the order of priority speci�ed in section 507(a), which
have the highest ranking, to payment of any residual assets to the debtor, which has the lowest. Distributions are to be
made pro rata to claimants of equal ranking within each of the six categories of claims speci�ed in section 726. If
claimants in a higher category of distribution receive less than full payment of their claims, lower-category claimants are to
receive no distributions.

In a chapter 11 case, the plan determines the treatment of secured and unsecured claims (as well as equity interests) in
accordance with the provisions of the Bankruptcy Code. As noted, if a creditor does not consent to impairment of its claim
under a plan and votes to reject the plan, the bankruptcy court may con�rm the plan only under certain speci�ed
conditions. Among these conditions are the following: (i) the creditor must receive at least as much under the plan as it
would receive in a chapter 7 case (section 1129(a)(7)), a requirement that incorporates the priority and distribution
schemes delineated in sections 507(a) and 726; and (ii) the plan must be "fair and equitable" (i.e., the plan satis�es the
absolute priority rule).

Class "Gifting" Under Chapter 11 Plans

A matter of considerable debate concerning section 1129(b)'s "fair and equitable" mandate is whether the provision allows
a class of senior creditors voluntarily to "gift" a portion of its recovery under a chapter 11 plan to a junior class of creditors
or equity holders, while an intermediate class does not receive payment in full. This is sometimes referred to as "vertical
gifting" or "class skipping."

In approving senior-class gifting, some courts rely on the First Circuit's ruling in O�cial Unsecured Creditors' Comm. v. Stern
(In re SPM Manufacturing Corp.), 984 F.2d 1305 (1st Cir. 1993). In SPM, the First Circuit upheld the validity of a "sharing
agreement" under which a substantially undersecured �rst-priority secured creditor in an administratively insolvent,
converted chapter 7 case agreed to gift a portion of the proceeds of the sale of its collateral to general unsecured creditors
even though priority tax claims were not paid. Reasoning that the lender was otherwise entitled to the entire amount of any
proceeds of the sale of the debtor's assets, the court wrote that "[w]hile the debtor and the trustee are not allowed to pay
nonpriority creditors ahead of priority creditors . . . , creditors are generally free to do whatever they wish with the
bankruptcy dividends they receive, including to share them with other creditors."

Even though SPM was a chapter 7 case, some courts have cited the ruling as authority for con�rming a nonconsensual
chapter 11 plan in which a senior secured creditor assigns a portion of its recovery to creditors (or shareholders) who
would otherwise receive nothing by operation of section 1129(b) and the Bankruptcy Code's priority scheme. See, e.g., In re
MCorp. Financial, Inc., 160 B.R. 941 (S.D. Tex. 1993); In re Journal Register Co., 407 B.R. 520 (Bankr. S.D.N.Y. 2009); In re
World Health Alternatives, Inc., 344 B.R. 291 (Bankr. D. Del. 2006); In re Union Fin. Servs. Grp., 303 B.R. 390 (Bankr. E.D. Mo.
2003); In re Genesis Health Ventures, Inc., 266 B.R. 591 (Bankr. D. Del. 2001).

Other courts have rejected SPM and the gifting doctrine as being contrary to both the Bankruptcy Code and notions of
fairness. See, e.g., DISH Network Corp. v. DBSD N. Am., Inc. (In re DBSD N. Am., Inc.), 634 F.3d 79 (2d Cir. 2011) (ruling that a
class-skipping gift made by an undersecured creditor to old equity under a plan violated the absolute priority rule, but
declining to determine whether the creditor, after receiving a distribution under the plan, could in turn distribute a portion of
that recovery to old equity "outside the plan").

In In re Armstrong World Indus., Inc., 432 F.3d 507 (3d Cir. 2005), the Third Circuit a�rmed an order denying con�rmation of
a chapter 11 plan under which equity holders would receive warrants waived by one class of unsecured creditors even
though another class of unsecured creditors received less than full payment. According to the Third Circuit, if the
distribution scheme proposed in the debtor's plan were permitted, it "would encourage parties to impermissibly sidestep
the carefully crafted strictures of the Bankruptcy Code, and would undermine Congress's intention to give unsecured
creditors bargaining power in this context." However, the Third Circuit did not categorically reject the gifting doctrine.
Rather, as noted by the court in World Health Alternatives, 344 B.R. at 299, "Armstrong distinguished, but did not disapprove
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of," the gifting doctrine because it left open the possibility that gifts by a senior class under a plan might pass muster under
other circumstances.

Settlements, Structured Dismissals, and Jevic

Most rulings construing the "fair and equitable" requirement in section 1129(b) involve proposals under a chapter 11 plan
providing for the distribution of value to junior creditors without paying more senior creditors in full. Even so, the dictates of
the absolute priority rule must be considered in other related contexts as well. For example, in Motorola, Inc. v. O�cial
Comm. of Unsecured Creditors (In re Iridium Operating LLC), 478 F.3d 452 (2d Cir. 2007), the Second Circuit ruled that the
most important consideration in determining whether the court should approve a pre-chapter 11 plan settlement of
disputed claims as being "fair and equitable" is whether the terms of the settlement comply with the Bankruptcy Code's
distribution scheme. In remanding a proposed "gifting" settlement to the bankruptcy court for further factual �ndings, the
Second Circuit reserved the question of whether the gifting doctrine "could ever apply to Chapter 11 settlements." The
Second Circuit, however, rejected a per se rule invalidating the practice, such as that adopted by the Fifth Circuit in United
States v. AWECO, Inc. (In re AWECO, Inc.), 725 F.2d 293 (5th Cir. 1984).

Because of the signi�cant time and costs associated with con�rming a liquidating chapter 11 plan or converting the case
to chapter 7 following the sale of substantially all of a debtor's assets under section 363(b) of the Bankruptcy Code,
"structured dismissals" of chapter 11 cases have become a popular mechanism for concluding liquidating chapter 11
cases. A structured dismissal is conditioned upon certain elements agreed to in advance by stakeholders and then
approved by the court, as distinguished from an unconditional dismissal of the chapter 11 case ordered by the court under
section 1112(b). One such structured dismissal reached the U.S. Supreme Court on appeal from the Jevic bankruptcy case.

In In re Jevic Holding Corp., 787 F.3d 173 (3d Cir. 2015), the Third Circuit ruled that "absent a showing that a structured
dismissal has been contrived to evade the procedural protections and safeguards of the plan con�rmation or conversion
processes, a bankruptcy court has discretion to order such a disposition." The court also held that "bankruptcy courts may
approve settlements that deviate from the priority scheme of [the Bankruptcy Code]," but only if the court has "speci�c and
credible grounds" to justify the deviation. The Third Circuit a�rmed approval of a structured dismissal of a chapter 11 case
that incorporated a settlement under which unsecured creditors would receive a distribution from secured creditors'
collateral, but certain holders of priority wage claims would receive nothing. According to the court, "dire circumstances"
justi�ed the remedy—the debtor had no prospect of con�rming a plan, and conversion of the case to chapter 7 would mean
that only secured creditors would recover anything.

The U.S. Supreme Court reversed in Czyzewski v. Jevic Holding Corp., 137 S. Ct. 973 (2017). By a vote of 6-2, the Court held
that, without the consent of affected creditors, bankruptcy courts may not approve "structured dismissals" providing for
distributions that "deviate from the basic priority rules that apply under the primary mechanisms the [Bankruptcy] Code
establishes for �nal distributions of estate value in business bankruptcies."

The Court distinguished cases where courts have approved interim settlements that distributed estate assets in violation of
the priority rules, such as Iridium, from Jevic, which involved �nal distributions pursuant to a structured dismissal. The
Court found that Iridium "does not state or suggest that the Code authorizes nonconsensual departures from ordinary
priority rules in the context of a dismissal—which is the �nal distribution of estate value—and in the absence of any further
unresolved bankruptcy issues." In this sense, the Court explained, the situation in Iridium is similar to certain "�rst-day"
orders, where courts have allowed for, among other things, payments ahead of secured and priority creditors to employees
for prepetition wages or to "critical vendors" on account of their prepetition invoices. However, the Court noted that "in such
instances one can generally �nd signi�cant Code-related objectives that the priority-violating distributions serve." By
contrast, the Court explained, the structured dismissal in Jevic served no such objectives—it did not bene�t disfavored
creditors by preserving the debtor as a going concern in order for the debtor to possibly emerge under a con�rmable plan
of reorganization.

Nevertheless, the Court wrote, "We express no view about the legality of structured dismissals in general."
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At least one court has invoked Jevic in refusing to approve a settlement involving distributions in violation of the
Bankruptcy Code's priority scheme. See In re Fryar, 570 B.R. 602 (Bankr. E.D. Tenn. 2017). Until Nuverra, however, no court
had addressed whether a gifting chapter 11 plan is categorically prohibited by the Supreme Court's ruling in Jevic.

Nuverra

Nuverra Environmental Solutions, Inc., and certain a�liates (collectively, "NES") �led a prepackaged chapter 11 case on
May 1, 2017, in the District of Delaware with $500 million in secured debt and a value of approximately $300 million. NES's
chapter 11 plan proposed a secured debt-for-equity swap as well as distributions to unsecured creditors consisting of: (i) a
combination of new stock and cash to unsecured noteholders amounting to a 4 to 6 percent recovery; and (ii)
reinstatement and payment in full of trade and certain other business-related unsecured claims (collectively, "trade
claims"). Senior secured creditors agreed to fund all payments to unsecured creditors, which otherwise would receive
nothing under the plan.

The unsecured noteholder class voted to reject the plan. An unsecured noteholder ("Hargreaves") objected to con�rmation,
arguing that: (i) the plan's proposed treatment of the dissenting unsecured noteholder class was not "fair and equitable,"
because the plan distributed less value to that class than to the trade claim class; and (ii) the plan's classi�cation scheme
was improper.

The bankruptcy court overruled the objection and con�rmed the plan. The court determined that separate classi�cation of
the noteholder claims and the trade claims was reasonable, because trade creditors were critical to the success of
reorganized NES. In addition, the court ruled that, although the disparate treatment of the classes gave rise to a rebuttable
presumption of unfair discrimination, that presumption had been rebutted because the noteholder class was "indisputably
out of the money and not, otherwise, entitled to any distribution under the [B]ankruptcy [C]ode's priority scheme[,] and . . .
the proposed classi�cation and treatment of the unsecured creditors fosters a reorganization of these debtors." The court
also held that the plan satis�ed the absolute priority rule, because the secured creditors' "gift" was not from estate property.

Hargreaves appealed the con�rmation order to the district court. The bankruptcy court denied his request to stay the
con�rmation order beyond the 10-day period speci�ed in the order, �nding that he was unlikely to succeed on the merits
and would not suffer irreparable harm absent a stay.

The District Court's Ruling

The district court a�rmed. As an initial matter, the court ruled that the appeal was equitably moot. The judge-fashioned
remedy of "equitable mootness" bars adjudication of an appeal when a comprehensive change of circumstances has
occurred such that it would be inequitable for a reviewing court to address the merits of the appeal. In bankruptcy cases,
appellees often invoke equitable mootness as a basis for precluding appellate review of an order con�rming a chapter 11
plan. See, e.g., In re LCI Holding Company, Inc., 802 F.3d 547, 554 (3d Cir. 2015) (stating that the doctrine "comes into play in
bankruptcy (so far as we know, its only playground) after a plan of reorganization is approved" and ruling that equitable
mootness would not cut off the authority to hear an appeal outside the plan context).

In Nuverra, the district court concluded that NES had "substantially consummated" its chapter 11 plan and that the relief
sought by Hargreaves—equal distributions to noteholders and trade creditors—would "require undoing the [p]lan" and
necessarily result in harm to third parties. Speci�cally, the court noted, "disgorgement would require the clawback, not only
of cash payments made to hundreds of individual creditors, but also the clawback of stock that is trading on the national
stock exchange, and may now be held by third parties who purchased these securities in the ordinary course."

In addition, the district court addressed the merits of the appeal. It ruled that NES's chapter 11 plan did not unfairly
discriminate between the trade creditor and noteholder classes and that the plan's classi�cation scheme was permissible.

Considering the Markell test for unfair discrimination, the court noted that: (i) the Third Circuit has not mandated that the
test be applied in determining whether a plan discriminates unfairly; and (ii) the test does not address a situation in which
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the disparately treated classes are to receive distributions provided solely by means of a senior-class gift.

Even so, the district court concluded that the bankruptcy court did not err in applying the test. Speci�cally, the district court
found no fault in the bankruptcy court's holdings that: (i) the presumption of unfair discrimination had been rebutted
because the noteholder class was not otherwise entitled to any distribution under the Bankruptcy Code's priority scheme;
and (ii) the plan's treatment of the trade creditor class fostered NES's reorganization. Because Hargreaves and his class
were not entitled to any distribution in the �rst place, the court wrote, "providing a greater distribution to a different class of
unsecured creditors does not alter the distribution" to which the noteholder class was entitled.

In so ruling, the district court distinguished between vertical and horizontal gifting. It explained that gifting in a manner that
skips over an intermediate junior class of dissenting creditors—vertical gifting—violates the absolute priority rule. By
contrast, horizontal gifting "concerns unequal gifts by a secured creditor to two classes of junior creditors." Only the former,
the district court emphasized, is foreclosed by Third Circuit precedent, whereas horizontal gifting was expressly sanctioned
by the bankruptcy courts in General Health Ventures and World Health Alternatives and is not foreclosed by the Third
Circuit's ruling in Armstrong.

According to the court, nearly all of the cases cited by Hargreaves involved vertical gifting, and the only decision �nding
horizontal gifting invalid—In re Sentry Operating Co. of Texas, 264 B.R. 850 (Bankr. S.D. Tex. 2001)—was both nonbinding
and distinguishable. In Sentry, the Nuverra district court explained, the court held that a plan under which a secured creditor
gifted funds to pay trade creditor claims, but provided only a de minimis distribution to other unsecured creditors, unfairly
discriminated because of con�icts of interest—the debtors' competitor controlled the secured creditor, and the secured
creditor's corporate parent conducted substantial business with the trade creditors.

Finally, the district court ruled that separate classi�cation of the trade and noteholder claims in NES's chapter 11 plan was
permissible, because there was a rational basis for the classi�cation. The court noted that numerous courts permit the
practice "on the grounds that such claims have different legal attributes" (citing In re Coram Healthcare Corp., 315 B.R. 321
(Bankr. D. Del. 2004)). According to the district court, the evidentiary record supported the bankruptcy court's conclusion
that separate classi�cation: (i) fostered NES's reorganization; (ii) was not arbitrary or fraudulent; and (iii) was necessary to
preserve what little trade credit NES still had, because NES's businesses typically operated in smaller towns with limited
vendors and because failing to pay any vendor accordingly would likely tarnish NES's reputation and harm relationships
with other current or potential vendors.

Outlook

Senior-class gifting is an important tool for building consensus on the terms of a con�rmable chapter 11 plan. Nuverra
indicates that horizontal gifting is still alive and well, at least under the facts involved, because it offends neither Third
Circuit precedent nor the Supreme Court's prohibition of �nal distributions that violate the Bankruptcy Code's priority
scheme. The harder question—i.e., the validity of vertical gifting or other distributions (interim or �nal) that run afoul of the
Bankruptcy Code's priority scheme but serve a valid reorganizational purpose or another "Code-related objective"—remains
for another day. Hargreaves appealed the district court's ruling on September 19, 2018. Thus, the Third Circuit may have yet
another opportunity to weigh in on gifting chapter 11 plans.

Another key takeaway from Nuverra is the principle that separate classi�cation and treatment of different groups of general
unsecured creditors, even where separate classi�cation of such creditors creates an accepting impaired class needed for
cramdown con�rmation, violates neither section 1122 nor 1129(b)(2) so long as the plan proponent can articulate a
rational basis for separate classi�cation and show that it promotes reorganization.

A version of this article was previously published in The Bankruptcy Strategist. It has been reprinted here with permission.

Jones Day publications should not be construed as legal advice on any speci�c facts or circumstances. The contents are
intended for general information purposes only and may not be quoted or referred to in any other publication or proceeding
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Confirmation of a Chapter 11 plan generally re8uires the consent of each impaired

class of creditors. A debtor can “cramdown” a plan over creditor dissent, however,

as long as at least one class of impaired claims accepts the plan. This can be

difficult when a dissenting secured creditor’s unsecured deficiency claim is large

enough to act as a “blocking position.” To prevent a dissenting secured creditor

from vetoing acceptance by the unsecured creditors class, and thus confirmation,

debtors routinely attempt to classify the dissenting secured creditor’s unsecured

deficiency claim separately from the class of general unsecured creditors. In these

cases, secured creditors routinely oppose confirmation and argue that the debtor

gerrymandered the acceptance of the unsecured class by separately classifying

the deficiency claim in a class of its own. Depending on the circumstances, such

objections enjoy a varying degree of success. Rather than following this pattern,

Tara Retail Group attempted something else—it simply did not bifurcate the

secured creditor’s claim into secured and undersecured portions—instead it kept

the entire claim in its own class. Can this work?  

Background

In Tara Reta�l Group, LLC, the Debtor owned and operated The Crossings Mall—a

multi-tenant commercial property. Public access to the property was originally

limited to a single bridge that spanned over a creek. In June 2016, significant

rainfall caused debris and water to accumulate at the bridge and the creek

overflowed its banks and flooded bordering properties before washing away the

bridge. After the flood, the Debtor’s tenants were unable to operate, and rents

eventually stopped. When the Debtor was unable to service its debt, its principal

creditor and mortgagee Comm2013 filed a civil action against the Debtor and

sought to appoint a receiver. This lawsuit precipitated the Debtor’s bankruptcy

filing.  
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The tension between Debtor and Comm2013 continued in the bankruptcy case

and the parties proposed competing Chapter 11 plans—the Debtor’s plan sought

to reorganize its financial affairs while the Comm2013 plan sought to liquidate

the Debtor’s property. Both plans gained acceptance by the voting creditors, but

Comm2013 objected to the Debtor’s plan arguing that the plan improperly

classified its entire (under)secured claim as one class and thus separated its

deficiency claim from the general unsecured class. Comm2013 argued that the

Debtor’s plan was therefore unconfirmable as a matter of bankruptcy law because

it gerrymandered classes of unsecured claims to obtain at least one consenting,

impaired class.   

Discussion 

Bankruptcy Code Section 506(a) provides that an undersecured creditor’s claim is

bifurcated into a secured claim in an amount equal to the value of the collateral

and an unsecured deficiency claim for the balance of the debt. The deficiency

claim is typically placed in the general unsecured class. However, because

acceptance of a plan requires the affirmative vote of the holders of two�thirds of

the dollar amount of claims, a dissenting creditor with a large enough claim may

have a veto power preventing the unsecured class from accepting the plan.

Without an accepting impaired class, there can be no cramdown and a plan

cannot be confirmed.  

In Tara, had the Debtor bifurcated Comm2013’s undersecured claim and

classified the deficiency claim with the other unsecured claims, Comm2013’s

rejection of the plan would have prevented confirmation.  

Rather than separately classifying Comm2013’s deficiency claim, the Debtor put

Comm2013’s claim in its entirety, both the secured and unsecured portions, in

one class. Thus, although Comm2013 voted to reject the plan, the acceptance by

the unsecured class was used to cramdown the plan on Comm2013. 

The court rejected Comm2013’s gerrymandering objection to the Debtor’s plan.

Since the Debtor did not propose to bifurcate the claim, the court did not see any

issue preventing confirmation. While the court agreed with Comm2013 that

Section 506(a) involves the determination of a creditor’s secured interest, it found

that it has no bearing on proposed plan treatment, classification, or confirmation.

The court further held that there is no requirement in the Bankruptcy Code that a

plan proponent treat an undersecured creditor in a bifurcated fashion.  

Conc�usion 

While the Bankruptcy Code provides a debtor with some fle?ibility in classifying

claims, it requires that substantially similar claims be treated alike. Courts

generally ask whether a separately classified unsecured claim is substantially

similar to other unsecured claims. If it is, the claim cannot be separately
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classified unless there is a legitimate business or economic justification. While

some courts have allowed debtors to separate classes of unsecured claims, efforts

to gerrymander votes to gain acceptance of a plan have been generally

unsuccessful. The court’s opinion in Tara raises the question, however, whether a

debtor can skip bifurcation and confine a dissenting undersecured creditor’s claim

to one class, containing both the secured and deficiency portions of its claim, to

reach the same result. Comm2013 appealed the bankruptcy opinion. Secured

creditors should follow further developments with interest.

Read the opinion >> 
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Plan v. Code Impairment 
 

Keystone Gas Gathering, L.L.C. v. Ad Hoc Comm (In re Ultra Petroleum), 943 F.3d 758, 763 
(5th Cir. 2019) 
 
 Debtor oil companies became solvent due the sudden increase in oil prices after filing. As 
a result, debtors were able to treat certain creditors unimpaired. At issue were postpetition 
interest and a makewhole premium that the creditors demanded in order to be considered 
unimpaired.  
 

The bankruptcy court held that since the creditors were entitled to all they would receive 
under state law, the creditors were impaired under the plan—even if the plan was merely 
incorporating the Code’s disallowance of postpetition interest and makewholes. The Fifth Circuit 
overruled, holding that the plan must impair—i.e., a creditor is not impaired if the impairment is 
merely the result of the plan incorporating Code provisions that limit the claim of the creditor. 
 

Consensual Third Party Releases 
 
In re Avianca Holdings Sociedad Anónima, 632 B.R. 124, 129 (Bankr. S.D.N.Y. 2021) 
 

The debtor proposed a disclosure statement that included in its definition of “Releasing 
Parties” (1) unimpaired creditors that do not opt out and (2) creditors entitled to vote who do not 
opt out regardless of whether they vote to reject or do not vote at all. The United States Trustee 
objected, arguing that consent to the releases “should be demonstrated through an unequivocal 
opt-in procedure.” 

 
The court overruled the objection, noting that this is consistent with Supreme Court 

authority in the context of class action releases, and quoting Judge Chapman in In re Cumulus 
Media Inc., No. 17-13381 (Bankr. S.D.N.Y. Feb. 1, 2018): “Inaction is action under appropriate 
circumstances. When someone is clearly and squarely told if you fail to act your rights will be 
affected, that person is then given information that puts them on notice that they need to do 
something or else. That's not a trap.” 

 
The court also held that the opt-out procedure was binding on creditors who abstained: 

“If a creditor with a right to vote is sent a ballot that clearly explains that the ballot must be 
returned and the opt-out box checked if the creditor elects not to approve the third-party release, 
the release is effective as to that creditor.” 
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Plan Confirmation Tactics 
 
Gifting and Gerrymandering: In re Mallinckrodt PLC, No. 20-12522 (JTD) (Bankr. D. Del. 
Feb. 3, 2022) 
 

The debtors faced gifting and gerrymandering challenges. 
 
Gifting  
 
A class of guaranteed unsecured noteholders made a horizontal gift to a class of trade 

claims while leaving unpaid a class of general unsecured claims that was divided into several 
sub-classes. Claimants in one of the sub-classes argued that they suffered unfair discrimination 
because the gift resulted in the trade creditors receiving a 100% recovery with the other 
unsecured sub-class receiving far less. 

 
The court dismissed this argument, noting that both classes “are only receiving more than 

the de minimis recovery to which they are entitled because another creditor group is allocating 
its recoveries to fund the distributions. Without the gift . . . [the intermediate class] gets next to 
nothing. The fact that [the trade claims class] gets a greater gift than [the intermediate class] does 
no harm to [the intermediate class] claimants.” 

 
The court explained that distributions to trade claims have no impact on distributions to 

other unsecured claims because unsecured creditors are entitled to nothing under the Code’s 
priority scheme, and if the trade creditors did not receive the increased recovery, the surplus 
would simply revert to the secured creditors, not the other unsecured creditors. 

 
Gerrymandering 
 
Three creditors brought classification challenges. The court sided with the debtors, 

finding that all three were done in furtherance of legitimate business reasons. 
 

Trade Creditors 
 
The court held that it was reasonable to separate trade creditors—“those with whom 

Debtors have a go-forward business relationship and provide goods and services necessary for 
Debtors’ continued operations”—from non-trade creditors with whom debtors do not wish to 
continue their relationship. 

 
Encouraging Settlement 

 
The court held that the debtors reasonably separated unsecured claims because they “are 

different in nature (ranging from funded debt to contingent litigation claims, environmental 
claims, and non-supporting trade claims), sit at different Debtors, and the holders of such claims 
are separately represented;” thus making it more difficult to provide each class with its own 
bargained-for settlement had they been classified together. 
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Debt Structuring Rights 

 
The court held that the debtor permissibly separated unsecured notes with equal rights 

and priority because they have different legal entitlements: (1) one class of notes is guaranteed 
by an additional 60 other debtor entities, and (2) they have different structuring rights, leading to 
different pre-bankruptcy entitlements. 
 
Gerrymandering: In re Platinum Corral, No. 21-00833-JNC (Bankr. E.D.N.C. Jan. 13, 2022) 
 

The debtor in this case had separated the general unsecured claims of an insider—the 
CEO—from the rest of the general unsecured claims, primarily consisting of unpaid trade debt 
and lease rejection claims; the former to be satisfied with 100% equity interest in the reorganized 
debtor, and the latter to receive quarterly pro rata distributions for 60 months. 

 
The court noted that it evaluates separation of similar claims—whether through the lens 

of manipulative gerrymandering, fair and equitable treatment, or unfair discrimination—under 
the same four-pronged standard: 

(1) whether there is a reasonable basis for the proposed discrimination;  
(2) whether the plan can be confirmed without the discrimination;  
(3) whether the discrimination is proposed in good faith; and  
(4) whether the discriminatory treatment results in a material prejudicial result to the 

class discriminated against.  
 

In its analysis, the court also noted that “[s]eparate classification ‘is permissible if the 
debtor can offer any reason which will withstand scrutiny.’” 

 
In holding that the separation was permissible, the court noted that it was made in good 

faith and that the following were “ample business plan reasons to divide non-insider trade debt 
and insider note debt:” 

• The trade and lease claims were incurred in the ordinary course of the debtor’s 
operations, whereas the insider’s claim arose from a long term note  

• The trade and lease claimants had different expectations when deciding to engage 
with the debtor as compared to the separately classified insider 

• If classified together, the insider claims would receive two dollars for every one 
received by the other allowed unsecured creditors 

• The trade and lease claimants are ineligible to exchange debt for equity because the 
franchisor made it clear it would veto them as new members 

• There is no indication that any non-insider claimant is actually interested in becoming 
an equity holder 

• The insider claimant is primarily concerned with protecting new equity 
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Death Traps: In re Affordable Auto Repair, Inc., No. 6:19-bk-18367-MW (Bankr. C.D. Cal. 
Sep. 2, 2020) 
 
 The plan provided for the treatment of individual claimants in a class of general 
unsecured claims as follows: 
 

1. If they vote to accept, they are paid 8 percent of their claims over 36 months at 4 
percent per annum interest 
 

2. If they vote to reject, they are paid 4 percent of their claims with no interest, the 
payment to be made in one lump sum in the 48th month 
 

3. If they abstain, they are treated the same as those who vote to accept, provided 
that the class as a whole accepts 

 
The court did not decide whether the death trap was permissible because the issue was 

not ripe.  But the court acknowledged that numerous cases have held death traps to be 
permissible because “there is a valid and legitimate business purpose for the disparate 
treatment.”  The court noted, however, that those plans generally reward an entire class with 
better treatment upon plan acceptance than the entire class would if it rejects, and the plan at 
issue treated accepting creditors more favorably than dissenting creditors, even if the entire class 
votes to reject. 

 
The court also hinted that, although not ripe for decision, it may have the power to 

designate votes of the accepting creditors under such a plan if it is found that the debtor proposed 
the death trap provisions in bad faith: i.e., the debtor created “a structure intended and designed 
to facilitate vote-buying through impermissible coercion rising to the level of bad faith on the 
Debtor's part.” 
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