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The requirements set forth in 
§ 1129 of the Bankruptcy Code 
are not all that one needs to know 

to understand the chapter 11 confirma-
tion process. This article intends to pro-
vide the young or new lawyer with a 
review of certain important concepts on 
which practicing lawyers spend incred-
ible amounts of time but cannot simply 
be found in the statutory language or 
most basic bankruptcy texts. Such con-
cepts include providing for plan pay-
ments to “out of the money” creditors, 
releasing third parties and methods to 
encourage parties to vote in favor of a 
plan. With each discussion topic building 
on the next, the authors have attempted 
to address these concepts below.

Settlements
Given that parties 
often recognize that 
a  deb to r ’ s  f i n i t e 
resources are better 
spent on a consen-
sual resolution of a 
litigation issue rather 
than actual litigation, 
it is unsurprising that 
one of the most com-
mon issues faced 

when designing a plan of reorganization 
is the inclusion of one or more settle-
ments of outstanding claims. Section 
1123(b)(3)A) of the Code states that a 
plan of reorganization may provide for 
“the settlement or adjustment of any 
claim or interest belonging to the debtor 

or to the estate.” Such settlements are 
in fact favored by bankruptcy policy 
considerations and are a normal part of 
the reorganization process.1 However, 
the Code provides little guidance as to 
what standard to apply when judging 
whether a settlement should be approved. 
Bankruptcy Rule 9019 is, on its face, 
similarly unavailing. Nevertheless, 
courts have consistently held that Rule 
9019 commits the approval of a settle-

ment to the sound discretion of the bank-
ruptcy court.2 Such settlements are incor-
porated into plans of reorganization and 
form the framework that allows a plan 
proponent to use the other plan tools dis-
cussed below.
	 As long as a settlement that is incor-
porated into a plan falls above the lowest 
point in the range of reasonableness, it 
should be approved.3 In evaluating the 
reasonableness of a settlement, courts 
generally consider four factors: (1) the 
probability of success in litigation; (2) 
the likely difficulties in collection; (3) 
the complexity of the litigation involved, 

and the expense, inconvenience and 
delay necessarily attending it; and (4) the 
paramount interest of the creditors.4 

In evaluating the 
first factor, likeli-
hood of success on 
the merits, a bank-
ruptcy court is not 
to conduct a full trial 
on the merits. The 
very purpose of a 
settlement is to avoid 
spending the time 
and money neces-

sary to litigate the underlying issues. The 
court will review the issues settled and 
the arguments relating to those issues to 
ensure that the debtor acted reasonably 
in reaching a settlement.5 The review 
process is supposed to provide the court 
with an understanding of the strengths 

and weaknesses of the debtor’s position, 
as well as the risks posed by an adverse 
outcome.6 It is not entirely clear what 
level of evidence courts require before 
deciding that this factor is satisfied, but 
an utter lack of evidence proffered on the 
subject is almost invariably fatal to the 
approval of a settlement.7

	 With respect to the second factor, the 
court will likewise look for information 
sufficient to enable it to make an edu-
cated estimate of the possible difficul-
ties of collecting on any judgment which 
might be obtained. For example, if the 
defendant has little or no ability pay a 
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judgment, the court should be inclined 
to approve a settlement. That saves the 
debtor great expense to reach a result that 
may not have any value for the estate in 
terms of final recovery.
	 According to the third factor, courts 
should favor settlement of a complex 
case that would otherwise drain sub-
stantial resources from the estate. As it 
is “axiomatic that settlement will almost 
always reduce the complexity and incon-
venience of litigation,”8 courts will bal-
ance the relative complexity of the case 
to be settled against the possible gains to 
the estate from opting not to settle.
 	 The fourth factor requires the seem-
ingly obvious: Courts are obliged to 
consider the paramount interests of the 
creditors of the estate. This means that 
bankruptcy courts will give considerable 
deference to the views of non-settling 
parties in deciding whether a settlement 
is appropriate.9 However, out-of-the-
money creditors hoping for a recovery 
based on speculative litigation with lit-
tle chance of success will generally not 
be allowed to determine the fate of the 
reorganization process. It is imperative 
for settlements to benefit the estate as 
a whole, even if it may disadvantage a 
particularly constituency.10 Therefore, 
courts tend to grant significant weight to 
the opinion of in-the-money unsecured 
creditors, while viewing the objections of 
other creditors more cautiously.11

	 Based on the foregoing, we know 
that a debtor can create a plan of reor-
ganization that settles various matters 
and that, in general, the bankruptcy 
court should review the settlement 
under the Rule 9019 framework. This 
framework allows us to turn to our 
other plan concepts.

Third-Party Releases
	 Plans of reorganization may—and 
routinely do—provide for releases 
of liability against various parties 
involved in the reorganization pro-
cess, such as the debtor’s profession-
als,  members of the committee of 
unsecured creditors, and the commit-
tee’s professionals. The Bankruptcy 
Code does not, however, provide any 
explicit basis for a similar release of 
claims against non-debtors (except in 
the case of asbestos claims).12 Indeed, 
§ 524(e) “makes clear that the bank-

ruptcy discharge of a debtor, by itself, 
does not operate to relieve non-debtors 
of their liabilities.” Of course, as a 
practical matter, third parties will often 
seek a release as part of a settlement of 
case issues.
	 Third-party releases initially became 
prominent in the context of bankrupt-
cies involving asbestos mass-tort 
claims. Because asbestos injuries often 
only become apparent years or decades 
after exposure, the courts in these 
cases developed “channeling injunc-
tions,” which released all current and 
future claims against the debtors and 
any insurer settling with the debtors 
owing to pre-petition asbestos expo-
sure in exchange for the right to recover 
against a fixed fund. Although there 
was significant debate over the propri-
ety of these releases, they were gener-
ally approved under the bankruptcy 
court’s broad equitable powers. Courts 
generally saw third-party releases as 
the only avenue for eliminating the 
uncertainty created by long-term liti-
gation overhang. Congress agreed, and 
in 1994 amended the Bankruptcy Code 
to provide explicit statutory authority 
for third-party releases in bankruptcies 
involving asbestos torts.13 Subsequently, 
third-party releases were applied in 
other mass-tort cases based on a simi-
lar rationale (although without specific 
statutory support).
	 Third-party releases have become 
somewhat more commonplace out-
side of the mass-tort context. Courts 
have concluded that, although the 
Code does not specifically authorize 
third-party releases, neither does it 
explicitly prohibit them.14 Bankruptcy 
courts in many jurisdictions may there-
fore believe that their broad equitable 
powers give them authority to grant 
third-party releases where appropri-
ate. (Importantly, the Fifth, Ninth and 
Tenth Circuits have adopted per se 
rules barring third-party releases.)15

	 When a debtor proposes a plan of 
reorganization that calls for third-party 
releases, a court will often weigh five 
factors in analyzing whether such a 
release is appropriate: (1) an identity 
of interests between the debtor and the 
third party; (2) substantial contribution 
by the non-debtor of assets to the reor-
ganization; (3) the essential nature of 
the injunction to the reorganization; (4) 

overwhelming agreement by the impact-
ed classes to support the release; and (5) 
provision in the plan for substantially all 
of the claims of the impacted classes.16 
While these factors may vary some-
what from circuit to circuit, they provide 
some guidance as to what a court is seek-
ing: assurance that the release will not 
adversely and unfairly impact any par-
ticular class of creditors.17

Senior Creditor Gifting: 
Flexibility in Absolute Priority?
	 Generally, a plan of reorganization 
can only be confirmed if it satisfies all 
13 requirements set forth in § 1129(a), 
including the § 1129(a)(8) requirement 
that all classes must vote in favor of the 
plan. However, a plan can be confirmed, 
absent approval by all creditors classes, 
through “cramdown” under § 1129(b). 
Under cramdown, a plan may be con-
firmed only if it is “fair and equitable.”
	 A plan is only considered “fair and 
equitable” if, among other things, it 
satisfies the “absolute-priority rule.” 
The absolute-priority rule requires that 
no class of claims or interests receive 
any compensation under a plan unless 
all dissenting classes senior to such a 
class are paid in full. In some instanc-
es, however, the absolute-priority rule 
may interfere with otherwise viable 
and desirable plans of reorganiza-
tion. To address this conundrum, plan 
proponents have created—and courts 
have in many cases approved—innova-
tive “gift” structures in which a senior 
creditor carves out a portion of its own 
recovery for the benefit of a junior cred-
itor, notwithstanding an objecting credi-
tor of intervening priority.18

	 The so-called “gifting doctrine” 
traces back to the First Circuit decision 
of In re SPM Manufacturing Corp.19 In 
SPM, a secured lender entered into an 
agreement with the unsecured credi-
tors’ committee to share a portion of its 
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bankruptcy recoveries with the unse-
cured creditors in exchange for the com-
mittee’s support. The reorganization 
subsequently failed, and the case was 
converted to chapter 7. Thereafter, the 
secured lender and the unsecured credi-
tors sought to compel a distribution in 
accordance with the sharing agreement, 
despite objections by out-of-the-mon-
ey priority tax creditors. The sharing 
arrangement was ultimately approved 
by the First Circuit Court of Appeals, 
which held that because the estate’s 
(fully liened) asset value was less than 
the value of the secured party’s claim 
and the sharing (or siphoning) of value 
for the unsecured (junior) creditors 
took place only after distribution from 
the estate, the sharing agreement had 
no impact on the objecting (intervening 
priority) creditors and was therefore 
permissible. Although SPM was a chap-
ter 7 case, and therefore the § 1129(b) 
absolute-priority rule was not applica-
ble, subsequent chapter 11 cases have 
adopted some or all of its reasoning in 
decisions finding plans containing such 
“gifts” permissible.
	 In the wake of SPM, a number of 
cases have provided conflicting views 
on the limits of acceptable gift plans. 
For example, in In re MCorp Financial 
Inc.,20 the court confirmed a plan of 
reorganization under which a senior 
bondholder voluntarily relinquished 
a portion of its claim in order to fund 
the settlement of litigation against the 
debtor, without making any provision 
for full payment to junior bondholders 
whose claims were senior to the litiga-
tion claim. The court found no fault with 
the arrangement because the settlement 
was funded entirely by assets incontest-
ably allocated to the senior claimant. 
Similarly, the court in Genesis Health 
Ventures21 approved gifts by a senior 
undersecured party to subordinated 
debt-holders and old equity over the 
objection of an out-of-the-money object-
ing class.22 Recently, the court in In re 
Journal Register Company23 approved 
a plan that used a gift from a secured 
creditor to fund a “trade account,” the 
proceeds of which were used to pay a 
subset of the general unsecured class 
identified as “trade creditors.” The court 
found that although the “trade creditors” 
were members of the general unsecured 
class and would, as a result of the trade 

account, recover more than fellow mem-
bers of the unsecured creditor class, the 
plan did not unfairly discriminate.
	 Reading these cases, one might be 
tempted to assume that senior creditor 
gifts are a surefire method for circum-
venting absolute priority. However, the 
decisions by the district court and Third 
Circuit (which explicitly adopted much 
of the district court’s reasoning) in In re 
Armstrong World Industries Inc.24 offer 
an opposing view. In Armstrong, the court 
rejected a plan of reorganization as vio-
lating the absolute-priority rule where the 
plan called for a particular class of unse-
cured creditors to receive and automati-
cally transfer warrants to the holder of an 
equity interest in the event that a co-equal 
class of unsecured creditors voted to reject 
the plan. The court explicitly rejected “the 
unconditional proposition that creditors 
are generally free to do whatever they 
wish with the bankruptcy proceeds they 
receive.”25 The courts distinguished, but 
did not reject, SPM and its progeny, hold-
ing that the absolute-priority rule was 
intended to address give-ups by senior 
creditors in bankruptcy.

Deathtraps
	 A “death-trap” provision is a coer-
cive provision that seeks to encourage 
claimants to vote in favor of a plan with 
promises—in return for a favorable 
vote—of treasure and/or favorable treat-
ment. Should the claimants vote against 
the plan, the claimants will receive less 
or no treasure and/or is otherwise penal-
ized. Simply, a death-trap provision pro-
vides a choice for a claimant when vot-
ing between a carrot and a stick.
	 In practice, deathtrap issues arise in 
preparing for a possible plan cramdown 
scenario. As noted, for a plan of reorga-
nization to be confirmed in the absence 
of favorable votes by creditors in all 
classes (thus the plan fails § 1129(a)(8)), 
the plan must not “discriminate unfair-
ly” or be found to be “fair and equita-
ble” under § 1129(b)(1). The question is 
whether death traps are inconsistent with 
these requirements. The Zenith case is 
again instructive for our analysis.
	 In Zenith, out-of-the-money bond-
holders were offered a distribution in 
return for their favorable vote while 
out-of-the-money shareholders were 
not offered any distribution. The share-
holders objected on the ground that the 
treatment of the bondholders violated 
§ 1129(b) because the bondholders were 

entitled to nothing and received some 
treasure/benefit while the shareholders 
were not offered a similar deal. 
	 The  Zen i th  bankrup tcy  cour t 
reviewed the different treatment pro-
posed for the classes and, recognizing 
that the bondholders were senior to the 
equity-holders and thus otherwise satis-
fied the absolute-priority rule, concluded 
that there was no prohibition against a 
plan proponent offering different treat-
ment to a class depending on whether 
it accepts or rejects a plan.26 The court 
explained that such disparate treat-
ment was justified because if the class 
accepts, “the [p]‌lan proponent is saved 
the expense and uncertainty of a cram-
down fight. This is in keeping with the 
Bankruptcy Code’s overall policy of 
fostering consensual plans of reorgani-
zation and does not violate the fair and 
equitable requirement of [§] 1129(b).”27

	 The teaching of the death-trap cases 
is that such provisions are probably 
valid, but are not universally accepted. 
Again, consult the case law carefully if 
you are considering this option.28

Conclusion
	 Third-party releases, senior credi-
tor gifts and deathtraps are innovative 
plan devices that are designed to quell 
potential objections, gain creditor sup-
port and push a plan to confirmation. 
In doing so, they debatably push the 
Code to its limits in terms of acceptable 
plan content. While savvy practitioners 
should be aware of how these tools can 
be used to obtain votes for confirmation, 
they should also be aware that they are 
not universally accepted. When consid-
ering any of these options, always care-
fully examine case law from the relevant 
jurisdiction before deciding on a course 
of action.  n
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