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Bankruptcy and insurance law frequently intersect and sometimes 
conflict. This article addresses the most important of these intersec-
tions, including the ability of a debtor to satisfy insured claims by the 
assignment of coverage proceeds in bankruptcy, the treatment of D&O 
insurance in bankruptcy, a debtor’s non-payment of a deductible or self-
insured retention (“SIR”) as a defense to coverage, “buy back” agree-
ments and coverage-in-place settlements in bankruptcy, the ability of 
insurers and/or debtor-affiliates to obtain third-party releases, insurer 
insolvency and potential gaps in coverage, and paid-loss retrospec-
tive policies and a bankruptcy estate’s bad faith claims. As discussed 
throughout, this is an area of law that is quickly developing and where 
several issues remain unsettled.

i. Bankruptcy Claims snd the assignment of Coverage

a. Property of the Bankruptcy Estate

The bankruptcy estate is broadly defined as including “all legal or 
equitable interests of the debtor in property as of the commencement 
of the case.”1 Accordingly, upon the filing of a petition, the debtor’s 
insurance policies automatically become property of the estate.2 An in-
surance contract may contain a provision that purports to terminate the 
policy if the insured becomes subject to a reorganization proceeding. 
These provisions are void under the Bankruptcy Code.3

While the Bankruptcy Code defines the scope of the bankruptcy es-
tate, property entering the estate remains subject to the limitations im-
posed by applicable state and non-bankruptcy federal law, unless the 
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Bankruptcy Code preempts or overrides such law.4 As such, the right of 
the debtor to assign its insurance coverage proceeds in satisfaction of 
a claim will generally be determined by applicable state insurance law, 
unless there has been federal preemption.5

An insured’s right to ongoing coverage is generally not assignable.6 
On the other hand, state law generally does permit the insured to assign 
its right to insurance proceeds after a “loss” has occurred.7 Bankruptcy 
courts have recognized that a policyholder may assign its rights to in-
surance proceeds either pursuant to the policy itself, or in a settlement 
with an insurer resolving a coverage dispute. Accordingly, the prevail-
ing trend in the case law is that:

The overriding question when determining whether insurance pro-
ceeds are property of the estate is whether the debtor would have a 
right to receive and keep those proceeds when the insurer paid on a 
claim. When a payment by the insurer cannot inure to the debtor’s 
pecuniary benefit, then that payment should neither enhance nor 
decrease the bankruptcy estate. In other words, when the debtor 
has no legally cognizable claim to the insurance proceeds, those 
proceeds are not property of the estate.8

Stated another way, “[w]hether the proceeds of an insurance policy 
are property of a debtor’s estate depends upon the nature of the 
policy and the specific provisions governing the parties’ interests 
in the payment of policy proceeds.”9

The determination of estate property “must be analyzed in light of 
the facts of each case.”10 However, as a general rule:

Examples of insurance policies whose proceeds are property of the 
estate include casualty, collision, life, and fire insurance policies in 
which the debtor is a beneficiary. Proceeds of such insurance poli-
cies, if made payable to the debtor rather than a third party such as 
a creditor, are property of the estate and may inure to all bankruptcy 
creditors. But under the typical liability policy, the debtor will not 
have a cognizable interest in the proceeds of the policy. Those pro-
ceeds will normally be payable only for the benefit of those harmed 
by the debtor under the terms of the insurance contract.11

In the liability insurance context, courts have recognized that the debtor 
may have “no cognizable claim to the proceeds paid by an insurer on 
account of a covered claim” due to the fact that the proceeds are paid 
directly “to the victim of the insured’s wrongful act.”12 Other decisions 
have held that liability policies that are payable to the debtor are prop-
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erty of the estate.13 Certain courts have similarly appeared to distinguish 
indemnity insurance from general liability insurance on the grounds 
that indemnity insurance is paid directly to the debtor.14 However, as 
discussed below, in the D&O insurance context, courts are divided as 
to whether indemnification proceeds should be considered property of 
the estate. Specifically, certain courts have found that when coverage 
limits are depleted by requested indemnification, which could render 
the policyholder without coverage for future indemnification demands, 
the indemnification proceeds should be considered estate property.15

In addition, some courts have recognized that a “secondary impact” 
on the estate may render insurance proceeds property of the estate. For 
example, if there was a risk that policy limits were not sufficient to fund 
payment to claimants, a bankruptcy court may find, on that basis, that 
the policy proceeds were property of the estate to ensure an equitable 
distribution to all parties with covered claims.16 In addition, the Second 
Circuit has noted that:

In the mass tort context, the decisions by several courts to include 
the proceeds as property of the estate appear to be motivated by a 
concern that the court would not otherwise be able to prevent a free-
for-all against the insurer outside the bankruptcy proceeding…. There 
was also a threat that unless the policy proceeds, were marshalled in 
the bankruptcy proceeding, they would not cover plaintiffs’ claims 
and would expose the debtor’s estate. These concerns are answered 
once the court finds that the policy itself is property of the estate….17

Other courts, however, have rejected this analysis as “utterly back-
wards” on the grounds that proceeds cannot become property of the 
estate “merely because such property has the effect of reducing the es-
tate’s liability, or because of some other beneficial effect such property 
has on the estate.”18

Presuming that the debtor has a valid claim to the insurance proceeds, 
if the proceeds are deemed to be property of the debtor’s estate, they will 
be protected from claimant diminution by the automatic stay.19 However, 
just because proceeds are considered property of the estate does not mean 
that such proceeds will necessarily be distributed to all unsecured credi-
tors on a pro rata basis. Courts have recognized that “[p]roperty of the 
estate comes into the estate subject to all restrictions applicable to that 
property under state law, unless the restriction is undone by the Bank-
ruptcy Code.”20 As a result, “insurance proceeds, if they were considered 
property of the estate, necessarily would be distributed only to those to 
whom the state insurance law, or the policies themselves, gave a right to 
distribution.”21 On the other hand, if the proceeds are not estate property, 
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the automatic stay will not apply and claimants will be permitted to pur-
sue the funds.22 However, in order to prevent certain injured third parties 
from obtaining an advantage over others, a court may enjoin such suits 
under its equitable powers granted by § 105 of the Bankruptcy Code.23

B. avoidance of a Pre-Petition insurance settlement

Pre-petition insurance settlements can be collaterally attacked by 
creditors in a subsequent chapter 11 case. Specifically, creditors can 
seek to avoid a settlement as a constructive24 or actual25 fraudulent con-
veyance, or seek to avoid a settlement as a preferential transfer.26

In practice, after a debtor files for chapter 11 protection, a bankrupt-
cy court generally will be required to appoint an official committee of 
unsecured creditors to protect the interests of creditors throughout the 
case.27 The creditors’ committee may allege that a pre-petition insurance 
settlement unfairly assigned valuable insurance proceeds to a creditor 
either (i) in exchange for less than reasonably equivalent value,28 or (ii) 
in a manner that improperly preferred those creditors to other creditors 
that should have shared the proceeds on a pro rata basis.29 As with the 
question whether the proceeds were estate property, the determination 
of these causes of action will depend on the particular facts of each case.

In addition, if the pre-petition settlement was for the assignment of 
future insurance proceeds and purported to grant the claimant a secu-
rity interest in such proceeds, the grant of such security interest may be 
avoided in bankruptcy. Article 9 of the UCC expressly does not apply to 
“a transfer of an interest in or an assignment of a claim under a policy 
of insurance, other than an assignment by or to a health-care provider 
of a healthcare-insurance receivable and any subsequent assignment of 
the right to payment, but §§ 9-315 and 9-322 apply with respect to pro-
ceeds and priorities in proceeds.”30 Neither §§ 9-315 nor 9-322 alter the 
inapplicability of Article 9 to future insurance proceeds.31 Upon the in-
sured’s bankruptcy filing, the purported grant of the security interest is 
subject to avoidance by operation of Bankruptcy Code § 544, which (as 
of the petition date) grants the debtor a hypothetical perfected security 
interest or lien in all assets of the debtor’s estate.32 As a hypothetical lien 
creditor of all estate property, the debtor can avoid any unperfected se-
curity interests as of the petition date. As a result, courts may avoid the 
liens purportedly granted in future insurance proceeds in bankruptcy.33

C. Post-Petition insurance settlements and Chapter 11 Plans 
of reorganization

Coverage disputes may be resolved during the course of a bankruptcy 
case. Settlements can take the form of policy buy backs, coverage-in-place 
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agreements or other similar structures.34 Settlements and compromises 
are “a normal part” of the bankruptcy process.35 Indeed, compromises are 
“favored in bankruptcy” as a means to “minimize litigation and expedite 
the administration of a bankruptcy estate.”36 A bankruptcy court may ap-
prove a settlement under Bankruptcy Rule 9019 when “it is supported by 
adequate consideration, is fair and equitable, and is in the best interests of 
the estate.”37 A bankruptcy court need not decide the numerous issues of 
law and fact addressed by the settlement, but should instead “canvass the 
issues and see whether the settlement falls below the lowest point in the 
range of reasonableness.”38 In doing so, a court considers: (1) the probabil-
ity of success in the litigation; (2) the likely difficulties of collection; (3) 
the complexity of the litigation involved; and (4) the paramount interest of 
the creditors.39

In addition to an individual bankruptcy settlement, a debtor may re-
solve liability against the estate globally through a plan of reorganiza-
tion.40 The objective of a chapter 11 case is to confirm a financial re-
structuring plan. A plan can, among other things, convert debt to equity, 
issue new securities to creditors and sometimes to shareholders, sell 
assets, reject executory agreements, and settle litigation. Plans allow 
for significant flexibility and creativity in rehabilitating a business. With 
respect to insured claims, a plan of reorganization can be structured to 
resolve numerous claims fairly and on a global basis through, for exam-
ple, creation of a trust—funded in part by the debtor’s insurance—that 
will assume liability for all covered claims.

The Bankruptcy Code provides certain procedural and substantive 
requirements and protections for plan confirmation. For example, plan 
voting can only occur after solicitation with a court-approved disclosure 
statement containing “adequate information” sufficient to advise a hy-
pothetical investor.41 A plan must be approved by at least one impaired, 
non-insider class of creditors.42 A plan must be proposed in good faith43 
and be feasible in that it is not likely to lead to a future reorganization or 
liquidation of the debtor.44

With regard to distributions, a plan cannot classify substantially dis-
similar creditors in the same class45 and must treat all creditors in a 
particular class the same.46 Moreover, unless the plan is consensual, dis-
tributions must be in accordance with the Bankruptcy Code’s waterfall 
payment structure (the “absolute priority rule”)—namely, secured cred-
itors are to be paid before unsecured creditors, and unsecured creditors 
are to be paid before shareholders.47 In other words, a subordinate class 
cannot receive a distribution from the estate on account of its claim or 
interest unless the senior class either assents to the plan or is satisfied in 
full by the plan.48
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Assignment of insurance proceeds cannot be used to prefer certain 
creditors unfairly and can prompt other challenges to plan confirmation. 
However, properly structured, assignments of coverage proceeds can be 
used to create and help fund a confirmable chapter 11 plan.49

ii. d&o insurance in Bankruptcy

A corporation’s policies for coverage of its directors and officers 
(“D&O Insurance”) present special issues in bankruptcy.50 D&O Insur-
ance protects directors and/or the corporation against securities claims, 
fiduciary breach claims and other similar claims that can be brought 
derivatively on behalf of the corporation (to redress damage to the en-
terprise as a whole) or by a shareholder directly (to redress an indi-
vidualized injury).51 Bankruptcy law concerning D&O Insurance is still 
evolving. How a particular policy will be treated in bankruptcy depends 
on, among other things, the type of policy at issue, the jurisdiction in 
which the case is filed, and the claim profile of the debtor.

a. types of d&o insurance

There are three main types of D&O Insurance—A-Side, B-Side and 
C-Side (or entity coverage). A-Side policies provide coverage directly 
to directors and officers when they are personally liable and when in-
demnification from the company either is not provided for by contract, 
not permitted by law, or not available due to insolvency. B-Side policies, 
on the other hand, are indemnification policies. These policies provide 
reimbursement to the company after the company indemnifies a direc-
tor or officer. C-Side policies provide coverage directly to the company 
for its liability for securities claims. A-Side, B-Side and/or C-Side poli-
cies may be combined together in different policy amalgamations. In 
addition, a single policy can include a priority waterfall in which the in-
surer will fund different policy components in a pre-established order.52

B. access to Coverage

The issue that arises in bankruptcy concerns which parties have ac-
cess to D&O Insurance proceeds and under what conditions. For ex-
ample, general unsecured creditors may argue that coverage proceeds 
should be treated as general property of the bankruptcy estate and be 
available for distribution to all creditors in accordance with the Bank-
ruptcy Code’s distribution priorities.53 On the other hand, shareholders 
bringing securities claims against the estate (and/or directors and offi-
cers personally) may argue that the D&O Insurance was intended to ap-
ply only to their claims. The Bankruptcy Code subordinates all claims 
related to the purchase or sale of a security to general unsecured claims 
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against the estate.54 As a result, if coverage proceeds are not exclusively 
available for distribution on account of shareholders’ claims, sharehold-
ers may likely receive no recovery from the estate.

If proceeds from D&O Insurance are considered property of the es-
tate, the Bankruptcy Code’s automatic stay will prevent a director or 
officer from accessing coverage or receiving indemnification outside of 
the general bankruptcy claims allowance process.55 The court, however, 
can dissolve the stay or modify it in specialized fashion “for cause.”56 
Cause is demonstrated under multi-factor tests that balance the inter-
ests and harms involved.57 In the event that D&O Insurance proceeds 
are held to be property of the estate, cause has been found to lift the 
stay to allow directors and officers access to funds when they face “real 
and identifiable harm” in having to defend ongoing litigation and such 
harm far outweighs the potential injury to the estate, especially because 
the directors and officers would have a corresponding indemnification 
claim against the estate in the amount of the coverage denied.58 The 
automatic stay does not apply to insurance proceeds that are not consid-
ered property of the estate.59

Cases determining whether insurance proceeds constitute estate 
property turn on the language and scope of the specific policies at is-
sue, as well as the particular facts of each case.60 Several courts have 
found that because the debtor did not have a “direct interest” in A-Side 
or B-Side coverage proceeds, those proceeds were not property of the 
estate.61 On the other hand, other courts have found that a debtor did 
have a direct interest in B-Side proceeds because the coverage limits 
could be depleted by requested indemnification, which could render the 
company without coverage for future indemnification demands. On this 
basis, these courts have found that the B-Side coverage proceeds were 
property of the estate.62 In other words, if the covered indemnification 
“has not occurred, is hypothetical, or speculative” (e.g., if indemnifica-
tion has not yet been requested or requested only in an amount far below 
the SIR63), courts may find that the policy proceeds are not property of 
the estate.64

Bankruptcy courts have similarly diverged in their analysis of C-Side 
policies. Some courts have found that policy proceeds from entity cov-
erage are property of the estate.65 This is not surprising because the 
debtor can easily be said to have an “interest” in proceeds from cover-
age under which it is an insured, especially if such policy employs an 
aggregate limit of coverage for its A-Side, B-Side and C-Side compo-
nents.66 However, when the character of the D&O Insurance at issue is 
effectively protection for officers and directors alone, courts have gen-
erally found that the proceeds are not estate property.67
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C. Downey Financial

The recent decision in Downey Financial from the Bankruptcy Court 
for the District of Delaware provides a useful example of how courts 
will assess a D&O policy in light of the particular claim profile of a 
debtor.68 In that case, two proceedings were initiated against the debt-
or prior to its bankruptcy. The first case was a consolidated securities 
class action filed against the debtor and certain directors and officers. 
The second case was a consolidated shareholder derivative action filed 
against the directors and officers (with the debtor as a nominal defen-
dant). Because of the overlap between the two actions, parties agreed 
to stay the derivative action until motions to dismiss in the securities 
action could be decided. The debtor filed for chapter 7 protection on 
November 25, 2008. Due to the bankruptcy filing, a chapter 7 trustee 
was substituted for the debtor in the derivative action.

Eleven former officers and directors of the debtor sought permission 
from the bankruptcy court to access proceeds from the debtor’s D&O 
Insurance policy (the “Policy”) to fund their defense of both the securi-
ties action and the derivative action (the “Proceeds Motion”). In August 
2009, before the Proceeds Motion was decided, the securities action 
was dismissed with prejudice. After such ruling, the derivative action 
could proceed. In May 2010, the bankruptcy court entered its decision 
on the Proceeds Motion in favor of the directors and officers, holding 
that the proceeds of the Policy were not property of the estate, were not 
subject to the automatic stay and thus, were available to the directors 
and officers.

In its opinion, the bankruptcy court reviewed the Policy in detail. The 
court noted that the Policy had A-Side, B-Side and C-Side components. 
The court further noted that in the event of a loss, available limits would 
first fund the A-Side component, second the B-Side component, and last-
ly the C-Side component. The overall limit for all loss under the Policy 
was $10 million. Prior to bankruptcy, the debtor had indemnified the of-
ficers and directors for $588,000 of the $1 million SIR. The debtor ceased 
indemnifying the officers and directors upon filing for bankruptcy.69

The court began its analysis by noting that the Policy proceeds would 
be property of the estate if, under the particular circumstances at issue, 
“depletion of the proceeds would have an adverse effect on the estate.”70 
As a result, the court noted that proceeds of the C-Side and B-Side 
components would be property of the estate “only to the extent that the 
Policy’s indemnification coverage or entity coverage actually protects 
the estate’s other assets from diminution.”71 Assessing the C-Side (en-
tity coverage) component of the Policy, the court noted that because 
the securities action had been dismissed, and because the debtor was 
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only a nominal defendant in the derivative action, the debtor’s entity 
coverage was effectively “no longer protecting the estate’s other assets 
from diminution.”72 Analyzing the B-Side component of the Policy, the 
court commented that before the petition date, the debtor had indemni-
fied the officers and directors in the amount of $588,000. Such amount 
was within the SIR and therefore did not constitute indemnification 
“for which the Debtor would be entitled to coverage under the Policy.”73 
Moreover, since the officers and directors had not sought indemnifica-
tion post-petition, and it was unlikely that the trustee would agree to 
indemnify the directors and officers for an amount that would exhaust 
the SIR, the court found that it was “extremely unlikely” that indemni-
fication would impair estate assets. As a result, the court found that “in-
demnification in this case is hypothetical or speculative” and that “the 
Policy’s indemnification coverage, like its entity coverage, is no longer 
protecting the estate’s other assets from diminution.”74

The Downey court concluded that “the Policy proceeds are not prop-
erty of the estate.”75 Central to its analysis was the fact that there was 
no likelihood that there would be covered losses under the B-Side or 
C-Side components of the Policy. The court also commented that the 
Policy’s priority waterfall allowed access to the A-Side coverage pro-
ceeds prior to proceeds from the B-Side and C-Side components, and 
that the Policy expressly stated that this priority scheme would not be 
altered by a bankruptcy filing. The court noted that, if proceeds from 
the B-Side or C-Side components were found to be property of the es-
tate, such a determination would grant the bankruptcy estate expanded 
rights in the proceeds that it did not have prior to the bankruptcy fil-
ing. This would violate the general bankruptcy rule that the estate does 
not receive greater rights in property because of the bankruptcy filing.76 
Notably, the court also determined that even if the Policy proceeds were 
property of the estate, cause existed to lift the automatic stay to provide 
access to the officers and directors because the potential harm to such 
insureds was real and identifiable.

The Downey court considered the specific language of the Policy, the 
anticipated coverage profile of the debtor, how its determination regard-
ing the status of the proceeds would impact the bankruptcy estate, and 
the potential harm to the officers and directors. Interested parties in a 
policy should anticipate that each case will be determined by an indi-
vidualized analysis of the particular circumstances at issue.

iii. Non-Payment of deductible or sir as defense to Coverage

Assignment of insurance proceeds is of little use if the carrier can es-
cape its coverage obligations on account of the insured’s failure to satisfy 
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the policy’s deductible or SIR. A deductible and SIR are similar in that 
each sets forth an amount of liability for acts that trigger the policy but 
that are payable by the insured. They differ in that a deductible is sub-
tracted from the policy’s limits while an SIR is structured so that the in-
surer’s coverage obligations do not commence until the SIR is satisfied.77

The majority rule is that irrespective of state law, the Bankruptcy 
Code requires an insurer to provide coverage for liability in excess of 
the deductible or SIR and up to the coverage limits regardless of wheth-
er an insolvent insured satisfies amounts owing under the deductible 
or SIR.78 Indeed, some states have even enacted statutes providing that 
failure of an insured to pay amounts owed does not relieve the insurer 
from its coverage obligations.79 At least one court has gone so far as to 
lift the Bankruptcy Code’s automatic stay to permit a claimant to pursue 
the debtor’s insurer directly for the policy limits in excess of SIR.80

Other courts have required payment of the SIR as an enforceable con-
dition to coverage distinguishing other decisions as merely applying al-
ternative state law.81 Moreover, when the policy at issue is ambiguous as 
to the form of payment required, courts have permitted the debtor to sat-
isfy the SIR in various manners (including by a non-dischargeable note 
and by treatment in the plan of reorganization).82 However, when the pol-
icy at issue expressly requires payment in a particular form, other courts 
have enforced these payment provisions literally, effectively requiring 
satisfaction in cash where the insurance policy expressly required it.83

iV. “Buy Back” and “Coverage-in-Place” settlements

In a “buy back” agreement, the insurer pays a lump sum to the poli-
cyholder to resolve a coverage dispute—i.e., the insurer buys back the 
policy from the insured and the policy is then canceled. Alternatively, an 
insured may enter into coverage-in-place settlement with its insurer. In 
a coverage-in-place settlement, the company and the policy carrier typi-
cally agree on a lump sum payment for past amounts owed and establish 
a formula for payment indemnification and/or defense costs moving for-
ward. Buy back agreements and coverage-in-place settlements both are 
subject to court approval pursuant to Bankruptcy Rule 9019. Buy back 
agreements are also subject to Bankruptcy Code § 363, which, as dis-
cussed below, offers unique advantages under the right circumstances.

Bankruptcy Rule 9019 and the governing case law provide that a 
settlement may be approved so long as it “falls below the lowest point 
in the range of reasonableness.”84 Coverage litigation, which is often 
uncertain, complex and expensive, is particularly suitable for settlement 
in bankruptcy. Moreover, when insurance assets constitute a critical ele-
ment of the debtor’s estate, a settlement with insurers may be especially 
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appropriate as it will permit the insured to reorganize, regain access to 
the credit markets, and refocus on its business operations—all of which 
creates value and facilitates the bankruptcy process.

A buy back settlement must satisfy Bankruptcy Code § 363(b) (sale 
of estate asset) in addition to Bankruptcy Rule 9019. Bankruptcy Code 
§ 363(b) provides, among other things, that after notice and a hearing, a 
debtor may sell estate property out of the ordinary course of business.85 
A bankruptcy court will require that a debtor demonstrate “sound busi-
ness justifications” for a proposed § 363(b) transaction.86 While a court 
usually will not disturb the estate’s normal exercise of its business judg-
ment, for major transactions that are central to the debtor’s chapter 11 
case, a more intensive multi-factored test can be applied.87 In general, 
the court will likely approve a settlement negotiated in good faith that 
can be shown to be in the reasonable best interests of the debtor’s estate.

Bankruptcy Code § 363(f) provides that a bankruptcy court may ap-
prove a sale “free and clear of any interest in such property” so long as:

(1) applicable nonbankruptcy law permits sale of such property free 
and clear of such interest;

(2) such entity consents;

(3) such interest is a lien and the price at which such property is 
to be sold is greater than the aggregate value of all liens on 
such property;

(4) such interest is in a bona fide dispute; or

(5) such entity could be compelled, in a legal or equitable proceed-
ing, to accept a money satisfaction of such interest.88

Section 363(f) will be satisfied if any one of the conditions enumerated 
therein is met. While certain other subsections may also apply to a par-
ticular buy back settlement, § 363(f)(5) can nearly always be met, as a 
claimant unquestionably could be forced to accept “money satisfaction” 
in exchange for its interest in the debtor’s insurance.

Utilizing § 363(f), a buy back settlement may be structured as a sale 
free and clear of any liability on account of any future claims related to 
the policy. In other words, after the sale is consummated, future claim-
ants against the company cannot also pursue the insurer as assignee of 
the policy. The policy is effectively canceled and the insurer’s obliga-
tions under it are discharged.

Bankruptcy Code § 363(e) further conditions a free and clear sale 
by requiring that each holder of an interest in the property being sold 
receive adequate protection. With respect to buy back agreements, 
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claimants receive their adequate protection from (1) the settlement 
amount paid by the insurer, and (2) continued recourse to the debtor’s 
profits from ongoing operations, which operations can be expected to 
benefit from a successful reorganization.

As added protection for the settling insurer, Bankruptcy Code 
§ 363(m) provides that a properly conducted free and clear sale cannot 
later be disturbed as to a good faith purchaser.89 As a result, barring im-
proper collusion during settlement negotiations,90 a court-approved buy 
back settlement will offer insurers protection from future actions to set 
aside the settlement—e.g., as a fraudulent conveyance. This § 363(m) 
protection is not available outside of bankruptcy.

V. third-Party releases in Bankruptcy

To supplement a coverage settlement’s other bankruptcy protections, 
the insured and its insurer may seek court approval of a third-party re-
lease or injunction expressly barring future liability. The insured’s of-
ficers and directors and/or its corporate parents and affiliates may also 
seek this protection although their releases may be opposed. Third-party 
releases and injunctions are premised on the court’s equitable powers set 
forth in Bankruptcy Code § 105(a).91 However, a court’s ability to grant 
such releases and injunctions is unsettled and controversial.92 In gen-
eral, the Bankruptcy Code contemplates that only a debtor will receive 
a discharge of its liabilities, and only after the procedural and substan-
tive protections commensurate with plan confirmation.93 The only ex-
press statutory exception to this general rule is for certain defined third 
parties (including insurers) who make a “substantial contribution” to 
the reorganization of an asbestos debtor pursuant to Bankruptcy Code 
§ 524(g).94 This exception, however, is strictly limited to reorganizing 
asbestos debtors who satisfy all the requirements of § 524(g).95

There is, however, another form of relief under Bankruptcy Code 
§ 105 that does not rise to the level of an outright discharge of indebted-
ness. An anti-suit injunction can be sought to prevent third party suits 
against a settling insurer that has paid policy limits or otherwise made 
full payment under a court-approved settlement.96

Whether or not a third party release or a supplemental § 105 anti-
suit injunction should be sought as part of a bankruptcy settlement is 
dependent on the specific case. In addition, unless a particular release or 
injunction was specifically challenged in the first instance, a court may 
not uphold that provision in a subsequent challenge. If a release or anti-
suit injunction is critically important, the best approach is to incorporate 
the provision as part of a plan of reorganization where certain courts—
including in the Second and Third Circuits—have approved third-party 
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releases and anti-suit injunctions if there are unusual circumstances that 
made such release both fair and necessary for a successful reorgani-
zation.97 Instances where third party injunctions have been approved 
include mass tort reorganizations involving: (1) asbestos (prior to en-
actment of § 524(g));98 (2) Dalkon Shield intra-uterine devices;99 (3) 
silicone implants;100 and (4) environmental contamination.101 Note, 
however, that attempts to extend the anti-suit injunction “a bridge too 
far” can lead to failure: a bankruptcy court in the Southern District of 
New York recently denied confirmation of an asbestos debtor’s plan of 
reorganization on the facts of that case, holding that a proposed plan 
of reorganization constituted a bad faith attempt to secure a third-party 
injunction for the debtor’s corporate parent.102

Section 105 injunctions are most appropriate for mass tort debtors 
where future liability is difficult to calculate. In these cases, a common 
strategy is for the debtor to structure a plan that assigns its insurance cov-
erage for future liability to a trust that will administer a court-approved 
claims resolution process. While such a trust is expressly authorized by 
§ 524(g) of the Bankruptcy Code in the asbestos context, reorganizing 
debtors have used a trust device for other injuries—e.g., silicone-related 
diseases.103 Assignment in this context is akin to the permitted assign-
ment of proceeds. Here, the coverage period has already expired and 
the insurer is not being forced to accept the risk profile of a different 
entity. Moreover, in the asbestos context, case law almost unanimously 
holds that § 524(g) of the Bankruptcy Code, as a federal statute with 
supremacy over state law, will trump contractual anti-assignment provi-
sions.104 These courts have rejected the insurers’ arguments that their 
policies are not assignable because they contain affirmative covenants 
for the policyholder to cooperate with the insurer to defend against li-
ability to claimants and that the claims resolution process violates this 
duty of cooperation. It is unclear, however, under what circumstances a 
court might extend these decisions beyond the asbestos, mass or toxic 
tort contexts.

Vi. insurer insolvency and Potential Gaps in Coverage

Layering coverage from multiple carriers is an effective way to spread 
risk and increase coverage. The insured has some protection in the event 
that one of the carriers becomes insolvent. A single carrier is also pro-
tected against having to fund the policyholder’s entire insurable risk. 
Excess coverage over an insured’s primary policy is typically either: 
(1) a “follow form” policy containing the same terms as the underly-
ing coverage; or (2) an “umbrella” policy that may be broader than the 
underlying coverage.
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Layering coverage with several “follow form” policies may be a cost-
effective approach to structure a company’s risk protection. This struc-
ture, however, presents certain problems in the event that a low-level 
excess insurer becomes insolvent and the higher-level insurers use the 
failure of that insurer to fund its policy limits as a defense to coverage. 
For example, if an insured has $10 million in primary coverage limits, 
$5 million in first-level excess coverage and $5 million in second-level 
excess coverage, and if the first-level excess insurer becomes insolvent, 
the second-level excess insurer may assert that it has no coverage obli-
gations until the policyholder itself satisfies the “gap” in the first-level 
excess coverage by paying the limits of the first level excess policy.

Insolvent insurers are not eligible for relief under the Bankruptcy 
Code and instead are subject to state receivership or insolvency pro-
ceedings.105 The insured would have a claim for coverage in these pro-
ceedings, which—similar to chapter 11 proceedings—may result in a 
cents-on-the-dollar recovery. The insured would argue that its claim 
against the insurer in any such proceeding satisfies the first-level excess 
insurer’s funding obligations triggering the second-level excess cover-
age. The second-level carrier would argue that enforceable conditions 
precedent in its policy have not been satisfied and that it should not be 
forced to “drop down” to provide coverage. The dispute will primarily 
revolve around contract interpretation.

Nevertheless, and especially in bankruptcy, equitable arguments 
could also come into play. For example, the market in excess coverage 
is not designed for higher-level providers to assess the solvency of the 
lower-level insurers. In other words, a second-level provider sells cov-
erage to the insured on the insured’s risk profile, not the risk profile of 
the first-level insurer. As a result, the second-level provider’s coverage 
obligations should arguably be wholly independent of the first-level in-
surer’s ability to pay. On the other hand, the second-level excess insurer 
would argue that it expressly did not contract for coverage obligations 
below a certain threshold.

The bankruptcy of the insured will affect this dispute. The insurer 
will argue that the bankruptcy court should not re-write the policy. The 
debtor-insured will argue that the court should reject the inequitable 
denial of coverage, especially if total liability exceeds all policy limits. 
Specifically, the debtor will argue that the excess insurer is not harmed 
by being forced to drop down and that it would be an inequitable use of 
estate property to fill the gap in coverage when insurance proceeds were 
otherwise available.

Courts have varied in their response to these insurance “gap” issues and 
resolution of a particular case will likely depend on the specific contract 
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language at issue.106 If an excess policy is drafted with common “amounts 
recoverable” language (i.e., coverage is available for liability “in excess 
of the amount recoverable under the underlying insurance”), courts have 
found that the excess coverage does drop down.107 On the other hand, 
other courts have enforced policy language requiring the exhaustion of 
lower level policies. For example, the Seventh Circuit—focusing on the 
term “exhausted”—ruled that a policy did not drop down when it pro-
vided coverage “only in excess of and after all [underlying coverage] has 
been exhausted.”108 Unfortunately, courts may interpret similar clauses 
differently, meaning that outcomes are difficult to predict.109

Bankruptcy courts, as courts of equity, may be more sympathetic to 
the debtor-policyholder in a close case. However, insurance law is a 
matter of state law and the Supreme Court has recently suggested that 
bankruptcy courts, as non-Article III court, may lack the constitutional 
authority to adjudicate issues that primarily concern state law.110

Vii. Paid-loss retrospective Policies in Bankruptcy

Paid-loss retrospective policies, which generally include workers’ 
compensation policies, require an insured to fund a reserve balance to 
pay claims resolved by its carrier up to a certain threshold. Above that 
threshold, the carrier is obligated to provide coverage up to the policy 
limits. The size of the reserve—which may be secured by a letter of 
credit or other collateral—and the amount of additional premiums pay-
able by the insured are calculated in accordance with the policyholder’s 
evolving risk profile, which is usually re-set after the conclusion of each 
policy year. Policies also include “add-ons” pursuant to which the insur-
er, after it resolves a claim against the insured, will be eligible for com-
pensation from the insured in excess of the claim amount to account for 
administrative and other costs. Liability on a single claim, therefore, 
can harm an insured in several ways: (1) loss of reserve amount; (2) 
payment of add-ons; (3) potential for the insurer to raise the reserve re-
quirements; and (4) potential for the insurer to increase other premiums 
payable by the insured. This cascading liability may leave the insured 
financially vulnerable, especially if a demanded reserve increase trig-
gers a default in the insured’s credit facilities.

Under retrospective policies, the carrier (or a third party adjuster ap-
proved by the carrier) resolves claims against the insured (effectively 
with the insured’s money), while at the same time potentially profiting 
on account of the policyholder’s increased liability (in the form of ad-
ditional premiums and other charges). This practice has led some courts 
to recognize that an inherent conflict of interest exists and to scruti-
nize carrier-driven settlements to ensure that they are entered into in 
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the best interests of the insured.111 Specifically, in some states, insureds 
may bring breach of contract actions against their insurers forcing the 
insurers to demonstrate that their resolution of claims was based on 
due investigation, was reasonable and was undertaken in good faith.112 
Other jurisdictions, however, have rejected this cause of action leaving 
the insured with little recourse for the insurer’s actions.113

Viii. Conclusion

Insurance is often a critical asset of a company in financial distress. 
As set forth above, how a bankruptcy court will treat a debtor’s insur-
ance proceeds depends on the terms of the policy, the jurisdiction in 
which the case if filed, and the circumstances surrounding the filing. 
While bankruptcy law is still developing in this area, bankruptcy courts 
have already demonstrated that there is some degree of flexibility in 
employing the Bankruptcy Code to recognize the unique aspects of in-
surance coverage.
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State Farm’s motion to dismiss Dunlap’s claim. Ultimately, the Delaware Supreme Court 
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