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n arecent ABI Journal article,” Edwin
IHarron and Sara Beth Kohut argued

that In re Leslie Controls Inc.’ “adds
to the growing precedent in the Third
Circuit that effective insurance-neutrality
provisions will deprive a debtor’s insurer
of standing to object to a plan of reorga-
nization proposed pursuant to 11 U.S.C.
§ 524(g).”* The authors apparently sub-
mitted their article before all of the case
proceedings were completed because
later developments show that a much
different lesson should be gleaned from
it. Specifically, relying on debtor-pro-
posed “insurance neutrality” language
as a means of “streamlining” the road to
plan confirmation by eliminating insur-
ers’ participation in the bankruptcy court
can have precisely the opposite effect.
Instead of clearing the path to a quick
exit from bankruptcy, “insurance neu-
trality” provisions that are foisted on
insurers over their objection can actually
extend a debtor’s tour in bankruptcy. In
short, “insurance neutrality” provisions
are most effective when they are negoti-
ated and agreed to by all of the parties,
including insurers, based on the facts and
circumstances of the case at hand.

Asbestos Claims Leading

to Leslie’s Bankruptcy Case
Leslie began facing increasing num-
bers of asbestos personal-injury claims

T Crowell & Moring represents one of the insurers involved in the Leslie
case.
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after the “bankruptcy wave” in 2000-01,
when many of the major asbestos defen-
dants sought chapter 11 relief and thus
could no longer be sued in the tort sys-
tem.” Working with its insurers, Leslie
successfully defended against a vast
majority of those claims.® Discovery
in the bankruptcy case established that
Leslie’s insurers paid the lion’s share of
the company’s defense and settlement
costs and that no tort claim was settled
without the insurers’ agreement. (Leslie
paid a share of the costs to account for

filed the reorganization plan that it
had negotiated pre-petition.

The cornerstone of Leslie’s plan was
the issuance of a “channeling injunction”
pursuant to § 524(g) of the Bankruptcy
Code, which would “channel” all current
and future asbestos claims into a trust
for payment.’ Leslie’s trust contribu-
tion included its rights to proceeds from
insurance policies and settlement agree-
ments.'’ The trust would resolve asbestos
claims pursuant to a matrix contained in
the trust distribution procedures (TDP),
which set forth medical and exposure
criteria and scheduled values for various
disease levels. The trustees of the trust
would be vested with exclusive author-
ity to resolve asbestos claims; the insur-
ers who had been defending Leslie in the
tort system pre-petition had no role in
the resolution of claims.'! Leslie’s insur-

Insurance Issues

the shares of insolvent insurers or insur-
ers with whom it had settled.) Leslie and
its insurers mounted a strong defense
to the claims and resolved many claims
without any payment at all.

However, because of the asserted
“substantial” cost of defending against
asbestos claims and a “declin[ing]”
amount of available insurance cover-
age (due to the actual or impending
exhaustion of some of its coverage),’
Leslie decided to enter into pre-peti-
tion negotiations with representatives
of holders of asbestos claims and
a putative representative for future
asbestos claimants (FCR) to formu-
late a reorganization plan that would
permanently resolve Leslie’s asbestos
liabilities.® On July 12, 2010, Leslie
commenced its bankruptcy case and

Dkt. No. 173 (“Disclosure Statement”) at 6.
Disclosure Statement at 5, 6.
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ers were not asked to participate in any
of the plan negotiations, including the
negotiations relating to the TDP.

Confirmation Objections
and “Insurance Neutrality”

Several of Leslie’s insurers objected
to confirmation of the plan.'> Among
other things, they argued that the plan
violated their contractual rights under
the policies to participate in the defense
and to control the settlement of asbestos
claims they would be called upon to pay.
This was significant, the insurers argued,
because confirmation of the plan and
approval of the TDP would result in the
insurers having to pay more, and sooner,
than they would have had to pay in the
tort system. In part, this was because
the TDP valued claims at nearly double

9 Dkt. No. 172, at § 4.4, 9.3(a)(31).

10 pit, No. 382.

11 Dkt. No. 172, at Exh. C. (TDP) at 1; TDP § 5.2.
12 See Dkt. Nos. 268, 270, 271, 272, 278 and 294.
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Leslie’s historical settlement values for
similar claims. In addition, it contained
lax exposure and medical criteria that
would have resulted in the payment by
the trust of some claims that would not
have been paid in the tort system. The
upshot, according to the insurers, was
that Leslie’s coverage would have been
consumed more rapidly, causing Leslie’s
excess insurers to begin paying claims
much sooner than they would have
expected to pay had the claims remained
in the tort system. The insurers designat-
ed several experts to provide supporting
testimony, and through document dis-
covery and depositions developed evi-
dence to support their objections.

Shortly before the confirmation
hearing was scheduled, Leslie (joined
by the committee and FCR) moved to
strike the insurers’ objections, argu-
ing that the insurers lacked standing
because the plan contained “insurance
neutrality” language that had been
agreed to among Leslie, the commit-
tee and the FCR, but without any input
from the insurers."” Leslie claimed that
the “insurance-neutrality” provision
was “modeled after” language suppos-
edly “required by” the Third Circuit in
Combustion Engineering,"* except that
Leslie had revised the language suppos-
edly to “broade[n]” the protections such
language afforded to the insurers.'® In
Combustion Engineering, an asbestos
bankruptcy case, the Third Circuit had
held under the facts of that case that
certain “insurance neutrality” language
added to the plan meant [that] the insur-
ers there lacked “appellate standing.”'®

Specifically, the Combustion
Engineering court had examined wheth-
er that plan “diminished” insurers’ rights
or “increase[d] their burdens,” and found
that “[s]o long as claims are paid in a
manner consistent with the rights and
conditions set forth in the [insurers’] pol-
icies, the [insurers] are not ‘aggrieved’
for purposes of bankruptcy appellate
standing.”"” The Third Circuit further
found that insurers were not “aggrieved”
by plan provisions excluding them from
participating in the resolution of asbestos
claims by the trust, based on the bank-
ruptcy court’s finding that insurers did
not have that right pre-petition.'®

13 See Dkt. No. 284. Leslie also moved to exclude certain insurers’ experts,
Dr. Charles Mullin and Prof. George Priest. See Dkt. Nos. 337, 338.

14 See In re Combustion Eng’g Inc., 391 F.3d 190, 217-18 (3d Cir. 2004).

15 See Dkt. No. 284 at 5.

16 combustion Eng’g, 391 F.3d at 217. The Third Circuit emphasized that
appellate standing is not as broad as bankruptcy court standing. See id.
at214n.5.

17 19, at 217.

18 g, (citing In re Combustion Eng’g Inc., 295 B.R. 459, 473 (Bankr. D.
Del. 2003)).

The insurers objected to Leslie’s
motion to strike, explaining that the plan
would harm their pecuniary interests if
it were confirmed and that the plan’s
“insurance neutrality” did not adequately
protect insurers." The insurers explained
that whether the plan is “insurance neu-
tral” presented factual issues that the
bankruptcy courts could consider only
after hearing the fact and expert evidence
that the insurers planned to adduce at the
confirmation hearing.”

At the outset of the confirmation
hearing, Hon. Christopher S. Sontchi
heard argument on the motion to strike
and acknowledged that whether a plan is
“insurance neutral” “has to be judged on
the facts of th[e] case,” a determination
that requires the court to consider not
only “the plan provisions themselves,”
but also “the particular facts that the
Court had in front of it.”?' Thus, the
court said, “I don’t think the Combustion
Engineering language in front of the
Third Circuit was magic words.”?*
Notwithstanding the acknowledged
importance of “facts” and “context,” and
without hearing any evidence or consid-
ering any facts or the context in which
Leslie’s plan had been negotiated, the
court concluded that Leslie’s proposed
insurance-neutrality provision was suf-
ficient to protect the insurers’ interests,
and therefore the insurers lacked stand-
ing to object to the plan.” The court thus
entered a confirmation order (the “first
confirmation order”) without consider-
ing the insurers’ objections or explaining
why the insurance-neutrality language
proposed by Leslie was, in fact, suffi-
cient to protect the insurers.*

The following is where the previous
article left off. Based on the entry of
the first confirmation order, the authors
concluded that the Leslie case provid-
ed valuable lessons about the ability
to use insurance-neutrality language
over insurer objections to cut off insur-
ers’ standing, but the entry of the first
confirmation order is not the end of the
Leslie story.

Negotiated Insurance-
Neutrality Provision

The insurers appealed the first con-
firmation order to the district court,
arguing that the bankruptcy court com-
mitted reversible error by (1) refusing to
permit the insurers to participate in the

19 See Dkt. No. 343; Insurance Neutrality at 33.

20 g, at 23,

21 Dit. No. 381 (transcript of Oct. 26, 2010, hearing) at 47.
22 g at 47:20-22.

23 /g, at 47:13-48:13.

24 Dit. No. 382.

confirmation hearing or present evidence
to support their standing, (2) failing to
explain why the insurance-neutrality lan-
guage that it approved was, in fact, suf-
ficient to protect the insurers’ interests
from harm, and (3) finding that the plan
was “insurance neutral” notwithstanding
the myriad flaws and omissions in the
insurance-neutrality provision approved
by the court.”

After the appeal was fully briefed,
but before the scheduled oral argument
in the district court, Leslie and the other
plan proponents agreed to significant
modifications in the plan’s insurance-
neutrality provision in exchange for the
insurers withdrawing their appeal and
their objections to confirmation of the
plan. Among the changes was the addi-
tion of provisions that negated the accel-
erated effect on the insurers of the TDP’s
inflated underlying claim payments.*
Other provisions clarified that the TDP,
plan and confirmation order could not be
used in post-bankruptcy coverage litiga-
tion to support arguments that the TDP
and plan, or claims resolved pursuant to
those documents, should be deemed to
be reasonable settlements that the insur-
ers could be required to indemnify.”

After the insurers, Leslie and other
plan proponents agreed to the new
insurance-neutrality provision, the
district court remanded the insurers’
appeal of the first confirmation order so
that the bankruptcy court could, in the
first instance, review and approve the
revised plan and the negotiated insur-
ance-neutrality amendments, and then
incorporate the parties’ agreements into
a new confirmation order.”® The court
approved the modified plan and entered a
new, superseding confirmation order on
Jan. 18, 2011 (the “second confirmation
order”),” which specified that, unlike the
case with the first confirmation order,
the bankruptcy court was not determin-
ing “any issue relating to the insurers’
standing or whether the [revised plan]
is ‘insurance neutral.””*® On Feb. 9, the
district court affirmed the second con-
firmation order and issued the § 524(g)
channeling injunction.”

Conclusion
In light of the event’s subsequent
entry of the first confirmation order, it

25 See Dkt Nos. 1, 2, In re Leslie Controls Inc., No. 1:10-cv-01002-JBS (D.
Del. Nov. 22, 2010).

26 pit. No. 505 at § 10.4.

27 1q. See also Dkt. No. 503 at 37-38, 9] 23.

28 pit. No. 503 at 56, 1 68.

29 pit. No. 503.

30 pit. No. 503, at 55, 9 66.

31 Dkt. No. 21, In re Leslie Controls Inc., No. 11-mc-00013-JBS (D. Del.
Feb. 7, 2011).
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cannot accurately be said that the bank-
ruptcy court’s findings regarding insur-
er standing in the context of that order
are somehow precedential or even sug-
gestive of what may be required to ren-
der a plan “insurance neutral.” Indeed,
before the district court could rule on
insurers’ appeal of that very issue, the
parties reached agreement on complete-
ly different “insurance-neutrality” lan-
guage, and the district court remanded
the appeal to the bankruptcy court. As
a matter of law, there can be only one
operative order confirming a chapter
11 plan, and in Leslie’s case, that order
was the second confirmation order,
which specifically provided that the
bankruptcy court was not determining
any issue regarding insurers’ standing
or “insurance neutrality.”

In light of these subsequent develop-
ments, it is simply not accurate to assert
that Leslie provides “further guidance on
Third Circuit precedent with respect to
insurance neutrality.”** Nor can it plau-
sibly be argued that the superseded first
confirmation order provided support for
arguments that insurers lack standing in
other asbestos bankruptcy cases. Indeed,
the most important lesson to be learned
from the Leslie case is that the best
course for asbestos debtors who wish
to rely on “insurance-neutrality” provi-
sions to speed their exit from bankruptcy
is to negotiate agreed language with their
insurers based on the facts and issues
raised in each particular case. M

Reprinted with permission from the ABI
Journal, Vol. XXX, No. 5, June 2011.
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