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Southern District Establishes
Standards for ‘Good Faith’ Participation
in Court-Ordered Mediation
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The A.T. Reynolds & Sons, Inc. decision reverses the bankruptcy court’s order holding the secured lender
in the underlying bankruptcy proceeding, and its counsel, in contempt for failing to mediate in good faith
and imposing sanctions upon them. The decision not only vindicates the lender and its counsel for its “no
pay” position taken at the mediation, but also articulates a clear and objective standard for parties’ future
“good faith” participation in a court-ordered mediation.
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he U.S. District Court for the Southern District
T of New York issued a significant decision on

March 18, 2011, that elucidates a standard for
what constitutes good faith participation in a court-
ordered mediation. The A.T. Reynolds & Sons, Inc.!
decision reverses the bankruptcy court’s order holding
the secured lender in the underlying bankruptcy
proceeding, and its counsel, in contempt for failing
to mediate in good faith and imposing sanctions upon
them. The district court’s decision not only vindicates
the lender and its counsel for its “no pay” position
taken at the mediation, but also articulates a clear
and objective standard for parties’ future “good faith”
participation in a court-ordered mediation.

Background

Alternative dispute resolution has long been available
as a timely and cost effective alternative to litigation.
Typically, contract parties would include arbitration
provisions in their agreements if they wished to avoid
having disputes determined by the courts. At times,
even absent a valid arbitration clause, parties would

While parties to a mediation are required to have “settlement authority” and
must participate in the mediation in good faith, failure to reach a settlement
does not demonstrate bad faith or lack of settlement authority, for the ultimate

authority in a case belongs to the parties.

consent to submitting a dispute to a neutral party
either to assist the parties in reaching a compromise
or to serve as an arbiter and render a determination.

On November 10, 1993, then-New York Southern
District Chief Bankruptcy Judge, Burton R. Lifland,
issued General Order M-117, which established proce-
dures for court-ordered mediation. With this order,
the Southern District Bankruptcy Court commenced
a process whereby parties could voluntarily submit to
mediation, any party could bring a motion requesting
mediation, or the court, on its own motion, could direct
parties to mediation.? This early procedure for court-
ordered mediation has now become the standard in
most bankruptcy courts as well as in courts of general
subject matter jurisdiction.

Section 3.2 of General Order M-117 (and each
of its subsequent iterations) provided, in part, “The
mediator shall report any willful failure to attend or
participate in good faith in the mediation process or
conference. Such failure may result in the imposition of
sanctions by the court.” Standards for participating “in
good faith” were not established. While General Order
M-117 and its progeny do not provide a definition of
“good faith,” Black’s Law Dictionary (at the time it was
issued) defined “good faith” as:

An intangible and abstract quality with no technical
meaning or statutory definition, and it encompasses,
among other things, an honest belief, the absence
of malice and the absence of design to defraud or to
seek an unconscionable advantage, and an individual’s
personal good faith is a concept of his own mind and
inner spirit and, therefore, may not conclusively be
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determined by his protestations alone... In common
usage this term is ordinarily used to describe that state
of mind denoting honesty of purpose, freedom from
intention to defraud, and, generally speaking, means
being faithful to one’s duty or obligation.?

A number of commentators have noted the partic-
ular difficulties in defining “good faith” in the context
of mediation.* Although parties directed to participate
in court-ordered mediation are obligated to participate
in good faith, they are neither obligated to make any
offer to pay money nor to accept any offer.> The pres-
ence of a corporate representative is the cornerstone
of good faith participation in mediation.® For mediation
to work, the corporate representative must have the
authority and discretion to change his or her opinion
in light of the statements and arguments made by the
mediator or the opposing party.”

While parties to a mediation are required to have
“settlement authority” and must participate in the
mediation in good faith, failure to reach a settlement
does not demonstrate bad faith or lack of settlement
authority, for the ultimate authority in a case belongs
to the parties.®

Courts have generally found a lack of good faith
only where parties failed to attend or failed to provide
pre-mediation statements, while rejecting allegations
of bad faith in all other situations.®

Based on the mediator’s report, the bankruptcy court sua sponte issued an
order to show cause why the lender should not be sanctioned for failure to
comply with the mediation and scheduled an evidentiary hearing to be held

on December 31, 2009.
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A court has authority to press for a settlement
between litigating parties only to the extent that “a
court can require parties to appear for a settlement
conference, and impose sanctions pursuant to Rule
16(f) [of the F.R.C.P.] if a party fails to do so0."1°

The Second Circuit has held that a party is “free to
adopt a ‘no pay’ position” at a mediation.!* Allegations
of a lack of good faith in reported cases have gener-
ally fallen into one of five categories: 1.) failure to
attend; 2.) failure of an organizational party to send a
representative with sufficient settlement authority; 3.)
inadequate preparation for the mediation, including the
failure to have submitted a pre-mediation statement;
4.) insufficient efforts to resolve the matter, including
the failure to make a suitable offer or any offer at all,
making inconsistent legal arguments, not providing
requested documents or unilateral withdrawal from the
mediation; and 5.) miscellaneous allegations, including
failure to sign a mediated agreement or engaging in
unspecified bad-faith behavior.'?

Underlying Action

The underlying case!® began on uncommon terms in
December 2008 as the debtor filed its Chapter 11 peti-
tion without notice to its secured lender, and continued
to operate for a brief period of time before the lender
learned of the filing only because of a newspaper article
that mentioned it. Despite the unconventional filing,
the lender provided use of cash collateral to an “unde-
serving” debtor* and acquiesced to use of cash collat-
eral at times often in excess of the formulas contained
in the various orders — generally upon the coaxing of
the bankruptcy court. The debtor’s assets were sold in
a bankruptcy sale conducted in March 2009.

After the sale was approved by the bankruptcy
court, the lender accepted the net proceeds and the
reality that it would not recover the full amount of its
loan and considered itself out of the case. However,
in August 2009 (six months after the lender’s exit),
a dispute for unpaid wages arose between the debtor
and the purchaser. At a hearing on this dispute
between the debtor and the purchaser, the attorney
for the purchaser claimed he had a “theory” under
which the lender might be liable to pay the wages and
asked the bankruptcy court to direct the parties to
mediation. Although no adversary proceeding had been
commenced against the lender and no motion for relief
was brought against the lender, the bankruptcy court
nonetheless ordered the debtor, the purchaser, the
financial advisor to the debtor, counsel to the Official
Committee of Unsecured Creditors and the lender to
attend the mediation.

As the lender had believed that its interest in the
case terminated upon the sale and expiration of the
cash collateral order and, as a result, had not moni-
tored the proceedings that followed such events, it
contacted the mediator in an attempt to determine
the issues to be discussed at the mediation so that it
could prepare for the mediation and draft its required
pre-mediation statement. In response, counsel for the
debtor responded with a list of enumerated items with
the catch-all provision of “any other issues anyone
wants to discuss.” While expressing its concerns over
mediation with no boundary lines, the lender never-
theless submitted its pre-mediation statement and
attended the mediation.

After listening to the parties at the mediation
and weighing their positions, the lender asserted its
position that it was not liable for any of the amounts
claimed by the purchaser or the debtor. This prompted
the mediator to hold several side sessions with the
lender, but was unable to persuade the lender that it
was subject to any liability. Claiming that the lender did
not go through a “risk analysis,” the mediator reported
to the bankruptcy court that the lender was not partici-
pating in good faith.

Based on the mediator's report, the bankruptcy
court sua sponte issued an order to show cause why
the lender should not be sanctioned for failure to
comply with the mediation and scheduled an eviden-
tiary hearing to be held on December 31, 2009 (yes,
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New Year's Eve). After declining the requests of all
of the parties to adjourn the hearing, the bankruptcy
court conducted a contentious evidentiary hearing on
New Year’s Eve day, where it accepted affidavits and
heard testimony from the mediation parties.

Following the hearing, the bankruptcy court issued
a memorandum decision and order holding that the
lender did not participate in “good faith” at the media-
tion because it 1.) did not engage in risk analysis “that
is fundamental to mediation,” 2.) failed to send a repre-
sentative with settlement authority, to among other
things “enter into creative solutions,” and 3.) “sought
to control the procedural aspects of the mediation.”

The bankruptcy court concluded that mediation is
a process controlled by the mediator, in which “risk-
analysis” and “discussion” are essential elements, and
held that, “where a party is ordered to participate in
mediation, the party fails to comply with the order
when it does not engage in the process of mediation,
which entails consideration of the other parties’ argu-
ments.”’ In light of these findings, the bankruptcy
court held the lender and its counsel in contempt and
imposed sanctions upon them for their violation of the
mediation order.

The lender immediately appealed the bankruptcy
court’s decision to the United States Southern District
of New York. On March 18, 2011 the district court
issued its decision.

Stay tuned for part two of this article, which will
delve into the Southern District’s decision and discuss
its implications on court-ordered mediation. abfy
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EDITOR'S NOTE: This is the first part of a two-part article
offering an insider’s view of In re A.T. Reynolds & Sons,
Inc. Part two will appear in ABF Journal’s September
2011 edition, and will discuss the decision rendered in
this case and its implications on court-ordered mediation.
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Federal Rules of Bankruptcy Procedure.
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