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The bankruptcy automatic stay has 
an immediate and widespread 
impact on litigation activity involv-

ing a bankrupt debtor or its properties. 
The stay is binding in all courts, in all 
proceedings, in every jurisdiction. It is 
automatically triggered by the filing of a 
two-page bankruptcy petition, with no 
further action required. The stakes for 
violating the automatic stay are very 
high. Courts may award costs, dam-
ages and sometimes punitive damages 
against parties that violate the automat-
ic stay. For all these reasons, the auto-
matic stay poses extensive obstacles 
and challenges for commercial litiga-
tors. We discuss below the scope and 
limits of the automatic stay, from the 
perspective of a commercial litigator, 
and provide suggestions for navigat-
ing the stay to minimize disruption on 
pending litigation.

Stayed Acts

Section 362(a) of the Bankruptcy 
Code, the “automatic stay,” provides 
that a petition for bankruptcy “oper-
ates as a stay, applicable to all enti-
ties, of” various activities to collect 

debts of the debtor.1 Most critical in 
the commercial litigation context, 
those activities include commence-
ment or continuation of any action 
against the debtor that was or could 
have been commenced before the 
bankruptcy case.2 Broadly speaking, 
this provision freezes lawsuits pend-
ing at the time of the bankruptcy filing 
that name the debtor as defendant.

The bankruptcy filing and automatic 
stay stop the litigation against the 
debtor “in its tracks.”3 The debtor-

defendant will usually file a “Sug-
gestion of Bankruptcy”4 (or “Notice 
of Bankruptcy”5 or “Notice of Bank-
ruptcy and Effect of Automatic Stay”)6 
to inform the plaintiff and non-bank-
ruptcy court of the automatic stay’s 
application. With respect to litiga-
tion commenced prior to the debt-
or-defendant’s bankruptcy, the auto-
matic stay stays continuation of the 
action against, but does not dismiss, 
the debtor; thus, the non-bankruptcy 
court should place the action against 
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the debtor on the court’s suspense 
docket until the bankruptcy court 
resolves the claim, rather than dis-
miss the action.7 The automatic stay 
does not enjoin continuation of the 
litigation against a debtor’s non-
debtor co-defendants.8 Often, due 
to confusion about this issue, non-
bankruptcy judges will mistakenly 
stay the entire proceeding, preventing 
litigation against non-debtors.

Where the bankruptcy debtor is the 
plaintiff in pending litigation, the stay 
does not stop the action, nor does it 
enjoin the defendants from defending 
themselves.9 A bankruptcy debtor-plain-
tiff can sue a non-debtor in any court.10

Consequences of Violating the Stay

“In the Second Circuit, actions taken 
in violation of the automatic stay are 
generally void ab initio,”11 but more 
than that, commercial litigators should 
tread carefully because consequences 
for violations can be harsh.

Section 362(k) of the Bankruptcy 
Code, as interpreted by the Second Cir-
cuit, provides that an individual debtor 
(not a corporate debtor)12 injured by any 
willful violation of the automatic stay 
shall recover actual damages, including 
costs and attorney fees, and, in appropri-
ate circumstances, may even be granted 
punitive damages and compensation for 
emotional distress.13 Once a litigant or 
other creditor becomes aware that a 
debtor has filed for bankruptcy, any 
intentional act that results in a viola-
tion of the stay is “willful” for purposes 
of actual damages under the provision 
regardless of the violator’s subjective 
belief or intent.14 Maliciousness or bad 
faith warrants the additional imposition 
of punitive damages.15

Sanctions for violating the auto-
matic stay as to a corporate debtor 
are granted by way of the court’s 
contempt power combined with Bank-
ruptcy Code §105(a), which grants 
bankruptcy courts broad powers to 
issue any order that is appropriate 
to carry out the Bankruptcy Code.16 
To impose sanctions in this regard, 

a court must find either “malicious-
ness or lack of a good faith argument 
and belief that the party’s actions 
were not in violation of a bankruptcy 
stay.”17 Again, though, the litigant will 
fall into this category if it has notice 
of the bankruptcy filing and violates 
the automatic stay, or even fails to 
remedy an inadvertent violation after 
learning of the bankruptcy.18

In sum, if you receive notice that a 
defendant in your litigation filed for 
bankruptcy, and you nonetheless 
continue litigating against it (even if 
you have no intention to harm the 
debtor), you face serious risk of being 
sanctioned to pay fees, compensatory 
damages and, if the debtor is an indi-
vidual, also punitive damages.

Options and Alternatives

If you represent a plaintiff and a defen-
dant files for bankruptcy, you should 
immediately stop any further litigation 
activity and ensure that the presiding 
court is aware of the bankruptcy.

Your next step should be to consid-
er whether to try to seek bankruptcy 
court permission to continue the law-
suit as to the debtor-defendant not-
withstanding the automatic stay. That 
is called “relief from the automatic 
stay” and is governed by Bankruptcy 
Code §362(d). That section provides 
that the bankruptcy court shall grant 
relief from the automatic stay, which 
may come in the form of “terminating, 
annulling, modifying, or conditioning” 
the stay, and sets forth four distinct 
tests for courts to consider when 

faced with such a motion.19 Relevant 
to commercial litigation is the first, 
which provides that relief is granted 
“for cause.”20 The Bankruptcy Code 
does not define “cause.”21

Therefore, in determining whether 
“cause” exists, courts in the Second 
Circuit consider 12 factors articulated 
in In re Sonnax Industries (the Son-
nax factors): (1) whether relief would 
result in partial or complete resolu-
tion of the issues; (2) the lack of con-
nection with or interference with the 
bankruptcy; (3) whether the litigation 
involves the debtor as a fiduciary; (4) 
whether a specialized tribunal with 
the necessary expertise has been 
established to hear the litigation; 
(5) whether the debtor’s insurer 
has assumed full responsibility for 
defending the action; (6) whether the 
action primarily involves third par-
ties; (7) whether litigation in another 
forum would prejudice the interests 
of other creditors; (8) whether the 
judgment claim arising from the other 
action is subject to equitable subordi-
nation; (9) whether the movant’s suc-
cess in the litigation would result in a 
judicial lien avoidable by the debtor; 
(10) the interests of judicial economy 
and the expeditious and economical 
resolution of litigation; (11) whether 
the parties are ready for trial in the 
litigation; and (12) the impact of the 
stay on the parties and balance of 
harms.22 Not all Sonnax factors will 
be relevant in every case, and “cause” 
is broad, flexible and determined on 
a case-by-case basis.23

Generally, stay relief must be sought 
by notice and motion, although ex 
parte relief is available in limited cir-
cumstances.24 The litigant moving for 
stay relief bears the initial burden to 
demonstrate that cause exists under 
the Sonnax factors.25 Where the mov-
ing party is unsecured, as a commer-
cial litigant usually will be, the poli-
cies underlying the stay weigh against 
granting relief, with some courts going 
so far as to state that “extraordinary 
circumstances” must exist for the stay 
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to be lifted.26 A bankruptcy practitio-
ner, especially one familiar with the 
presiding bankruptcy judge, may be 
able to give you a good sense of the 
likelihood of stay relief being granted.

Where the debtor-defendant is 
the only defendant, seeking stay 
relief may be your only option for 
continuing the existing suit because 
the stay freezes the entire action. If 
you decide not to seek stay relief (or 
seek it but are denied), then your only 
available remedy is to file a proof of 
claim in the debtor-defendant’s bank-
ruptcy case asserting the litigation 
claim (unliquidated or contingent 
claims may be asserted), taking care 
to have the proof of claim received 
before the general bar date in the 
bankruptcy, which should be noticed 
to all creditors. If the debtor objects 
to the claim and the parties cannot 
settle, the bankruptcy court will, in 
most circumstances, conduct trial to 
estimate the claim.27 Getting to adju-
dication could take years, especially 
in a large bankruptcy case.

Where other defendants exist in your 
lawsuit, you also have the option of 
dismissing the debtor-defendant from 
the lawsuit, proceeding with the litiga-
tion as to the other defendants and 
never filing a proof of claim against the 
debtor. That route may have a strong 
tactical advantage. While a plaintiff 
cannot continue litigation against a 
defendant that files for bankruptcy, 
the automatic stay generally permits 
a plaintiff to take third-party discovery 
from a bankruptcy debtor.28 By dis-
missing the debtor-defendant from the 
lawsuit and not pursuing any claims 
against it in the bankruptcy, you open 
the door for seeking discovery from 
the debtor-defendant to help pros-
ecute claims against the other defen-
dants. This strategy is especially useful 
where a debtor-defendant is deeply 
insolvent and judgment proof, yet 
has books and records that are key 
to your suit. (A bankruptcy practitio-
ner may be able to provide a sense of 
the debtor-defendant’s ability to cover 

a judgment, based on certain public 
financial filings the debtor is required 
to make at the onset of the bankrupt-
cy.29) Where the likelihood of collecting 
from the debtor-defendant is so low, 
you do not give up much by dropping 
claims against it, but you then pick 
up substantial benefit by being able 
to subject it to third-party discovery.

Conclusion

In sum, the automatic stay poses 
huge obstacles for commercial liti-
gators. Upon a bankruptcy filing, 
the stay immediately, automatically 
halts continuation or commencement 
of civil actions against the debtor. 
Sanctions for violation are potentially 
steep and may be imposed as long as 
the violator knows about the bank-
ruptcy. Thus, the best practice for a 
commercial litigator when a defen-
dant files for bankruptcy is to halt all 
litigation, to explore the possibility 
of seeking stay relief from the bank-
ruptcy court, to consider dismissing 
the debtor from the lawsuit in order 
to seek third-party discovery from the 
debtor and/or to determine whether 
to file a proof of claim in the bank-
ruptcy. Above all else, commercial 
litigators should exercise caution 
and err on the side of restraint when 
navigating the automatic stay given 
the consequences that are potentially 
at stake.
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