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Broadly Defined:

• Lender liability claims are brought by 
the borrower or other third parties 
against the lender and include such 
common-law based actions as tortious 
interference, breach of contract and 
misrepresentation. In addition to the 
UCC, the lender is also subject to state 
and federal laws, such as securities 
and environmental laws
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Lender Liability

Common Claims:
• Undue lender control over management or day-to-day 

operations of the real property.
• Tortious interference with contractual relations 

(particularly with tenants).
• Improper default.
• Violation of statutory requirements. 
• Breach of the implied covenant of good faith and fair 

dealing.
• Oral waiver or modification of loan requirements.
• Other inequitable conduct.
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Lender Liability

Equitable Subordination:

• Under the doctrine of equitable subordination, a 
bankruptcy court can lower a claim's priority and delay 
its payment until other creditors are paid. This requires 
a showing that the creditor:

• Exercised an unreasonable level of control over the 
debtor and its business.

• Committed inequitable or wrongful conduct, such as:
• fraud;
• illegality; or
• breach of fiduciary duties.
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Lender Liability

Consequences of Equitable Subordination:

• Equitable subordination can result in the lender's 
claim being either:

• Subordinated to trade creditors.
• Treated like other unsecured claims
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Strategies in Foreclosure 
Pre and Post Bankruptcy

Overview

Foreclosures can be judicial, non-judicial or a “hybrid.” For instance, California allows
for non-judicial foreclosure when the deed of trust or mortgage includes the power to well by a
trustee to sell, but if used, the lender waives the right to pursue a deficiency. In jurisdictions where a
trustee is allowed to sell a property in foreclosure, his or her powers and duties are provided by the
deed of trust or mortgage, and by the statute in that state.

As a practical matter, for non-judicial foreclosures, that means that the trustee is
empowered to sell the owner’s/borrower’s real estate without any grant of authority or supervision
by any court. While the duties set forth in the deed of trust and the foreclosure statute focus on the
requirements for advertisement of the sale and the notice to be provided to the owner, borrower,
guarantor (if any) and junior lienholders, in virtually every jurisdiction, courts have found that a
trustee owes a fiduciary duty to both the lender and the borrower. A trustee acts as an intermediary
who stands between the lender and the borrower and their competing interests.

The responsibilities of a trustee provide a borrower with the opportunity to try to stop
a sale or rescind it after it has occurred. Challenges can also be made if notice and advertising are
not done in accordance with the documents, and the applicable statute. If rescission of the sale is not
available, there may be claims for monetary damages. Of course, filing for bankruptcy prior to a
foreclosure sale will stop the sale, and is the safest strategy for a borrower.
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Judicial Foreclosure Nonjudicial Foreclosure

States that predominantly use this type
of foreclosure

Connecticut, Delaware, District of 
Columbia, Florida, Hawaii, Illinois, 
Indiana, Iowa, Kansas, Kentucky, 
Louisiana, Maine, New Jersey, New 
Mexico, New York, North Dakota, Ohio, 
Oklahoma, Pennsylvania, South Carolina, 
Vermont, and Wisconsin

Alabama, Alaska, Arizona, Arkansas, 
California, Colorado, District of 
Columbia, Georgia, Idaho, Maryland 
Massachusetts, Michigan, Minnesota, 
Mississippi, Missouri, Montana, 
Nebraska, Nevada, New Hampshire, 
North Carolina, Oregon, Rhode Island, 
South Dakota, Tennessee, Texas, Utah, 
Virginia, Washington, West Virginia, and 
Wyoming

Officials typically involved Courts Trustee and Commissioner of Accounts

Typical loan document Mortgage Deed of Trust with a power of sale clause

Timeline to complete  foreclosure Months to years Usually less than six (6) months 

Right to cure/reinstate Depends on the state Depends on the state

Redemption period after sale Depends on the state Depends on the state

Deficiency judgment available Depends on the state Depends on the state
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Foreclosure and Non-Bankruptcy Strategies

To understand how a trustee can avoid a foreclosure sale being challenged and the corresponding
opportunities/strategies available to a borrower facing foreclosure, it is important to review a trustee’s duties under
the deed of trust and the relevant statute. Likewise, in a judicial foreclosure state, the statute and deed of trust will
delineate the procedure and the lender’s responsibilities.

There are several steps in the foreclosure process – meeting pre-conditions to foreclosure (including
compliance with referenced regulations), complying with notice and advertising requirements, and proper
implementation of the foreclosure sale – which must be followed by a lender or trustee. An error can provide a
corresponding opportunity for a borrower to block or rescind a sale – or to recover monetary damages for non-
compliance with the terms of the deed of trust or the relevant statute.
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Items to be Reviewed for 
Compliance with Foreclosure Statute 

and Deed of Trust or Mortgage

12



A. Who can be a trustee?
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B. Are there restrictions on interaction

between a trustee and the lender?
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C. Have the conditions precedent to
foreclosure been met? 

Deed of Trust or Mortgage

1. Has there been a default which allows foreclosure? Depending on
the language of the deed of trust, it may not be enough that the
borrower has simply not made the monthly payments.

2. Is a pre-acceleration notice required?  Some deeds of trust require
notice of default before acceleration.1

1 In Bayview Loan Servicing, LLC v. Simmons, 275 Va. 114, 654 S.E.2d 898 (2008), the deed of trust provided that prior to
acceleration, a notice of default had to be sent by hand delivery or certified mail and it needed to include what had to be done to cure
the default. At trial, the lender could not prove it had sent the “pre-acceleration notice” by personal delivery or certified mail and the
Virginia Supreme Court affirmed an award by the trial court of $156,809.46 in damages against the lender which represented the
difference between the “fair market value” of the property ($358,000), and what it brought at the foreclosure sale ($172,000).
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D. Have State Statutory Preconditions

(if any) Been Met?
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E.  Have Federal Regulations Been Met?
If a deed of trust or mortgage incorporates federal regulations by reference, there can be additional 

requirements including:

• “Pre-acceleration notices”
• Face-to-face meetings 
• Providing opportunities to modify or refinance.  

One example is illustrated in Mathews v. PHH Mortgage Corp., 283 Va. 723, 724 S.E.2d 196 (2012),
the indebtedness secured by the Deed of Trust was insured by the Federal Housing Authority under
regulations promulgated by the Secretary of Housing and Urban Development (“HUD”) under the
National Housing Act, 12 U.S.C. §§ 1701-1750jj, and codified in Part 203 of Title 24 of the Code of
Federal Regulations. Even though Mathews was admittedly many months in arrears, the HUD regulations
required a “face-to-face meeting” – or a reasonable attempt to arrange one - by the lender with the
borrower prior to initiating the foreclosure sale.
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The Foreclosure Sale: Required Notices and Advertisement

Once the conditions precedent to initiating a foreclosure are met, the
lender (judicial foreclosure state) or trustee (non-judicial foreclosure
state) needs to comply with notice and advertisement requirements
before the property can be sold at a foreclosure sale. While largely
ministerial, the requirements for notice and advertisement of the sale
require strict compliance with the terms of the deed of trust or mortgage
and the minimum requirements set forth in the applicable statute.
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Practice Points in Sending Notices

1. Notice to borrower(s) and junior lienholders – send notice to any and everyone
who may have an interest in the property – be over-inclusive.

2. If there is a tenant in the property (a possessory interest), send the tenant a notice.

3. Send via the method required in the deed of trust or mortgage and statute – when
in doubt, send multiple ways; to ensure receipt send by FedEx or other similar
delivery method (No one picks up a certified letter!).

4. Make sure the notice includes all language and information required by the
documents and statute.

5. Make sure there is compliance with the timeframes included in the documents
and statute.
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Advertising the Foreclosure Sale

Most deeds of trust and mortgages provide details about 
what advertising is to be done.  In the absence of detail in the 
document, the applicable state statute will provide the minimum 
requirements.  

It is important that the requirements under the deed of trust 
meet or exceed the minimum requirements for advertising set 
forth in the relevant statute.
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Consequences of Failure to Provide Proper Notice
or to Properly Advise

The consequences for the failure to provide proper notice or
to advertise are generally set forth in the state statute. Generally
speaking, the consequences for failure to advertise is more
significant than a failure to provide proper notice although it can
include making the sale void, voidable, and/or allowing for a
claim for damages from the trustee or lender.
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Conduct of the Foreclosure Sale

If the Lender has a representative present (other than the Trustee), the Lender’s
representative may bid for the Lender, even bid competitively against other bidders.
In most jurisdictions, the Lender does not have to have a representative there to bid
for it, the Lender may, instead, give the Trustee “written one-price bids.”

In some jurisdictions, a trustee cannot advise the Lender as to what amount the
Lender can, or should, bid for the property. For instance, if they do so in Virginia, it
makes the foreclosure sale voidable under Va. Code § 64.2-1423(A).

A foreclosure sale should always be conducted at the place, date and time
included in the notice to the borrower and junior lienholder and in the sale ad. A sale
should be postponed if there are any irregularities or inconsistencies in the notices or
ad.

A trustee should not accept any bids which come from a person or entity related
to himself or herself.
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Trustee’s Fiduciary Duty When Conducting a Foreclosure Sale

A foreclosing trustee’s fiduciary duty under the laws of non-judicial foreclosures
has been a matter of debate for some time which was rekindled with the economic
downturn in 2008 and the resulting flood of foreclosures.

Trustees and lenders in Virginia have argued that the trustee’s duties are
confined to the express language contained within the “four corners” of the deed of
trust, with the statute providing minimum standards. However, there is a long line of
cases which confirm that there are additional duties owed by a trustee beyond those
specifically stated in the deed of trust.

In 1888, the Virginia Supreme Court held that a trustee acting under a deed of
trust is a fiduciary of both the creditor and the debtor and is bound to act impartially
between them, and similarly owes a duty to both parties to obtain the best price for
each piece of property upon which he forecloses. Muller’s Adm’r v. Stone, 84 Va. 834
(1888).
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Facts from a Real Case

In Crosby v. ALG Trustee LLC, 296 Va. 561 (2018), the Virginia Supreme Court
reversed the trial court’s decision in sustaining a demurrer to a breach of fiduciary
duty claim, The Court noted:

The requirement of impartiality means that a trustee under a deed of 
trust must balance the conflicting positions of the creditor and debtor 
such that a benefit to one cannot come at a disproportionate expense 
of the other. 

Id. at 569

Crosby v. ALG Trustee et al, 296 Va. 561 (Va. 2018): The granting of a demurrer on
borrower’s complaint alleging breach of trustee’s fiduciary duty for breach of
impartiality in accepting a grossly inadequate price, was reversed on appeal with the
Court recognizing duties beyond the “four corners” of the deed of trust.
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Finality of Foreclosure Sales

Abdelhaq v. Pflug, 82 B.R. 807 (E.D. Va. 1988)

In this case, the debtors appealed the decision of the United States Bankruptcy Court for the Eastern District of
Virginia, granting the trustee relief from stay with respect to settlement of a foreclosure sale of condominium units
holding that a foreclosure sale occurring prior to the filing of a bankruptcy petition cuts off the debtor’s interest in
the foreclosed property and that the sale of the property extinguishes the debtor’s equitable interest absent a
showing that the sale process was deficient. Once the auctioneer’s hammer fell and a memorandum of sale was
signed, the debtors retained no legal or equitable interest in the property at the time they filed their bankruptcy
petition. Hence, the property never became part of debtors’ estate under 11 U.S.C. Section 541 and the automatic
stay was not effective with respect to settlement of the foreclosure sale. Id. at 810

Harris v. Consolidated Bank, 2002 Bankr. Lexis 1745 (E.D. of Va. 2002).

The debtors in this adversary proceeding sought injunctive relief and to set aside a foreclosure sale as a fraudulent
transfer under Bankruptcy Code §548(a)(1)(B) for failure to provide a new 30-day notice of acceleration under the
deed of trust. Relief sought was denied with the finding that state law was complied with by the trustee and that
reasonably equivalent value was given citing BFP v. Resolution Trust Corp, 511 U.S. 531, 545, 114 S. Ct. 1757
(1994).
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Finality of Foreclosure Sales

In re Ulrey, 511 B.R. 401 (Bankr. W.D. Va. 2014)

A lender under a deed of trust moved for relief from automatic stay in order to exercise its rights as successful
bidder at deed of trust foreclosure sale, and Chapter 13 debtor objected. A foreclosure sale of Debtor’s property
was scheduled for April 18, 2013 at 9:45 a.m. and was sold on that date at 9:48 a.m. to the lender, which submitted
the only bid. The debtor filed a pro se chapter 13 bankruptcy petition at 10:33 a.m. on April 18, 2018. On May 2,
2018, the Debtor filed a Chapter 13 plan, which provided for mortgage payments be made directly to lender with
the Chapter 13 trustee to cure $10,000.00 in arrears. Debtor’s plan was confirmed on July 12, 2013, with no
objection by the lender. The Court held although the notation by auctioneer at the bottom of the bidding
instructions qualified as a sufficient memorandum of sale, and that it was executed prior to commencement of
debtor’s Chapter 13 case (such that debtor had been divested of ownership interest in property prepetition), the
lender was bound by terms of debtor's confirmed plan because it failed to object to the plan and assert that it had
acquired the property pre-petition. The debtor’s house did not become property of the estate, but the debtor still
had a possessory interest and the right to challenge the viability of the foreclosure sale. Those rights survived the
foreclosure sale and the debtor chose to address those rights in the Chapter 13 plan. Id. at 407-408

Ramos v. Wells Fargo, 289 Va. 321 (Va. 2015)
Borrower’s filed a breach of contract action seeking rescission of a foreclosure sale on their home. The action was
dismissed on a demurrer which was upheld on appeal with the Court finding that foreclosure sales are generally
“final” once the highest bid is accepted and the auction concluded. The borrowers were not entitled to rescission
in the absence of fraud, collusion with the purchaser, or a grossly inadequate price.
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• Basics
• Secured party-controlled process to monetize collateral
• Debtor must be in default – 9-601(a)
• No judicial proceedings required
• Secured party forecloses lien and sells assets through agreement (Bill of 

Sale, Foreclosure Sale Agreement)
• Title, but not possession, transferred – implications on consent of Debtor
• Sale free and clear of foreclosing & junior liens, not senior liens – 9-617(a)
• Contracts and leases cannot be assumed and assigned
• Private vs. public sale

27
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• Private Sales
• Specified buyer; no auction or overbid process
• Secured Party may not bid at private sale

 limited exception essentially for publicly traded securities – 9-
610(c)(2)

• Notice requirements:
 contents – 9-611(c)
 safe harbor notice – 9-613
 time required – 10 days – 9-612(b)
 25 days for federal tax liens – 26 U.S.C. § 7425(c)(1)
 check statutes for state tax lien notice requirements
 review UCC search

• No disclosure of identity of buyer or terms of sale
• No risk to buyer of being outbid
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• Public Sales
• Auction or other competitive bidding through licensed third 

party auctioneer or investment banker
• Secured party may credit bid – 9-610(c)(1)
• Notice requirements – same as private sale
• Safe harbor for public sales notice – 9-613
• To satisfy “commercial reasonableness,” should publish as well 

– 2 places
• Also notify potential purchasers and consider marketing 

process
• Allow inspection
• Public disclosure to notice parties and auction attendees

29
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• Commercial Reasonableness
• All sales must be commercially reasonable – 9-610(b)
• Definition not practical – 9-627(b)(3):

 “in conformity with reasonable commercial practices among dealers in the 
type of property that was the subject of the disposition”

• Price obtained is not dispositive – 9-627(a)
• Commercial reasonableness important to deficiency, but also in 

minimizing fraudulent transfer and successor liability risks
 Good idea for secured party to try to maximize value
 Cast a wide net for notice of public sale
 Get evidence of value
 Market the collateral (have debtor do it)

• Additional Steps for Mitigating Risk of Fraudulent Transfer and 
Successor Liability

• Undersecured secured party example
• Don’t sell to an insider; and if you do, do public sale
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• Additional Risks
• Involuntary Bankruptcy
• Voluntary Bankruptcy or Injunctive Relief

 Where cooperation of Debtor for transfer of 
possession not necessary because collateral is 
intangible

• No Court order
• No third party exercising independent judgment 

for transaction
• Challenges raised after the fact

• Conclusion on UCC Sales
• Viable option to transfer assets as going concern
• Benefits and drawbacks
• Under right circumstances, UCC Sale is 

comparatively inexpensive, efficient and quick
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Strict Foreclosure

Generally:
• UCC 9-620
• In a strict foreclosure, the secured party retains the 

debtor's collateral in full or partial satisfaction of 
the secured debt. A party may accept collateral in 
full or partial satisfaction of the obligation it 
secures if both:

• The debtor consents to the acceptance.
• The secured party does not receive a notification of 

objection from any party entitled to give one.
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Strict Foreclosure

Full v. Partial:
• A debtor is deemed to have consented to 

acceptance of the secured party's retention of the 
collateral in full satisfaction of the outstanding debt 
if the debtor does not object to the secured party's 
proposal within 20 days after the proposal is sent 
to the debtor (UCC 9-620(c)(2)). 

• In contrast, where a secured party seeks partial 
satisfaction of a debt, the debtor must affirmatively 
consent in an authenticated record (UCC 9-
620(c)(1)).  
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“Bad Boy” Guaranty

A “bad boy” guaranty is also known as a non-recourse carveout guaranty and is
sometimes used in commercial loan transactions. It is a guaranty used where
recovery of the debt is generally confined to the collateral (non-recourse), but which
carves out personal liability for the debt or for damages which is triggered by certain
actions which can include:

• Fraud
• Misapplication of funds
• Unauthorized conveyance of or encumbering of the collateral
• Filing for bankruptcy protection

The terms of this type of guaranty can be negotiated as to the triggering events and/or 
the extent of the resulting liability.
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Motions for Relief from Stay in Bankruptcy Cases

When a debtor files for bankruptcy protection under any chapter of the Bankruptcy Code, an
“automatic stay” goes into effect immediately which prohibits a broad range of actions from being
taken against the debtor, the debtor’s property or any property of the bankruptcy estate. 11 U.S.C. §
362(a). The concept is to provide protection for the debtor from imminent or commenced creditor
action while he or she formulates a plan for reorganization of and the orderly repayment of debt.

There are certain proceedings excluded from the automatic stay. A few examples include
criminal proceedings against the debtor, most domestic proceedings, actions taken to perfect liens, and
governmental proceedings against a debtor relating to their professional, occupational or driver’s
license. See 11 U.S.C. § 362(b)(1)-(19)

The automatic stay applies to all creditors regardless of whether they have notice of the
bankruptcy filing or not. Although creditors can be subject to monetary damages (including punitive
damages) for violating the automatic stay, courts will consider good faith and mitigating factors so that
generally speaking, the violation must be willful. The courts are split on whether actions taken in
violation of the automatic stay may be held void or voidable.
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Relief from the Automatic Stay

Relief from the automatic stay is available under 11 U.S.C. § 362(d)1 which provides in pertinent part as 
follows:

(d) On request of a party in interest and after notice and a hearing, the court shall grant relief from the 
stay provided under subsection (a) of this section, such as by terminating, annulling, modifying, or 
conditioning such stay—

(1) for cause, including the lack of adequate protection of an interest in property of such party in 
interest;

(2) with respect to a stay of an act against property under subsection (a) of this section, if—

(A) the debtor does not have an equity in such property; and
(B) such property is not necessary to an effective reorganization;

(3) with respect to a stay of an act against single asset real estate under subsection (a), by a creditor 
whose claim is secured by an interest in such real estate, unless, not later than the date that is 90 days 
after the entry of the order for relief (or such later date as the court may determine for cause by order 
entered within that 90-day period) or 30 days after the court determines that the debtor is subject to this 
paragraph, whichever is later—

1The corresponding rule is Bankruptcy Rule 4001 which delineates who must be served, and references Rule 9014 which provides further 
information for the procedure for contested matters. 
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Relief from the Automatic Stay (continued)

(3)(A) the debtor has filed a plan of reorganization that has a reasonable possibility of being 
confirmed within a reasonable time; or

(B) the debtor has commenced monthly payments that—
(i) may, in the debtor’s sole discretion, notwithstanding section 363(c)(2), be made from rents 

or other income generated before, on, or after the date of the commencement of the case by or 
from the property to each creditor whose claim is secured by such real estate (other than a claim 

secured by a judgment lien or by an unmatured statutory lien); and
(ii) are in an amount equal to interest at the then applicable nondefault contract rate of interest 

on the value of the creditor’s interest in the real estate; or

(4) with respect to a stay of an act against real property under subsection (a), by a creditor whose 
claim is secured by an interest in such real property, if the court finds that the filing of the 
petition was part of a scheme to delay, hinder, or defraud creditors that involved either—

(A) transfer of all or part ownership of, or other interest in, such real property without the consent 
of the secured creditor or court approval; or

(B) multiple bankruptcy filings affecting such real property.
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Time Frames for Relief from the Automatic Stay

1. The automatic stay is terminated automatically thirty (30) days after the motion is filed.  As 
a practical matter, the courts have local procedures which allow for an initial hearing within 
that window after which the stay in extended until the final hearing, or where the debtor can 
file a motion to extend the stay beyond the thirty (30) days.  11 U.S.C. § 362(e)

2. In individual debtor cases (Chapter 7, 11 or 13), the automatic stay is terminated sixty (60) 
days after the bankruptcy is filed unless there is an adjudication or an extension for “good 
cause.”  11 U.S.C. § 362(e)

3. Ex parte relief is provided in extreme cases where immediate and irreparable injury, loss or 
damage are shown by affidavit or verified motion. 11 U.S.C. § 362(e) and § 362(f)

4. Once an order for stay relief is granted, that order is itself stayed for fourteen (14) days 
unless ordered otherwise by the court.  Fed. Bankr. P. 4001(a)(3)
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Grounds for Relief from the Automatic Stay

1. Cause.   11 U.S.C. § 362(d)(1)

2. No equity and the property is not necessary for an effective reorganization.   
11 U.S.C. § 362(d)(2)

3. Single asset case.   11 U.S.C. § 362(d)(3)

4. Scheme to delay, hinder and defraud creditors.   11 U.S.C. § 362(d)(4)

39



Relief from Stay For “Cause”

11 U.S.C. § 362(d)(1) states:

On request of a party in interest and after notice and a hearing, the
court shall grant relief from the stay provided under subsection (a)
of this section, such as by terminating, annulling, modifying, or
conditioning such stay—

(1) for cause, including the lack of adequate protection of an
interest in property of such party in interest;

Beyond the reference to adequate protection, there is no further guidance in the 
Bankruptcy Code as to what constitutes “cause.”  Relief from the automatic stay 
based on “cause” is discretionary with the Court and is decided on a case by case 
basis.  
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What is Adequate Protection?

The principle of adequate protection is considered to generally be a protection against a diminution in value of a 
lender’s collateral.  The interest of the secured creditor to be protected is the value of the lien as of the date the 
motion for relief is filed, and not the amount of the debt.  11 U.S.C § 506(a)

The concept of adequate protection was illustrated in:

The concept is derived from the fifth amendment [sic] protection of property interest.  It is not 
intended to be confined strictly to the constitutional protection required, however.  The section, 
and the concept of adequate protection, is based as much on policy grounds as on constitutional 
grounds.  Secured creditors should not be deprived of the benefit of their bargain… Though the 
creditor might not receive his bargain in kind the purpose of the section is to ensure that the secured 
creditor receives in value essentially what he bargained for.2

2H.R. Rep. No. 95-595, at 339, reprinted in 1978 U.S.C.C.A.N. 6295 (citations omitted)
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What is Adequate Protection?

Under 11 U.S.C. § 361, a creditor can be adequately protected by:

1. Cash or periodic payments
2. An additional or replacement lien
3. Providing relief which will be the “indubitable equivalent” of the creditor’s interest in the property
4. An “equity cushion”

Courts have considered the following factors in determining whether a creditor is adequate protected:
• Failure to maintain insurance coverage
• Failure to pay real estate taxes
• Condition of the collateral
• Treatment of the collateral (like livestock)
• Multiple bankruptcy filings
• Failure to make monthly payments
• Violation of cash collateral order
• Delay in confirming a plan
• Bad Faith

Whether the equity cushion is sufficient to protect the creditor is determined on a case by case basis.  See In re 
James River Associates, 148 B.R. 790 (E.D. Va. 1992)
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No Equity and Property Not Necessary to an Effective Reorganization

11 U.S.C. § 361(d)(2) requires both conditions to be met in order to obtain stay relief under this subsection.

Determining whether there is equity or not is a mathematical calculation of the difference between the 
value of the property and the total amount of all properly perfected liens on the property.  

Reorganization

Whether property is necessary to an effective reorganization will be an issue of fact.  If the creditor can 
establish that their debt is under secured, the burden shifts to the debtor to prove that the property is necessary for 
their reorganization and that there is a reasonable possibility of a successful reorganization within a reasonable 
time.  

Chapter 7 - The reorganization prong is not relevant in a liquidation.

Chapter 13 – The focus is on the feasibility of the debtor’s plan and whether the collateral is necessary for 
the plan to be successful.

Chapter 11 – As a practical matter, in the beginning of a Chapter 11, the standard is whether there is “no 
realistic prospect of an effective reorganization.”  United Savings Association of Texas v. Timbers of Inwood 
Forest associates, Ltd., 484 U.S. 365 (1988)  The burden on the debtor increases as the case moves past the four 
(4) month exclusivity period.  See Steele v. Cho, 164 B.R. at 733.
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Scheme to Delay, Hinder and Defraud Creditors

11 U.S.C. § 363(d)(4) provides an additional ground for a creditor to get stay 
relief:

with respect to a stay of an act against real property under subsection (a), by a 
creditor whose claim is secured by an interest in such real property, if the court 
finds that the filing of the petition was part of a scheme to delay, hinder, or 
defraud creditors that involved either—

(A) transfer of all or part ownership of, or other interest in, such real property 
without the consent of the secured creditor or court approval; or

(B) multiple bankruptcy filings affecting such real property.

As with most fraud claims, the creditor must prove that the debtor filed for 
bankruptcy protection as part of an intentional plan to delay, hinder and defraud their 
creditors.  
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Procedure for a Motion for Relief from Stay

A motion for relief from stay is an adversary proceeding and proceeds like most
federal cases. The motion is in the form of a complaint with factual allegations
setting for the basis for and the requested relief. The local rules of each court will
determine certain notice requirements, but generally it must be served on the parties
and the trustee. The debtor will file a responsive pleading. Discovery is allowed and
a trial will be set at which testimony and documentary evidence will be presented
including expert testimony if appropriate. The Federal Rules of Procedure will apply.
Bankruptcy Rules 4001 and 9014 apply.
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After a hearing, a bankruptcy court can provide the following relief:

1. Terminate the automatic stay

2. Annul the automatic stay (as if it never existed)

3. Modify the automatic stay

4. Condition the automatic stay (to provide adequate protection for the 
creditor)
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Sale Methods: Estate property may be 
sold outside the ordinary course of 
business through:
• a confirmed plan, 
• by public auction, or 
• by private sale.

47

Asset Sales in Bankruptcy



Asset Sales in Bankruptcy

Bidding:  Court must approve process, including:
• The length of time during which the assets will be marketed;
• The nature and extent of access to be given to potential 
purchasers to inspect or conduct due diligence with respect to 
the assets to be sold, and the requirements for obtaining such 
access (e.g., execution of confidentiality agreement);
• The deadline for receiving offers;
• The required form of offer, including any prequalification 
requirements and deposits;
• The deadline for objecting to the sale; and
• The minimum initial overbid and minimum increments for 
subsequent overbids.
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Asset Sales in Bankruptcy

Sales Free & Clear Under 11 USC 363:
• a sale of the property free and clear of the particular 

interest is authorized by applicable nonbankruptcy law;
• the third party whose interest will be affected consents;
• the affected interest is a lien and the sale price of the 

property is greater than the aggregate value of all liens 
on the property;

• the affected interest is in bona fide dispute; or
• the third party whose interest will be affected could be 

compelled in a legal or equitable proceeding to accept 
a money satisfaction of the interest
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Asset Sales in Bankruptcy

Credit Bidding Basics:
• A secured creditor has a right to “credit bid” the full 

amount of its claim at any sale of estate property 
subject to the creditor's security interest out of the 
ordinary course of business.

• If its bid is the highest, the secured creditor obtains 
title to its collateral by “paying”—i.e., offsetting—
the amount of its claim in its “credit bid.”
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Asset Sales in Bankruptcy

• Denying Credit Bidding:
• In the interest of any policy advanced by the Code, 

such as to ensure the success of the reorganization 
or to foster a competitive bidding environment.

• If the creditor’s lien is in dispute.
• The lien has no value
• Waiver
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Cash Collateral

• Definition
• BR Code §363(a): cash, negotiable instruments, documents of title, securities, deposit 

accounts, or other cash equivalents in which the estate and an entity other than the estate 
have an interest and includes proceeds, products, offspring, rents or profits of property

• BR Code §552(b)(1): If security interest in security agreement extends to proceeds, 
products, offspring, or profits of property, then security interest extends to such proceeds 
acquired by the estate post-petition

• BR Code §552(b)(2): If security interest in security agreement extends to rents of pre-
petition property, or fees, etc. for the use or occupancy of hotels, then security interest 
extends to such rents, hotel fees, etc. acquired by the estate post-petition
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Cash Collateral

• Restrictions on Use
• BR Code §363(c)(2):  Debtor cannot use cash collateral unless either (i) each entity with 

interest therein (i.e., secured lender) consents, or (ii) the court authorizes use after notice 
and hearing

• BR Code §363(c)(4):  Debtor must segregate and account for any cash collateral in its 
possession, custody or control

• BR Code §363(e):  If the lender does not consent, the court shall prohibit or condition the 
use of cash collateral as is necessary to provide “adequate protection” of the lender’s 
secured interest

• BR Code §361 – Adequate Protection provisions:
• (1) – cash payment(s) to the extent use of cash collateral results in decrease in value of 

lender’s interest in its collateral;
• (2) – additional or replacement lien to the extent use of cash collateral results in decrease in 

value of lender’s interest in its collateral; or
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Cash Collateral

• Restrictions on Use (Continued)
• (3) – Granting such other relief as will result in the realization by lender of the indubitable 

equivalent of lender’s interest in such property

• Types of Adequate Protection: Practical Application
• Only covers decline or decrease in value of collateral
• Debt service payments
• Post-petition replacement liens
• Time, amount and use restrictions per a budget
• Superpriority administrative claim consistent with 507(b)
• Collateral control:  collecting AR, cash control, inspections
• Milestones:  Asset sale, plan proposal and confirmation

54



Cash Collateral

• Type of Adequate Protection (Continued)
• Cross-collateralization of pre-petition debt with post-petition collateral
• Waiver of 506(c) surcharge
• Stipulate to validity of loan documents; waive claims
• Automated or expedited relief from stay if Debtor violates order or defaults under 

stipulation
• Equity cushion:  If lender oversecured by sufficient amount “equity cushion” may alone 

constitute adequate protection
• Debt to value calculation; no bright line test
• General rule is above 20% sufficient; below 11% insufficient; in between may or may not be 

sufficient

• Debtor has burden of establishing adequate protection
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Cash Collateral

• Contested Hearing vs. Stipulated Use
• Contested cash collateral hearings fact intensive and unpredictable
• Because denying use of cash collateral tantamount to shutting down debtor, courts not 

likely to deny outright early in case
• Best case is typically to stipulate to use of cash collateral with protections and restrictions 

set forth above
• Some protections and restrictions are controversial and court will not grant them in order 

or approve them in stipulations without extraordinary circumstances
• On stipulations, lender has to negotiate with the debtor AND the court
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Single Asset Real Estate Cases

Creditors in single asset real estate cases (both Chapter 7 and 11) have an advantage because they can seek stay relief 
under any of the subsections of 11 U.S.C. § 362(d) - but they also have the benefit of  subsection (d)(3) where relief is granted 
within ninety (90) days of the bankruptcy filing unless the debtor has filed a plan of reorganization which has the reasonable 
possibility of being confirmed or has commenced monthly interest payments (at the non-default contract interest rate) to the 
secured creditor.  11 U.S.C. § 362(d)(3) states as follows:

with respect to a stay of an act against single asset real estate under subsection (a), by a creditor whose claim is secured 
by an interest in such real estate, unless, not later than the date that is 90 days after the entry of the order for relief (or such 
later date as the court may determine for cause by order entered within that 90-day period) or 30 days after the court 
determines that the debtor is subject to this paragraph, whichever is later –

(A) the debtor has filed a plan of reorganization that has a reasonable possibility of being confirmed within a 
reasonable time; or

(B) the debtor has commenced monthly payments that –
(i) may, in the debtor’s sole discretion, notwithstanding section 363(c)(2), be made from rents or other income 

generated before, on, or after the date of the commencement of the case by or from the property to each 
creditor whose claim is secured by such real estate (other than a claim secured by a judgment lien or by an 
unmatured statutory lien); and

(ii) are in an amount equal to interest at the then applicable nondefault contract rate of interest on the value of the 
creditor’s interest in the real estate;
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Single Asset Real Estate Cases

Single asset real estate is defined in 11 U.S.C. § 101(51B) as:

[R]eal property constituting a single property or project, other than residential real property 
with fewer than 4 residential units, which generates substantially all of the gross income of 
a debtor who is not a family farmer and on which no substantial business is being conducted 
by a debtor other than the business of operating the real property and activities incidental 
thereto.
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Bankruptcies with Single Asset Real Estate

Bankruptcies with single asset real estate are generally filed in order to stop a
pending foreclosure sale. The debtor typically has no ongoing business and only a
few other creditors which are unsecured.

There are cases where the Bankruptcy Court has found that a case was not a
“single asset real estate case” because even though there was only a single asset, there
was sufficient activity to constitute a business beyond just owning the real estate.
Centofante v. CBJ Development, Inc., 202 B.R. 467, 470 (B.A.P. 9th Cir.
1996)(foreclosure against an operating hotel was not a single asset case); In re
Kkemko, Inc., 181 B.R. 47 (Bankr.S.D.Ohio 1995), (marina found to not be single
asset real estate case); In re Larry Goodwin Golf, Inc. 219 B.R. 391 (Bankr.
M.D.N.C. 1997) (golf course with cart rentals, pool, and concessions not a single
asset).

59



Preference Exposure to Secured 
Lenders
• Preference Theory

• Prima Facie Elements: Under BR Code §547(b), Trustee may avoid transfer 
of interest in property (e.g., cash, granting of lien):

• (1) to or for benefit of a creditor’
• (2) for or on account of an antecedent debt owed by the debtor before the 

transfer was made;
• (3) made while the debtor was insolvent;
• (4) made-

• (A) on or within 90 days before the bankruptcy case was filed; or
• (B) between 90 days and 1 year before the bankruptcy case filed if the creditor was an insider 

at the time of transfer; and
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Preference Exposure to Secured 
Lenders
• Prima Facie Elements (continued):

• (5)  that enables the creditor to receive more than such creditor would receive if
• (A) the case were a case under chapter 7 of this title;
• (B) the transfer had not been made; and
• (C) such creditor received payment of such debt to the extent provided by the provisions of 

this title

• Focus on (5) and not other prima facie elements or defenses

• Typically, fully secured creditor will not have preference liability because 
(5) not satisfied - - creditor would be paid in full even in chapter 7 through 
its collateral
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Preference Exposure to Secured 
Lenders
• Exceptions

• Lender become secured during the 90 days preceding the bankruptcy filing - - granting a 
lien can be a preference

• Lender receives payments during the 90 days preceding the bankruptcy filing exceeding 
the value of the Lender’s collateral

• Lender owed $1,000,000
• Lender has perfected lien on equipment, but not accounts receivable or inventory, which are 

unencumbered
• Lender receives payments of $900,000 during preference period from cash that is not 

proceeds of Lender’s collateral
• Value of Lender’s collateral (equipment) is determined to be $500,000 at time of bankruptcy 

filing
• Lender is protected only for $500,000 of the payments, and has potential preference exposure 

for $400,000
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Fraudulent Transfer Exposure to 
Secured Lenders
• Constructive Fraudulent Transfers Under BR Code §548(a)(1)(B)

• Trustee may avoid any transfer of an interest of the debtor in property, or 
any obligation incurred by the debtor, made or incurred on or within 2 
years before the bankruptcy filing, if the debtor received less than a 
reasonably equivalent value in exchange for such transfer or obligation 
and the debtor:

• was insolvent on the date of the transfer or obligation, or became insolvent as a result 
thereof; or

• was inadequately capitalized; or
• intended to incur, or believed it would incur, debts beyond the debtor’s ability to pay as 

such debts matured
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Fraudulent Transfer Exposure to 
Secured Lenders
• Case Study: 

• Lender makes revolving loan to Parent company and obtains blanket lien on Parent’s assets
• Parent subsequently acquires Sub in stock purchase.  Sub becomes a borrower under 

revolver and pledges all of its assets to Lender
• Parent and Sub subsequently file bankruptcy within 2 years after Parent’s acquisition of 

Sub
• Lender is owed $10 million at time of BK.  Assets of Parent are sold for $5 million.  Assets 

of Sub are sold for $2 million.
• Issue: Does Lender get the full $7 million?
• Focus on “reasonably equivalent value”
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Fraudulent Transfer Exposure to 
Secured Lenders
• Case Study (continued)

• Hypo 1: Lender made at least $2 million in loan advances to Sub
• Hypo 2: Lender makes loan advances to Parent and none to Sub

• In determining whether reasonably equivalent value was provided, indirect benefits can be 
considered. In re Wes Dor, Incorporated, 996 F.2d 237 (10th Cir. 1993); Rubin v. Manufacturers 
Hanover Trust Co., 661 F.2d 979, 993 (2d Cir. 1981)

• 2-1: Parent can borrow more money under revolver because Parent and Sub have common 
distribution system to sell products of both Parent and Sub.  

• Mellon Bank, N.A. v. Metro Communications, Inc., 945 F.2d 635 (3rd Cir. 1991) (indirect benefits in fraudulent 
conveyance analysis include ability to borrow money)

• In re Xonics Photochemical, Inc., 841 F.2d 198 (7th Cir. 1988) (ability of smaller company to use larger company's 
distribution system to sell own products is an indirect benefit in fraudulent conveyance analysis).

65



Fraudulent Transfer Exposure to 
Secured Lenders
• Case Study (continued)

• 2-2: Corporate office pays bills for Parent and Sub, Parent and Sub operate from same 
location, use same telephone number, have centralized accounting, market their products 
together, refer to themselves by one name.  “Single enterprise theory” may treat Parent and 
Sub together. Paramount Petroleum Corp. v. Taylor Rental Ctr., 712 S.W.2d 534, 536 (Tex. App. 
Houston (14th Dist.) 1986) (factors to be considered in determining whether multiple entities 
constitute single business enterprise include: common employees; common offices; 
centralized accounting; payment of wages by one corporation to both; common business 
name; services rendered by employees of one corporation on behalf of both)

• 2-3: Sub has no creditors other than Lender.  $2 million will be upstreamed to parent

• If there is no reasonably equivalent value, transfer of security interest and incurrence of 
loan obligation can be avoided
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