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I. DETERMINATION OF SECURED STATUS 

A. Introduction 

In a bankruptcy proceeding, creditors generally are not entitled to interest on claims 

accruing after the petition date.  See 11 U.S.C. § 502(b)(2) (excluding “unmatured interest” in 

determining the allowed amount of a claim).  However, the Bankruptcy Code provides an 

exception if a creditor is oversecured, meaning that the value of the collateral is greater than the 

amount of the claim.  An oversecured creditor is entitled to post-petition interest and reasonable 

fees and charges in addition to recovering the amount of its claim.  Specifically, Section 

506(a)(1) and (b) of the Bankruptcy Code provides: 

(a) (1) An allowed claim of a creditor secured by a lien on property in which the 
estate has an interest, or that is subject to setoff under section 553 of this title, is a 
secured claim to the extent of the value of such creditor’s interest in the estate’s 
interest in such property, or to the extent of the amount subject to setoff, as the 
case may be, and is an unsecured claim to the extent that the value of such 
creditor’s interest or the amount so subject to setoff is less than the amount of 
such allowed claim. Such value shall be determined in light of the purpose of the 
valuation and of the proposed disposition or use of such property, and in 
conjunction with any hearing on such disposition or use or on a plan affecting 
such creditor’s interest. 

  
(b) To the extent that an allowed secured claim is secured by property the value of 
which, after any recovery under subsection (c) of this section, is greater than the 
amount of such claim, there shall be allowed to the holder of such claim, interest 
on such claim, and any reasonable fees, costs, or charges provided for under the 
agreement or State statute under which such claim arose.  

If a debtor is obligated to pay these additional charges to an oversecured creditor, the 

debtor will have less money to distribute to other creditors.  For this reason, debtors and creditors 

often disagree on the date on which value is determined and method by which the Court values 

the collateral.     
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B. Determining the Date of Valuation 

In a recent First Circuit case involving a hotel development, Prudential Insurance, a 

secured creditor, sought a determination that it was oversecured and thus entitled to post-petition 

interest at the default rate, attorneys’ fees, costs and charges from the petition date.   See SW 

Boston Hotel Venture, LLC, 479 B.R. 210, 216 (BAP1 2012).  The Bankruptcy Court determined 

that Prudential became oversecured only upon the sale of the debtor’s assets, and allowed 

Prudential to recover post-petition interest from the sale closing to the date of confirmation.  

Prudential appealed, arguing that it was secured from the petition date and throughout the 

bankruptcy case.   

The Bankruptcy Appellate Panel (the “BAP”) applied Section 506(b) by noting that the 

first issue is whether the creditor is oversecured, which the secured creditor has the burden of 

proving by a preponderance of the evidence standard.  See SW Boston Hotel Venture, LLC, 479 

B.R. at 220.  The BAP applied the “flexible valuation approach” adopted by the Fifth Circuit in 

Fin. Sec. Assur. Inc. v. T-H New Orleans Ltd. P’ship (in re T-H New Orleans Ltd. P’ship, 116 

F.3d 790 (5th Cir. 1997)) (hereinafter, “T-H New Orleans”).  In T-H New Orleans, the Fifth 

Circuit found that: 

[F]or purposes of determining whether a creditor is entitled to accrue interest 
under § 506(b) in the circumstance where the collateral’s value is increasing 
and/or the creditor’s allowed claim has been or is being reduced by cash collateral 
payments, such that at some point in time prior to confirmation of the debtor’s 
plan the creditor may become oversecured, valuation of the collateral and the 
creditor’s claim should be flexible and not limited to a single point in time, such 
as the petition date or confirmation date.  

T-H New Orleans, 116 F.3d at 798, cited by SW Boston Venture, 479 B.R. at 222.   

The BAP found that the arms’ length sale of nearly all of Prudential’s collateral presented 

the best evidence of the value of such collateral.  See In re SW Boston Venture, 479 B.R. at 

223-224.  The sale price established that Prudential was oversecured throughout the bankruptcy 
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case and entitled to post-petition interest from the petition date.  The BAP also granted 

post-petition interest on a compounded basis because the underlying loan documents provided 

for compounding in the definition of the interest rate. See In re SW Boston Venture, 479 B.R. at 

226.  Finally, the BAP affirmed the Bankruptcy Court’s finding that Prudential was entitled to 

interest at the default rate.  See In re SW Boston Venture, 479 B.R. at 228.   

C. Determining the Valuation Methodology 

The manner by which the value of claim is determined is also subject to interpretation.  In 

SW Boston Venture, the BAP relied on an arms’ length sale of collateral as the best evidence of 

value.  Bankruptcy Court in the Southern District of New York analyzed which valuation 

methodology should determine the “value” of a claim under § 506(b).  See In re Motors 

Liquidation Company, 482 B.R. 485 (Bankr. S.D.N.Y. 2012) (hereinafter, “Motors 

Liquidation”).  In Motors Liquidation, the applicable sale order provided that secured creditors 

were entitled to cash equal to the value of their claim, plus interest.  The question was how to 

value the claim, either by the “fair market,” as argued by the debtors, or “value in use” as 

advanced by the secured creditors.  

The secured lenders argued for “value in use,” defined as the value specific property has 

to a specific person, rather than the value such property would have to the market in general.  See 

Motors Liquidation at 494.  The secured lenders believed that “value in use” better captured the 

value of the collateral because the purchaser of the assets could be considered a successor to the 

debtor, rather than a truly independent third party purchaser.  See Motors Liquidation at 493-494.  

However, the Court found that because the collateral was subject to a sale process for higher and 

better offers, the “fair market” value was the proper methodology.  The Court noted that the 

secured lenders could have negotiated for “value in use” if the related party were the winning 
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bidder, and “fair market” if the sale were to an independent third party.  See Motors Liquidation 

at 495.    

II. MAKE-WHOLE PROVISIONS 

 A. Introduction 

Credit and trust agreements frequently include what are commonly referred to as 

“make-whole” provisions (also known as prepayment premiums), as well as related “no-call” 

provisions.  The purpose of these provisions is to ensure that a lender receives its intended 

benefit from a credit facility by either restricting a borrower to pay a loan early or requiring that 

the borrower prepay a loan only if the borrower also pays an additional sum to cover the loss of 

the lender’s intended benefit from the transaction through the full maturity date. 

Transaction documents often differentiate between a voluntary prepayment and an 

acceleration of the debt caused by a default.  If a default results in an acceleration of the debt, the 

make-whole provision typically will not apply because the borrower hasn’t voluntarily prepaid 

the loan.  However, bankruptcy complicates prepayment premiums.  If the debt accelerates as a 

result of a bankruptcy filing, and the debtor then seeks to refinance at a lower rate or repay the 

debt as part of a restructuring, the lender may assume that the borrower will also pay the 

make-whole premium.  Recent bankruptcy cases interpreting these provisions often find that 

make whole provisions are not enforceable against a debtor. 

 B.  Make-Whole and No-Call Provisions In General 

A make-whole provision (or prepayment premium) requires a borrower to pay a premium 

to compensate the lender for the loss of anticipated interest when a loan is repaid or a bond is 

redeemed before maturity.  A no-call provision restricts the borrower from prepaying loan 

obligations, thus allowing the lender to rely on the future stream of income set forth in the loan 

documents.  No-call provisions protect the lender by shifting the risk of future interest rate 
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fluctuations to the borrower.  A credit document may have both a no-call and a make-whole 

provision, meaning that the borrower cannot repay the loan for a set period of time, but after that 

period expires, a prepayment premium may be assessed if the borrower repays the loan prior to 

the intended maturity date.  A make whole provision may have the following terms: 

In the event a Lender holding a Series A Bond shall incur any loss, 
cost, or expense as a result of any purchase, redemption, 
conversion or other prepayment of the Series A Bonds on a date 
other than a LIBOR Reset Date (as defined in the Series A Bond 
Indenture) for any reason, whether before or after default, and 
whether or not such payment is required by any provision of this 
Agreement or the Series A Bond Indenture, then upon the demand 
of such Lender, the Borrower shall pay to such Lender a premium 
in such amount as will reimburse such Lender for such loss, cost, 
or expense.  If any such Lender requests such premium, it shall 
provide to the Borrower and the Administrative Agent, a certificate 
setting forth the computation of the loss, cost, or expense giving 
rise to the request for such premium in reasonable detail and such 
certificate shall be conclusive if reasonably determined. 

In an alternative form, the lender may apply a formula to determine whether the borrower 

must make an additional payment in the event of an early repayment: 

Interest accrued on the Term Loan shall be payable on each 
Payment Date through September 1, 2015 and thereafter, principal 
and interest on the Term Loan shall be payable in monthly 
installments on each Payment Date (consistent with an 
amortization schedule of sixty (60) months), provided that a final 
installment shall be due and payable on the Maturity Date in an 
amount equal to the principal balance then outstanding plus all 
interest accrued and unpaid thereon, and provided further that in 
the event of a partial prepayment of the Loan, the monthly 
payments due thereafter shall be appropriately adjusted to reflect 
such partial prepayment.  The Borrower may prepay all or any 
portion of the Term Loan at any time, upon at least thirty (30) 
days’ prior written notice to Bank.  Any such prepayment shall be 
on a Payment Date.  Any portion of the Term Loan prepaid from 
any source (due to voluntary prepayment) shall be subject to a 
“Prepayment Fee” in an amount computed by the Bank, as follows: 

(i) The Bank shall first subtract the current cost 
of funds, specifically the “U.S. Dollar Par Swap Rate” as 
hereinafter defined, from the original cost of funds, specifically the 
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U.S. Dollar Par Swap Rate effective on the day that the above 
stated interest rate was fixed and determined to be two and 50/100 
percent (2.50)%. 

(ii) If the result calculated in clause (i) is zero or 
a negative number, there shall be no Prepayment Fee due and 
payable.  If the result calculated in clause (i) is a positive number, 
then the resulting percentage shall be multiplied by the scheduled 
outstanding principal balance for each remaining monthly period 
of the “Remaining Term.”  Each resulting amount shall be divided 
by 360 and multiplied by the number of days in the monthly 
period.  Said amounts shall be reduced by the present value of the 
prepaid amount using the Treasury Rate as the discount rate.  The 
Bank will then add together all of the discounted differences for 
each prepayment. The resulting sum of present values amount is 
the Prepayment Fee due to the Bank upon prepayment plus any 
accrued interest due as of the prepayment date. 

 C.  Case Law Interpreting Make-Whole Provisions 

The First Circuit discussed make whole provisions in a 2007 case, UPS Capital Business 

Credit v. Gencarelli (In re Gencarelli), 501 F.3d 1 (1st Cir. 2007).  UPS Capital, lender to Bess 

Eaton Donut Flour Co. and its sole shareholder, sought to enforce a secured claim against the 

Debtor based on a prepayment premium provision in the credit agreement.  The auction of the 

debtors’ assets generated sufficient amounts to pay creditors in full and provide a return to 

equity, and UPS sought to increase its secured claim to include the prepayment premium. 

The Court discussed the interplay between § 502 and § 506(b) of the Bankruptcy Code.  

It found that § 502 determines whether a claim is allowable, while 506(b) determines the extent 

to which a claim is secured.  501 F.3d at 9-10.  The Court refused to disallow the prepayment 

premium claim based on § 506(b), noting: “It makes sense that oversecured creditors should not 

be allowed to prioritize unreasonable fees, costs, and charges; it does not make sense that 

oversecured creditors should be penalized by disallowing those fees, costs, and charges 

altogether – especially when unsecured creditors can collect them.”  501 F.3d at 14.  However, 
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the Court found that the issue of whether prepayment penalties were enforceable under § 502 

was not properly before it. 

1. No-Call Provisions. 

A no-call provision, which prevents a debtor from prepaying its obligations as part of a 

refinancing, would prevent a debtor from restructuring its debt obligations.  A bankruptcy court 

may refuse to enforce a no-call provisions against Chapter 11 debtors.  “It would violate the 

purpose behind the Bankruptcy Code to deny a debtor the ability to reorganize because a creditor 

has contractually forbidden it.”  In re Calpine Corp. (Calpine I), 365 B.R. 392, 397 (Bankr. 

S.D.N.Y. 2007).  See also HSBC Bank USA v. Calpine Corp. (Calpine II), 2010 U.S. Dist. LEXIS 

96792 (S.D.N.Y., Sept. 14, 2010) (finding no-call provisions in were unenforceable upon the 

bankruptcy filing and therefore, the provisions did not prevent the debtor from repaying the 

notes).  However, a recent case distinguished the concept of specific enforcement of a no-call 

provision (which was prohibited by the Bankruptcy Code) and a claim for damages arising from 

breach of the no-call provision where the debtor was solvent.  See In re Chemtura Corp., 439 

B.R. 561 (Bankr. S.D.N.Y. 2010) (allowing a claim for breach of the no-call provision). 

2. Plain Language of the Loan Agreement or Indenture  

Courts generally rely on the plain language of make whole provisions to determine 

enforceability.  If the terms of a loan agreement or indenture do not specifically provide for the 

payment of a make whole provision in a bankruptcy context, courts are reluctant to read the extra 

payment into the applicable transaction documents.  In the Calpine case, the indentures failed to 

provide for a prepayment penalty upon the automatic acceleration of the debt, and the Court 

refused to grant this remedy to the secured creditors.  “Absent a provision in the underlying 

agreement authorizing payment of fees, costs or charges, the secured party is prohibited from 
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incorporating such amounts into its allowed secured claim.”  In re Calpine Corp. (Calpine I), 365 

B.R. 392, 398-399 (Bankr. S.D.N.Y. 2007)365 B.R. at 398-399.   

Similarly, the Fifth Circuit denied a creditor’s argument that a make-whole provision 

gave rise to a secured claim because the Indenture lacked the clear contract language providing 

for a prepayment premium after acceleration.  “It is undisputed that the Indenture does not 

include language that expressly preserves the right of the Noteholders to collect a premium after 

acceleration or that requires payment of a premium during the No-Call Period.  Therefore, the 

absence of any such provision in the Indenture authorizing payment of a premium means that the 

Claimants are not entitled to a prepayment premium as an allowed secured claim.”  Premier 

Entm’t Biloxi LLC v. U.S. Bank Nat’l Assoc. (In re Premier Entm’t Biloxi LLC), 445 B.R. 582, 

627 (Bankr. S.D. Miss. 2010).  See also In re MPM Silicones, 2014 Bankr. LEXIS 3926 (Bankr. 

S.D.N.Y., Sept. 9, 2014) (while acknowledging that a make-whole provision might be 

enforceable even after a bankruptcy results in acceleration, the Court found that the indenture did 

not contain the explicit language which would result in the enforcement of the make-whole 

provision).   

3. Impact of Acceleration of a Debt 

The MPM Silicones Court noted the well-settled principle under New York law that the 

lender forfeits a prepayment premium by accelerating the loan.  “Rather than being compensated 

under the contract for the frustration of its desire to be paid interest over the life of the loan, the 

lender has, by accelerating, instead chosen to be paid early.”  In re MPM Silicones, 2014 Bankr. 

LEXIS 3926 at *36.  However, the Court recognized that “when a clear and unambiguous clause 

calls for the payment of a prepayment premium or make-whole even in the event of acceleration 

of, or the establishment of a new maturity date for, the debt.”  2014 Bankr. LEXIS 3926 at *37. 

“[M]ake-wholes are properly viewed as an option pursuant to which the parties have allocated 
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the cost of prepayment between themselves. . . . However, the option, as noted, must be specific 

if the parties want it to apply even after acceleration of the debt.” 

 

In the Solutia case in the Southern District of New York, the debtor’s financing included 

notes issued pursuant to an indenture.  The notes provided that upon a bankruptcy filing, an event 

of default occurs and principal, interest and any premium are immediately due and payable.  

However, the Indenture Trustee then rescinded the acceleration and filed a proof of claim which, 

in reliance on the rescinded acceleration, sought to take advantage of post-petition events of 

default to increase the amount of the noteholders’ claim. See In re Solutia Inc., 379 B.R. 473 

(Bankr. S.D.N.Y. 2007) 

The Solutia Court found that the bankruptcy filing automatically accelerated the debt, and 

the attempt to rescind the acceleration was a violation of the automatic stay.  “This court finds 

that where the indenture provides for automatic acceleration, any attempt at deacceleration 

would violate the automatic stay since it is a direct attempt to get more property from the debtor 

and the estate…”.  379 B.R. at 485.  The Court also refused to grant the claim for post-petition 

interest, again relying on the fact that the debt had been accelerated and became due as of the 

petition date.  “By incorporating a provision for automatic acceleration, the . . . Noteholders 

made a decision to give up their future income stream in favor of having an immediate right to 

collect their entire debt.”  379 B.R. at 488. 

The Notes were automatically accelerated, such that any payment would not be a 

prepayment because “[p]repayment can only occur prior to the maturity date.”  379 B.R. at 488.  

Thus, the court denied the claim for prepayment penalties. The Court noted that it would be 

possible to provide for the concept of “yield maintenance” after the debt was accelerated, but it 
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required such clause to be explicitly stated in the indenture.  379 B.R. at 488.  Absent a specific 

provision, the Court did not grant post-petition interest to the noteholders. 

 

A recent ruling found bankrupt power company Energy Futures Holdings Corp. (“EFH”) 

not liable for a penalty of two-thirds of a billion dollars for early repayment of four billion 

dollars of senior bonds.  See Del. Trust Co. v. Energy Future Intermediate Holding Co. LLC (In 

re Energy Future Holdings Corp.), 527 B.R. 178 (Bankr. D. Del. 2015).  The Court found that 

the plain language of the indenture did not require payment of the make-whole premium.  The 

Court focused on the acceleration provision of the indenture, which provided that notes would be 

due and payable immediately without further action or notice upon an event of default.  The 

Court reiterated that “[u]nder New York law, an indenture must contain express language 

requiring payment of a prepayment premium upon acceleration; otherwise, it is not owed,” citing 

to various trial and bankruptcy court decisions (including In re Solutia Inc., and In re Premier 

Entm’t Biloxi LLC, discussed above).  See In re Energy Future Holdings, 527 B.R. at 192-193.  

Thus, because the “acceleration provision in the indenture d[id] not include clear and 

unambiguous language that a make-whole provision [wa]s due upon the repayment of the Notes 

following a bankruptcy acceleration,” the Court found that EFH did not owe a make-whole 

premium.  See In re Energy Future Holdings, 527 B.R. at 194.   

Additionally, the Court held that the lenders did not have a claim for breach of the 

indenture’s no-call provision. The Court found the analysis in In re MPM Silicones (discussed 

below) to be relevant because the language of the provisions were nearly identical.  The MPM 

Silicones indenture provided “the Note shall not be redeemable at the option of MPM prior to 

October 15, 2015.”  In re Energy Future Holdings, 527 B.R. at 199. The court in Silicones found 
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that this language, was simply “no more than an introduction or framing device for the notes’ 

elective redemption provisions.”  Id.  The Court found that the same language in the EFH 

indenture to be similarly just a framing device; therefore, the lender did not have a claim for 

breach of the indenture’s no-call provision.  See id.   

 D. Applying Case Law Principles to Transaction Documents 

The case law clearly shows that a credit agreement or indenture must unambiguously 

state the terms by which a make-whole provision is triggered, particularly in the event of a 

bankruptcy.  All of the recent cases interpreting make-whole provisions emphasize the need to 

directly address what the parties intend upon a bankruptcy.  In the absence of explicit, clear 

provisions, a bankruptcy court is unlikely to grant a claim for a prepayment premium. 

If the indenture provides that the borrower’s bankruptcy filing causes the automatic 

acceleration of the debt, then the indenture should state that the make-whole premium is payable 

both upon voluntary and automatic acceleration.  Directly addressing acceleration upon a 

bankruptcy filing will avoid the ambiguous language which recent decisions have reviewed.  

Absent clear, unambiguous language, a lender or bondholders may not receive the prepayment 

premium they may have expected. 

Another concern in bankruptcy is whether the prepayment premium will be characterized 

as an unenforceable penalty.  A make-whole provision which ties the prepayment penalty to a 

formula to determine economic loss may be preferable to an established prepayment amount.  

The formula approach may provide a calculated assessment of losses which a court may view 

more favorably than a set number which resembles a penalty. 

III. CREDIT BIDDING 
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 A. Introduction 

In chapter 11 proceedings, debtors continue frequently to pursue sales pursuant to 11 

U.S.C. §  363(b) both inside and outside the context of a plan of reorganization.  For secured 

lenders, the ability to credit bid is often essential to the lender’s participation in the sale process 

and to the lender’s ability to avoid the sale of its collateral at an unreasonable discount.  Credit 

bidding has been under attack.  Various constituencies have sought to limit or eliminate credit 

bidding by alleging inequitable conduct or contesting the validity, extent and priority of lender’s 

liens.  Debtors have sought to confirm plans which seek to “cram down” a secured lender and to 

deprive the lender of the ability to credit bid.  Despite these challenges, credit bidding is alive 

and well. 

 B. Determining the amount of the credit bid 

11 U.S.C. §  363(k) provides secured lenders with the right to credit bid in auctions 

conducted pursuant 11 U.S.C. §  363(b).  Section 363(k) states: 

At a sale under subsection (b) of this section of property that is 
subject to a lien that secures an allowed claim, unless the court for 
cause orders otherwise the holder of such claim may bid at such 
sale, and, if the holder of such claim purchases such property, such 
holder may offset such claim against the purchase price of such 
property. 

11 U.S.C. §  363(k).  The logic behind this Bankruptcy Code section is obvious.  Absent credit 

bidding, a secured lender’s debt will be paid out of the sales proceeds up to the value of the 

lender’s collateral.  Credit bidding permits the secured lender to bid an amount that would 

otherwise be returned to the lender post-closing. 

If a secured lender is under-secured (i.e., the value of its collateral is less than the face 

amount of the debt), should the lender’s credit bid be limited to the value of the underlying 

collateral?  In Cohen v. KB Mezzanine Fund II, LP (In re Submicron  Sys. Corp.), 432 F.3d 448 
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(3rd Cir. 2006), the United States Court of Appeals for the Third Circuit addressed this issue.  

The court held that a lender may bid up to the face amount of its claim.  The bid is not limited to 

the value of the collateral.  Even a fully-undersecured creditor may credit bid the face amount of 

its debt. 

Three tranches of debt encumbered substantially all of the assets of the Submicron 

debtors.  In addition to a $15 million working capital facility which was secured by a first lien, 

the debtors had issued $20 million in second lien notes and an additional $13.7 million in junior 

notes.  The debtors filed a chapter 11 petition after having reached an agreement under which a 

buyer would acquire all of the assets of the debtors pursuant to section § 563 (b).  The second 

lien noteholders had agreed to assign their claims to the buyer.  The buyer intended to credit bid 

those claims. 

The bankruptcy court approved a sale under section 363 for a purchase price of $50.5 

million, of which $38.7 million was a credit bid.  Id. at 453.  Post-sale, the unsecured creditors, 

through a plan administrator filed a civil action which attacked the credit bid in an attempt to 

challenge the sale.  The sale order had preserved these claims.  See Cohen v. KB Mezzanine Fund 

II, LP (In re  Submicron Sys. Corp. ), 291 B.R. 314, 317 (D. Del. 2003). 

The plan administrator had argued that the second lien noteholder claims had no value.  

Pre-bankruptcy, those claims were entirely undersecured – there was no collateral to secure the 

notes.  The plan administrator therefore argued that the second lien notes could not support a 

credit bid. 

The Delaware District Court held, and the Third Circuit affirmed, that a secured lender 

may credit bid the face amount of its claim, without regard to pre-auction value.  The court 
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characterized the argument that credit bid should be capped at its economic value as 

“nonsensical.”  The court explained:  

A hypothetical is illustrative.  

Assume that Debtor has a single asset:  a truck, T.  Lender is a 
secured creditor that has loaned Debtor $15, taking a security 
interest in T.  Debtor is in chapter 11 bankruptcy and has filed a 
§ 363 motion to sell T to Bidder for $10.  Debtor argues that 
Lender can only credit bid $10 for T and must bid any excess in 
cash if it wishes to outbid B. 

This hypothetical reveals the logical problem with an actual value bid cap.  If 
Lender bids $12 for T, by definition $12 becomes the value of Lender’s security 
interest in T.  In this way, until Lender is paid in full, Lender can always overbid 
Bidder.  (Naturally, Lender will not outbid Bidder unless Lender believes it could 
generate a greater return on T than the return for Lender represented by Bidder’s 
offer.)  As Lender holds a security interest in T, any amount bid for it up to the 
value of Lender’s full claim becomes the secured portion of Lender’s claim by 
definition.1 

An “allowed claim,” within the meaning of § 363(k), is the full face value of the claim.  While 

such a claim may be bifurcated into a secured and unsecured portion under § 506(a), in the 

context of determining the amount of a secure claim, §§ 506(a) and 363 serve different purposes.  

Under Section 506(a), the court determines value.  Under § 363, the market determines value.   

 C. Attempts to Limit Credit Bidding Pursuant to Section 363(k) 

Section 363(k), provides for credit bidding, “unless the court for cause orders otherwise.”  

As the United States Court of Appeals for the Third Circuit observed in In re Philadelphia 

Newspapers, LLC, 599 F.3d 298 (3d Cir. 2010): 

As an initial matter, the Code plainly contemplates situations in 
which assets encumbered by liens are sold without affording 
secured lenders the right to credit bid.  The most obvious example 
arises in the text of § 363(k), under which the right to credit bid is 
not absolute.  A secured lender has the right to credit bid “unless 

                                                

1  Id. 
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the court for cause orders otherwise.”  11 U.S.C. § 363(k).  In a 
variety of cases where a debtor seeks to sell assets pursuant to § 
363(b), courts have denied secured lenders the right to bid their 
credit.   

Philadelphia Newspapers, 599 F.3d at 315-16 (citations omitted; footnote omitted).  Recently, 

parties have challenged credit bids, arguing that “cause” existed to either eliminate or limit a 

secured lender’s credit bid.  These objecting parties have met with mixed success. 

1. In re Fisker Automotive Holdings Inc., 510 B.R. 55 (Bankr. D. Del. 2014).  

Fisker manufactured hybrid automobiles.  Its operations were funded, in part, by a loan 

from the Department of Energy (“DOE”) in the face amount of $168.5 million, which was 

secured by a first lien on substantially all of Fisker’s assets.  A series of adverse events (product 

recalls, interruption in the supply of batteries) interrupted Fisker’s manufacturing. 

In October 2013, the DOE conducted an auction of its first lien position.  Hybrid Tech 

Holdings, LLC (“Hybrid”) was the prevailing bidder.  Hybrid purchased the $168.5 million 

indebtedness for $25 million.  Weeks later, Fisker filed for chapter 11 protection. 

Fisker immediately proposed an accelerated sale process, under which Fisker would sell 

substantially all of its assets to Hybrid for a credit bid of $75 million.  Hybrid agreed to pay the 

cost of administering the estate up to the time of the sale.  Hybrid also agreed to a minor 

carve-out for unsecured creditors. 

An official committee of unsecured creditors challenged the process and sought to foster 

a competitive auction.  Wanxiang America Corporation (“Wanxiang”) had recently purchased 

the assets of A123 Systems LLC in a § 363 Sale.    A123 Systems LLC produced the lithium ion 

batteries that powered Fisker’s hybrid cars.  Although Wanxiang was interested in bidding for 

Fisker’s assets, Wanxiang conditioned its participation on Hybrid’s credit bid being limited to 

$25 million. 
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The creditors’ committee thereafter filed an adversary proceeding against Hybrid, which, 

among other things, challenged Hybrid’s liens on certain Fisker assets and contended that Hybrid 

had engaged in inequitable conduct during DOE’s auction of its note.  After a period of intense 

discovery, Fisker and the committee stipulated to the following at the court’s hearing to consider 

the private sale: 

a. “[I]f at any auction Hybrid either would have no right to credit bid or its credit 
bidding were capped at $25 million, there is a strong likelihood that there would 
be an auction that has a material chance of creating material value for the estate 
over and above the present Hybrid bid.” 
 

b. “[I]f Hybrid’s ability to create bid is not capped, it appears to both the Debtors 
and the Committee that there is no realistic possibility of an auction . . . .” 
 

c. “Limiting of Hybrid’s ability to credit bid . . . would likely foster and facilitate a 
competitive bidding environment . . . .” 
 

d. “[W]ithin th[e] entirety of the assets offered for sale are (i) material assets that . . . 
consist of property perfected Hybrid collateral, (ii) material assets that are not 
subject to properly perfected liens in favor of Hybrid and (iii) material assets 
where there is a dispute as to whether Hybrid has a properly perfected lien . . . .” 
 

e. If “the Court rules that there is no basis to limit Hybrid’s ability to credit bid as 
proposed, the Committee will withdraw all of its oppositions to the Debtors’ 
present sale . . . .”  
 

At the outset, the bankruptcy court rejected Hybrid’s argument that, under Section 

363(k), “cause” may only exist where there is “inequitable conduct.”  Fisker, 510 B.R. at 56, n. 

14. The court held that “[a] court may deny a lender the right to credit bid in the interest of any 

policy advance by the Code, such as to ensure the success of the reorganization or to foster a 

competitive bidding environment.  Id.  The court limited Hybrid’s credit bid because “bidding 

will not only be chilled without the cap; bidding will be frozen.”  Id. 

The court was also troubled by the accelerated tempo of the case.  The debtors filed their 

petition on November 22, 2013 and insisted that a sale hearing and confirmation hearing 
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simultaneously occur on January 3, 2014.2  The schedule deprived parties in interest (including 

the creditor’s committee) of sufficient time to review and challenge the proposed sale. 

Finally, the court noted that the committee had challenged certain of Hybrid’s liens.  The 

debtors and the creditors’ committee had stipulated that “Hybrid’s claim is partially secured, 

partially unsecured and of uncertain status for the remainder.”  Id.  Hybrid argued that under 

Submicron, Hybrid should be permitted to bid the full amount of its claims.  However, the Fisker 

court noted that, in Submicron, “the issue was not the classification of the claim but the value of 

the collateral the claims secured.”  Id.  In Fisker, by contrast, the committee had challenged the 

validity of several of Hybrid’s liens and “[t]he law leaves no doubt that the holder of a lien the 

validity of which has not been determined, as here, may not bid its lien.”  Id. (citing In re 

Danfuskie Isl. Propos., LLC, 441 B.R. 60 (Bankr. D.S.C. 2010)). 

Wanxiang had made it clear that it would not participate in the auction, if Hybrid were 

permitted to credit bid in excess of $25 million.  The bankruptcy court entered an order, capping 

Hybrid’s bid at that amount. 

2. In re: The Free Lance–Star Publishing Co. of Fredericksburg, VA, et al.,  
512 B.R. 798 (Bankr. E.D. Va. 2014). 

This case offers a cautionary tale to those who pursue a “loan to own” strategy.  The Free 

Lance debtors operated a media business, which included radio stations and a printing and 

newspaper business.  They had borrowed $50 million from their original lender.  After the 

economic downturn, their lender sold its note to Sandton Capital Partners (“Sandton”) and soon 

thereafter DSP Acquisition  LLC (“DSP”), a Sandton affiliate, advised the debtors that DSP 

                                                
2 This date was later continued, leading the bankruptcy court to observe that “Hybrid’s ‘drop 
dead’ date of January 3, 2014, was pure fabrication, designed to place maximum pressure on 
creditors and the Court.”  Id. at 56 n. 4. 
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intended to purchase substantially all of the debtors’ assets pursuant to a sale under Section 

363(b).   

During negotiations relating to a chapter 11 filing, DSP demanded that the debtors 

execute a deed of trust to encumber in DSP’s favor two parcels of real estate on which the 

debtors operated radio towers (the “Tower Parcels”).  During a hiatus in the negotiations, DSP 

(without the debtors’ knowledge) filed a UCC fixture filing, which encumbered all personalty on 

the Tower Parcels (the “Tower Assets”) .  This collateral was not part of the original lender’s 

collateral package. 

Ninety days after the UCC fixture filing (i.e., as the preference period expired), DSP 

renewed its pressure on the debtors to file a chapter 11 petition.  At the same time DSP 

discouraged the debtors from marketing their assets, while insisting that a section 363 sale 

(presumably to DSP) close within 6 weeks of the petition date.  To the extent that the debtors 

circulated marketing materials, DSP insisted that those materials caution would-be buyers that 

DSP had the right to credit bid up to $39 million. 

Ultimately, the debtors filed their petition without DSP’s support.  DSP contested the 

debtors’ right to use cash collateral.  As a condition to the use of cash collateral, DSP demanded 

additional, post-petition liens, including liens on the Tower assets.  DSP did not disclose its prior 

UCC fixture filing.  

DSP filed an adversary proceeding to determine the validity, extent and priority of its 

liens.  The debtors counterclaimed and sought to limit DSP’s right to credit bid.  

The court found “cause” to limit DSP’s credit bid.  First, DSP did not have a valid lien on 

all of the assets subject to the sale.  Second, DSP had improperly encumbered the Tower assets 

and had concealed that encumbrance from the court.  In addition, in what the court characterized 
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as a classic “loan to own” strategy, DSP had pressured the debtors to shorten the marketing 

period for the sale and had attempted to scare off bidders by pressuring the debtors to 

conspicuously advertise DSP’s credit bidding rights.  The court stated, it was “troubled by DSP’s 

efforts to frustrate the competitive bidding process.”  512 B.R. at 806.  The court further 

explained: 

The credit bid mechanism that normally works to protect secured 
lenders against the undervaluation of collateral sold at a 
bankruptcy sale does not always function properly when a party 
has bought the secured debt in a loan-to-own strategy in order to 
acquire the target company. In such a situation, the secured party 
may attempt to depress rather than to enhance market value. Credit 
bidding can be employed to chill bidding prior to or during an 
auction, or to keep prospective bidders from participating in the 
sales process. DSP’s motivation to own the Debtors’ business 
rather than to have the Loan repaid has interfered with the sales 
process. DSP has tried to depress the sales price of the Debtors’ 
assets, not to maximize the value of those assets. A depressed 
value would benefit only DSP, and it would do so at the expense of 
the estate’s other creditors. The deployment of DSP’s loan-to-own 
strategy has depressed enthusiasm for the bankruptcy sale in the 
marketplace. 

Id. (footnote omitted).  Rather than eliminate DSP’s right to credit bid, the court limited the 

credit bid to $13.9 million (as opposed the $39 million to which DSP had stated it was entitled). 

3. In re Charles Street African Methodist Episcopal Church of Boston,  
 510 B.R. 453 (Bankr. D. Mass. 2104) . 

The debtor Charles Street African Methodist Episcopal Church of Boston (“CSAME”) 

was a church in Boston, Massachusetts.  Its secured lender was OneUnited Bank (“OneUnited”).  

OneUnited made two loans to CSAME, totaling approximately $6 million at the time that 

CSAME filed a petition for relief under Chapter 11.  OneUnited’s loans were secured by a first 

lien on CSAME’s real estate. 



AmericAn BAnkruptcy institute

157

 

 
53247492 v1 

CSAME filed a motion to sell certain real property (which secured OneUnited loans) to a 

stalking horse bidder.  The stalking horse bidder was entitled to a break-up fee of $50,000 in the 

event that the real property were sold to a higher bidder. 

CSAME filed an objection to OneUnited’s secured proof of claim.  This objection set 

forth three counterclaims, which would set off entirely OneUnited’s claim.  The counterclaims 

were asserted under theories of breach of contract and unfair and deceptive business practices 

under Massachusetts statutory law.  Notably, although the objection mirrored claims that 

CSAME had asserted in prepetition litigation and CSAME argued that its objection provided a 

basis to deprive OneUnited of its right to credit bid, CSAME did seek an accelerated disposition 

of its objection.  Instead, CSAME argued that its objection demonstrated that OneUnited’s claim 

was subject to a bona fide dispute. 

Notably, CSAME did not argue that OneUnited did not hold an allowed claim.  CSAME 

did not argue that permitting credit bidding would “chill” bidding or that OneUnited was seeking 

to credit bid for an improper purpose.  In fact, CSAME expressly “disavowed any reliance” on 

the decision in Fisker. 

Both OneUnited and the Office of the United States Trustee (the “UST”) opposed 

CSAME.  OneUnited argued that a last-minute claim objection cannot deprive a secured lender 

of the right to credit bid.  The UST argued that the existence of a bona fide dispute does not 

necessarily amount to “cause” within the meaning of Section 363(k) and did not amount to cause 

under the facts of this case. 

The court declined to prohibit credit bidding, explaining: 

I rest this decision primarily on the nature of the objections 
articulated in the Second Objection.  They do not challenge 
OneUnited’s underlying claims but instead interpose counterclaims 
as the basis of a defense of setoff.  Of course, setoff is a valid 
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defense, but it is an affirmative defense.  The burden of proving it 
rests on CSAME.  And the defense is not one that undercuts the 
existence of the primary claim; CSAME does not dispute the 
validity of the underlying loan agreements, the validity, perfection, 
or priority of OneUnited’s mortgages, the amounts claimed to be 
due, or anything intrinsic to either of OneUnited’s claims.  Nor 
does CSAME allege that the mortgages or loan agreements may be 
avoided.  Rather, CSAME asserts claims of its own that it would 
satisfy by setoff against OneUnited’s otherwise valid claims.  In 
short, there is no dispute about the validity or extent of 
OneUnited’s secured claims. 

510 B.R. at 458. 

CSAME made an alternative argument.  Under the bidding procedures, bidders were 

required to pay a cash deposit of $210,000, which was to be used, in part, to pay the $50,000 

break-up fee.  CSAME urged the Court to order OneUnited to include in any credit bid a cash 

portion of $210,000.  The court declined to require a cash component of $210,000.  Instead, it 

required a cash component of only $50,000 (i.e., an amount sufficient to cover any break-up fee). 

 D. Credit Bidding May Not Be Eliminated Through a Cramdown 

Debtors have attempted to deprive lenders of the right to credit bid in the context of 

chapter 11 plans which seek to cramdown the lenders’ claims pursuant to 11 U.S.C. § 1129(b).  

For example, in RadLAX Gateway Hotel, LLC v. Amalgamated Bank, 132 S. Ct. 2065 (2012) , 

the debtors had obtained prepetition financing, which granted to their lender a first priority 

blanket lien on all of the debtors’ assets.  At the time of the chapter 11 filing, the loan balance 

was approximately $120 million.  The debtors proposed to sell all of their assets in accordance 

with bid procedures that (a) prohibited the lender from credit bidding; and (b) required the lender 

to top a stalking horse’s $47.5 million with an all cash offer as a condition to bidding. 

The debtors intended to effect the sale through a chapter 11 plan.  They argued that under 

Section 1129(b), the plan could cramdown their lender and deprive the lender of the right to 
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credit bid.  A cramdown requires that a plan be “fair and equitable” to the class of claims being 

crammed down. 

Section 1129(b)(2)(A) provides three tests for determining whether a plan is fair and 

equitable.  The relevant language of Section 1129(b)(2)(A) provides that: 

(2)  . . . the condition that a plan be fair and equitable with respect 
to a class includes the following requirements: 

 (A)  With respect to a class of secured claims, the plan 
provides – 

  (i) (I)  that the holders of such claims retain the 
liens securing such claims, whether the property subject to such 
liens is retained by the debtor or transferred to another entity, to 
the extent of the allowed amount of such claims; and 

   (II)  that each holder of a claim of such class 
receive on account of such claim deferred cash payments totaling 
at least the allowed amount of such claim, of a value, as of the 
effective date of the plan, of at least the value of such holder’s 
interest in the estate’s interest in such property; 

  (ii)  for the sale, subject to section 363(k) of this 
title, of any property that is subject to the liens securing such 
claims, free and clear of such liens, with such liens to attach to the 
proceeds of such sale, and the treatment of such liens on proceeds 
under clause (i) or (iii) of this subparagraph; or (iii) of this 
subparagraph; or  

  (iii)  for the realization by such holders of the 
indubitable equivalent of such claims. 

The debtors argued that the use of the disjunctive “or” necessarily means that a plan need 

only satisfy any one of the three tests.  The lender argued that Section 1129(b)(2)(A)(ii)’s 

specific reference to a sale “subject to section 363(k)” leads to the conclusion that a plan which 

includes a sale pursuant to section 363 is only “fair and equitable” if a lender is permitted to 

credit bid. 
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The Supreme Court agreed with the lender.  Noting the statutory principle that “the 

specific governs the general,” 132 S. Ct. at 2069, the court held that plans seeking to sell assets 

free and clear of liens, claims and encumbrances must comply with Section 1129(b)(2)(A)(ii) 

(which addresses sales and which includes credit-bidding protections) and may not seek to 

eliminate credit bidding through reliance on Section 1129(b)(2)(A)(iii) (which is a more general 

provision which does not address sales or credit bidding).  See RadLAX, 132 S. Ct. at 2071-72. 

 


