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JUNIOR SECURED CREDITORS AND THE AUTOMATIC STAY
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Suppose D grants a senior security interest to A and subsequently grants a junior security interest to B. If D
files for bankruptcy, an automatic stay arises to enjoin A and B from foreclosing on the security interest—or
so the world presumes.

What if B files for bankruptcy and D does not? Is A stayed from foreclosing against D, when the result of the
foreclosure must be the termination of B's security interest? B's security interest is property of the estate, an
Bankruptcy Code section 362(a)(4) prevents "any act to . . . enforce any lien against property of thk estate.”
That is precisely what A is doing when A sells D's property free and clear of B's security interest.

Only a few courts have considered the matter, but a majority of these have held that the automatic stay in B
bankruptcy does not restrain A from destroying B's security interest by foreclosing. The grounds for so
concluding, however, are not satisfactory. The plain meaning of the Bankruptcy Code—admittedly a
treacherous commodity—is against such a result. So are the policy reasons that inhabit the automatic stay i
the first place. The majority view is based on some intuition that B's security interest is too minor to justify
protection by the automatic stay. Yet a close examination of this intuition shows that the majority view cannc
logically be maintained.

The aim of this article is to describe the law of the automatic stay with regard to junior creditors. As a
preliminary exercise, | will explore a theoretical difficulty deeply embedded in the text of the Bankruptcy
Code. Part One of this Article will show that the Bankruptcy Code has an incoherent theory of property.
Sometimes property means the relation of the debtor to a thing. At other times, property means the thing itse
On the former meaning, cotenancies of nondebtors are not property of the estate. On the latter meaning,
cotenancies are swept into the estate, because the thing itself is within the estate. On this latter view, both tl
debtor's cotenancy and nondebtor cotenancies are in the estate. If we view a security interest as a kind of
shared cotenancy, the security interest is beyond the jurisdiction of the bankruptcy courts on the former view
and within that jurisdiction on the latter view.

Nevertheless, the automatic stay exceeds the scope of the bankruptcy kstateerefore clear that a
debtor's bankruptcy stays the foreclosure of a security interest on the whole of the collateral.

Part Two of this article will assume that B is bankrupt but D is not. It should be the case that A is stayed by |
bankruptcy—both on the language of the Bankruptcy Code and the implicit policy behind debtor
rehabilitation.

Part Three will reverse the presumption. Suppose D is bankrupt but B is not. A is clearly stayed, but D's
trustee may not choose to pursue enforcement remedies against A. Part Three inquires whether B has stan
to enforce the automatic stay. Although the case law is divided on this point, the preferred view is that the
Bankruptcy Code invests discretion with the trustee alone to enforce the stay. A grant of standing in B woulc
interfere with that investment of discretion and therefore should not be permitted. Rather, B should be
required to follow bankruptcy procedures against the trustee directly, to compel the trustee to perform her



fiduciary duty, when B feels such duty is being neglected.
I. THE AUTOMATIC STAY AND FORECLOSURE

We start with a very basic question. Suppose a debtor grants a security interest, defaults and files for
bankruptcy. Does the automatic stay prevent the secured party from foreclosing? Bankruptcy lawyers are
likely to perceive the question as an easy dihet, thanks to the Bankruptcy Code's club—footed prose,
interpretive work is required to reach this obvious result.

A "devil's advocate" might make the following case that the automatic stay does not apply to prevent
foreclosure by secured parties: the automatic stay prevents actions against "property of the ¥staie."
defining "property of the estate,” section 541(a)(1) brings in only "interests of the debtor in property as of the
commencement of the cas@!h the simple case of a debtor who has granted a security interest in collateral
to a secured party, the "debtor's interest” was only the equity interest. The security interest as such would
seem to be outside the estate, thus, it is possible that the automatic stay would not prevent enforcement of
security interest. Since the security interest was outside the estate, it could be foreclosed. If the security
interest had the effect of foreclosing the debtor's equity position, this could be overlooked as being an indire
or incidental effect. The loss of the debtor equity might then be viewed as a kind of condition subsequent on
the debtor equity. By way of analogy, if a bankrupt debtor owned an estate that was defeasible, the estate g
out of existence if the defeasible event occurs, regardless of the automatic stay, which does not work to
prevent conditions from occurringLikewise, if a debtor equity goes out of existence because the secured
party cho;)ses to foreclose, the automatic stay is in no way offended. So ends the catechism of the devil's
advocate-

What makes this argument work is that section 541(a) brings into the bankruptcy estate the debtor's interest
a thing, not the thing itself. The courts, however, have gone beyond the literal language of section 541(a) to
expand the parameters of the bankruptcy estate. In the important case of United States v. Whiting Bools, In
Justice Harry Blackmun found it worthwhile to explain why the thing, not just the debtor's interest in the
thing, is part of the estate:

Although these statutes could be read to limit the estate to those "interests of the debtor in
property" at the time of the filing of the petition, we view them as a definition of what is
included in the estate, rather than as a limitaion.

The point of this remark is to establish that the bankruptcy estate exceeds the words of section 541(a). Thus
the estate includes not only the debtor's interest but the secured party's share of an encumbered thing. Und
this dictum, since the trustee can use "property of the esfatle' trustee can use the whole of a thing, not

just the debtor's equity in the thing. And to protect this power to use, the automatic stay prevents a secured
party from foreclosing on the collateral after a debtor files for bankruptcy. Thanks to the supplement provide
by Whiting Pools to the language of section 541(a), the automatic stay prevents foreclosure of the security
interest after all.

A different point clinches the matter. Section 541(a) defines property of the estate. Section 362(a)(3) stays
"any act to obtain possession of property of the estate or of property from the estate or to exercise control o
property of the estate!® This language protects not only the debtor's interest in the thing but the whole thing
itself. An attempt to control the whole thing would constitute an attempt to control the debtor's limited interes
in the thing. Thus, the scope of section 362(a)(3)'s prohibition exceeds the reach of section 541(a) to stay
foreclosure sales? Similarly, section 362(a)(4) prevents "any act to . . . enforce any lien against property of
the estate.23 Hence, even if the lien is beyond the estate, enforcement of lien against property of the estate i
stayed? Fortunately, we need not wrestle with the inadequacies of section 541(a). The scope of the
automatic stay exceeds the scope of section 54%(a).

It is hoped the overly basic nature of these remarks will be excused, as they will be useful in fathoming the
difficult issues in the next section, pertaining to the automatic stay arising from the bankruptcy of a debtor's



transferee.
[I. THE JUNIOR SECURED CREDITOR AS BANKRUPT

Suppose D conveys a perfected security interest to A. This security interest is a power of sale (and, in the c:
of receivables and the like, a power to liquidate by collecting). More precisely, A is empowered to sell
whatever D had at the time A's lien was credf®@his formula indicates that, if D had an absolute interest at
the time A's lien was created, A may convey an absolute title in the collateral to a buyer in a foreclosure sale
This is so even if the debtor has made subsequent conveyances to B, whether those conveyances be total
alienation, junior liens, or leasehold interests. Any such conveyance is made subject to A's lien.

To test this out, suppose, after D grants a security interest to A, D alternately grants (1) the equity to B, (2) ¢
junior security interest to B, or (3) a leasehold to B. D defaults, and A sells to X. X takes whatever D had at t
time A's lien was created. Since D had an absolute title at that time, X likewise has an absolute title. And if X
has an absolute title, B must have nothing, regardless which of the three interests D granted to B. B's prope
interest—be it large or small—has been effectively forecld<ed.

A. The Argument in Favor of the Automatic Stay

We are concerned with the extent of the automatic stay arising from B's bankruptcy, and whether it prohibits
action by A. A good argument exists that a uniform rule should apply to any conveyance that D might make
B. Suppose D quitclaims all right, title and interest to B, and then B goes bankrupt. Whatever rule we apply 1
B's automatic stay should likewise apply when D conveys a lesser interest to D—a security interest or lease
for example.

Let's start with the basic case of D's quitclaim of all right, title and interest to B. Upon such a conveyance, B
owns the equity, and A has become a honrecourse credito}ftheed, under Article 9, B is even defined
as a "debtor.2® Clearly, A is stayed from foreclosing on B's equity when B files for bankrdftcy.

Now why should this be so? First, the language of section 362(a) exceeds the scope of the bankruptcy estat
Hence, the plain meaning of the Bankruptcy Code demarfdsSitcond, whether D or B owns the equity, the
basic policy of the Bankruptcy Code is that the bankruptcy trustee of the equity owner should have the
opportunity to maximize the value of the equity. A has no good incentive to do so. A, holding a senior lien,
will seek a price only insofar as the price pays A's senior lien. A trustee for the equity owner, however, has ¢
incentive to seek more. Anything that this trustee obtains above A's lien enriches the unsecured creditors of
the bankrupt owner of the equity.

This policy of putting the trustee in charge when appreciation value can be coaxed from collateral is on
display in section 362(d)(2), which provides that the secured party may have relief from the stay if both the
following are true: (1) "the debtor does not have an equity in such profmyd (2) "such property is not
necessary to an effective reorganizatidd These two principles end up describing the Bankruptcy Code's
criteria for a trustee's control of collateral claimed by secured parties.

Though the matter is rarely articulated, Judge Stephen Gerling has suggested that the fundamental key to
bankruptcy policy is the possibility of appreciation vafifaVhen a creditor claims any sort of lien on

property that goes up in value, the creditor's immediate liquidation of such property effectively deprives the
debtor (and her unsecured creditors) of any potential upside. The secured creditor must therefore suffer the
law's delay and the insolence of office, because bankruptcy jurisdiction hopes to nurture appreciation value
favor of unsecured creditors.

If appreciation value describes when a trustee should retain control over collateral, the principle holds whett
or not D or B is the owner of the equity. Furthermore, it holds whether B has bought the equity outright, or

whether B has a mere lien on D's equity. Suppose that D conveys a junior security interest to B, and B files
bankruptcy. Does B's bankruptcy trustee have any incentive to increase the value of D's equity? The answe



clearly yes. Any amount that exceeds A's lien adheres to the benefit of B's unsecured creditors. The policy
favoring B's bankruptcy trustee applies whether B owned the equity outright or whether B owned a junior liel
on D's equity2®

At least one prominent pre—Code case has held that B's bankruptcy petition stays A. In Fidelity Mortgage
Investors v. Camelia Builders, Inc. (In re Fidelity Mortgage Investéfsiudge Joseph Smith cited many of

the same policies that motivate trustee power over encumbered property in géheparticular, the trustee

of B would like to take over the foreclosure proceeding in order to maximize the value of the estate. Whethe
B owns equity or is a junior secured party, the general creditors of B will benefit if B's trustee runs the sale. |
neither case can the senior secured party be trusted to maximize the interests of junior parties.

Furthermore, a right of redemption has usually been considered powerful evidence that a thing is in the
bankruptcy estaté® It may be pointed out that junior secured parties usually have the right to redeem the
property from the senior secured party, in order to preserve residual value the senior secured party has no
incentive to realize. Thus, U.C.C. section 9-506 provides:

At any time before the secured party has disposed of collateral or entered into a contract for
its disposition under Section 9-504 or before the obligation has been discharged under
Section 9-505(2) the debtor or any other secured party may . . . redeé . . .

Since redemption coheres with the policy of the Bankruptcy Code to maximize property for the benefit of the
general creditors, the policy is equally concerned with B as secured creditor as it is with B as equiff owner.

B. The Arguments Against the Automatic Stay

Nevertheless, while courts universally hold A is stayed when B owns the &gsityie courts believe
otherwise when B owns a mere lien on D's equity. The arguments for this position, however, are not
successful.

According to Judge Rebecca Beach Smith in Farmers Bank v. March (In re M&rti® automatic stay
does not prevent foreclosure of B's junior security interest. In so deciding, Judge Smith quoted the following
words of Justice Harry Blackmun from United States v. Whiting Ptibls:

Section 541(a)(1) speaks in terms of the debtor's "interests . . . in property,” rather than
property in which the debtor has an interest, but this choice of language was not meant to
limit the expansive scope of the section. The legislative history indicates that Congress
intended to exclude from the estate property of others in which the debtor had some minor
interest such as a lien or bare legal title. Similar statements to the effect that 8 541(a)(1) doe:s
not expand the rights of the debtor in the hands of the estate were made in the context of
describing the principle that the estate succeeds to no more or greater causes of action agair
third parties than those held by the debtor. These statements do not limit the ability of a
g}ustee to regain possession of property in which the debtor had equitable as well as legal titls

In short, B's security interest is a "minor"” property right, and so is not to be considered part of the bankruptc
estate at all.

The context of this dictum from Whiting Podfsmerits careful explication. We saw in the last section how
Justice Blackmun felt compelled to explain that, even though Section 541(a) puts only the debtor's interest i
a thing in the estate—not the entire thing—the trustee could nevertheless use the entire thing, if useful to
maximize the return for unsecured creditors. That is, the estate included the entire thing, not just the debtor"
interest in the thing. For this reason, a secured party is expected to donate collateral to the rehabilitation of
debtors2’ But Justice Blackmun equally saw the danger in bringing in the whole thing when the debtor
owned only a scrap of the thing. For example, Blackmun's untrammeled doctrine of the thing might suggest



that, if a debtor owned a security interest in someone else's thing, the debtor's trustee could use the thing in
order to rehabilitate the debtor. Imagine, if you will, that General Motors Acceptance Corp. ("GMAC") filed
for bankruptcy, and the trustee could use all the cars in which GMAC held a security interest. The automatic
stay would then apply to prevent consumers from using the cars. The cars could be repossessed, and GMA
could go into the car rental business at the expense of consth&irsh a thought being monstrous, Justice
Blackmun introduced, in the passage just quoted, the idea of "minor" debtor interests, "such a¥ a lien."
Thus, section 541(a)(1) brings in the "whole thing" when the debtor owns a "major" interest—such as debtor
equity. It does not bring in the whole thing when the debtor claims only a "minor"” interest—such as a securit
interest or lien.

How does this dictum affect the question at hand? D has granted a senior security interest to A and a junior
security interest to B. B has filed for bankruptcy. B's security interest in the "thing" is a minor interest, and sc
per Blackmun's instruction, B's trustee cannot use D's thing to rehabilitate B. But this dictum does not really
answer the guestion whether A may foreclose A's security interest in D's thing. D has never filed for
bankruptcy. A is not prevented by D's bankruptcy from repossessing the thing and foreclosing. But A's
foreclosure would also have the effect of foreclosing B. Thus, B's security interest in D's thing may be
"minor" insofar as D is concerned. But it does not necessarily follow that B's interest is minor insofar as A is
concerned. A and B are equally minor to D, but perhaps vis—a-vis each other, they are "major." Some
legislative history makes this explicit. According to Congressman Don Edwards:

The addition of this provision by the House amendment merely clarifies that section 541(a) is
an all-embracing definition which includes charges on property, such as liens held by the
debtor on property of a third party . .2°.

Whiting Pools

, then, cannot serve as the ultimate justification of the principle that A may foreclose on the collateral free ar
clear of the automatic stay generated by B's bankruptcy. Rather, Whiting Pools suggests only that B may nc
expropriate D's equity interest for the purpose of enriching B's unsecured creditors.

Other contrary arguments in favor of holding senior secured parties free and clear of the junior secured part
automatic stay usually end up being unjustified assertions. According to one commentator, the automatic stz
should not apply to A because

there were no "financial pressures"” on [B] with respect to the subject collateral . . . that drove
[B] into bankruptcy. [B] is, in fact, a "creditor" with respect to the property . . . [B] has no
"repayment” that it must make to the senior secured creditor. It is obvious that the purpose of
?lnacting the automatic stay was not intended to protect a debtor who is actually a "creditor.”

None of these allegations is true or even relevant. B may be bankrupt because the equity owner has default
on its obligations to B. Therefore, financial pressures related to the collateral may well be to blame for B's
bankruptcy. If not, so what? The automatic stay does not apply only to the property that causes the
bankruptcy. If a secured party claims a speed boat from a debtor who went bankrupt speculating on
commodity futures, the automatic stay prevents foreclosure on the boat even if the boat is unrelated to the
market for commoditie$? Furthermore, all debtors are also creditors of other debtors, but that has never
made a difference to the scope of the automatic stay. If a secured party claims accounts receivable, the deb
is a creditor of the account debtor, but the automatic stay prevents the secured party from collecting the
accounts all the sam& That B has no in personam payment obligation to A is irrelevant. Any time B buys
the debtor equity outright, A is a nonrecourse creditor with respect to B, and yet the automatic stay clearly
applies. Many real estate bankruptcies involve nonrecourse mortgages, yet the automatic stay stilf applies.
Indeed, none of the reasons offered against the automatic stay of the senior security interest is c&hvincing.



A challenging idea in favor of holding A's foreclosure immune from B's automatic stay comes from a
pre—Code case, First Federal Savings & Loan Ass'n of Chicago v. Holiday Lodge, Inc. (In re Holiday Lodge,
Inc.), 2 where D conveyed a mortgage to A and then leased the premises to B. B was bankrupt and D was r
Judge Elmer Schnackenberg ordered that the stay should be vacated:

[T]he first mortgage here constitutes a lien on the property in question superior to debtor's
leasehold interest and, to the extent of that lien, the debtor had no interest in the real estate.
took its lease subject to that mortgage lien. That being so, the district court, as a bankruptcy
court, had not jurisdiction to restrain a state court proceeding to enforce [A's] lien on the
property to the extent that it was superior to any interest belonging to the debtor in that
property 4’

The idea here is that, since the lease is entirely subject to the lien, and since the lien is beyond the bankrupi
estate, the security interest can be enforced without any offense to bankruptcy jurisdiction. But this is
precisely the "devil's advocate" argument presented in the last section to explain why the automatic stay mic
never apply to any security interest of any siit is true enough that B's lease is entirely encompassed in

A's lien. It is also true that B owns nothing beyond A's lien. But these are the attributes of any debtor equity
just as much of B's limited interest in debtor equity.

A contrary case exists, however, under the Bankruptcy Code. In 48th Street Steakhouse, Inc. v. Rockefeller
Group, Inc. (In re 48th Street Steakhouse, I12A owned a reversion and D owned a leasehold. D then
subleased to B. B was bankrupt, but D was not. Judge Frank Altimari held that the automatic stay preventec
A's termination of D's leas& His reasoning was phrased quite broadly:

While it is true that [D] is an incidental beneficiary of our decision, this result is permissible
where a non—-debtor's interest in property is intertwined, as in the present case, with that of a
bankrupt debtor. If action taken against the non—bankrupt party would inevitably have an
adverse impact on property of the bankrupt estate, then such action should be barred by the
automatic stay>?

Thus, because B had an interest in the "thing,” A could take no action whatsoever against D with regard to [
interest in the "thing", thanks to the automatic stay arising out of B's bankrZfpttys is so, at least, where

the termination of D's interest implies the termination of B's junior interest. Such reasoning applies just as
much to B's security interest as it does to B's sublhse.

C. Relations Between the Nonbankrupt Entities

Back to the case of the junior secured party, if the automatic stay prevents A from foreclosing against B, doe
it thereby follow that A is enjoined from foreclosing against D who is not bankrupt?

For example, suppose the collateral is worth $100 in its unencumbered state, and A and B both claim $60. E
bankrupt but D is not. A may not sell the collateral free and clear of B's junior security interest, because to d
so would violate the automatic stay. But might A sell D's residual interest?

One case suggesting so is Roslyn Savings Bank v. Comcoach Corp. (In re Comcoact @bgye,a

borrower (D) encumbered real estate and then leased premises to a tenant (B). B filed for bankruptcy and tt
secured creditor (A) moved to lift the automatic stay in B's bankruptdydge Richard Cardamone ruled that
the stay should not be lifted, because A was not even a party in interest in B's bariériptegrdamone's

view, A was not a creditor of B because B owed rent to D—notfdHawever mistaken this view i§§

Judge Cardamone went on to suggest that the foreclosure sale against D was not stayed:

First, the state foreclosure action, as presently constituted, is not stayed. Until [B] is named a
a party—defendant the action does not affect the bankrupt estate. New York law provides that
lessees are necessary parties in foreclosure actions. Necessary parties are not always



indispensable parties, however, whose absence mandates dismissal of the action. The abser
of a necessary party in a foreclosure action simply leaves such party's rights to the premises
unaffected. By failing to name [B] as a party—defendant in its foreclosure action, [A] has left
the debtor in exactly the same position as it was in prior to commencement of the suit. Since
no interest of the bankrupt estate has been affected, no automatic stay prohibiting the
continuance of the state foreclosure action exists.

In other words, the automatic stay in B's bankruptcy does not prevent foreclosure of A's interest against D, s
long as the foreclosure sale does not affect B's junior intéfest.

How can this case be reconciled with 48th Street Steakhouse previously disélissd8th Street

Steakhouse, A wished relief from the automatic stay to foreclose the interests of both B and D. In Comcoact
A wished the same relief, but Judge Cardamone indicated that foreclosure against D was permissible, so lol
as B's junior interest was left intaf4.

The ability to sell D's equity interest (but not B's junior security interest) is potentially harmful to A, unless
care is taken in analyzing the consequences of such a sale. Suppose A sells the collateral to X in a foreclos
sale. X then has the right to possess the property against B and B's bankruptcy trustee. Between D and B, E
security interest was minor. B's trustee could not seize beneficial possession from D. Since X now owns wh:
D had, X is likewise privileged against B's trustee.

X

knows, however, that she buys subject to B's security interest. Otherwise, A has violated the automatic stay
On the numbers presented earlier, X rationally pays a maximum of $40. Ironically, $40 is the value of the
junior lien on the collateral. That is, if A were merely the junior secured party, X also would have paid $40.
The inability to foreclose B thereby subordinates A to B.

It should not be forgottefi® however, that A has a security interest on B's junior security interest in X's
property. D could only convey to B a title that A's security interest encumbers. Thus, if D had conveyed
absolute title to B, B would take title subject to A's lien. The same is true if D conveys a junior security
interest to B. That is, B's security interest is itself encumbered by A& lien.

Now A has already recovered $40 and has only a $20 claim remaining. Meanwhile, B's bankruptcy trustee
may realize on the property by inducing X to redeem (for $60) or by selling X's property at auction to some
buyer (Y) for $100. If X redeems for $60, A is senior for $20. B's trustee is entitled only to the surplus of $40
Equilibrium is happily restored. If B's trustee forecloses against X, A obtains $20, B's trustee obtains $40, ar
X obtains a surplus of $40—exactly what X paid for D's equity interest.

The problem with this view is that it works only when the parties have perfect information. If X has no
knowledge of B's bankruptcy and takes no warranties of title, it is X, not A, who bears the risk of B's
bankruptcy. X pays $100 but obtains D's equity (worth nothing) and A's lien (worth only $60). Of course, A
only claims $60 and must return the $40 surplus to B's bankruptcy trustee (who owns B's junior lien). This
$40 distribution reduces the junior lien from $60 to $20. X still owes $20 on a nonrecourse basis to B's
bankruptcy trustee because X did not understand that B's automatic stay prevented A from selling good title
X. Such a conundrum results if B's automatic stay prevents A from foreclosing against B and permits A to
foreclose against D.

Against this result, however, stands the strange and unaptly named case of Harsh Investment Corp. v. Biale
(In re Bialac),®> where the debtor was a one-sixth cotenant of a promissory note. All the cotenants jointly
borrowed money, and the note was pledged to a bank. Upon default a surety paid the bank and took over th
bank's position as pledgee. The pledgee then began a foreclosure sale. Hours before the sale, the one-sixtl
owner of the note filed a deftly timed bankruptcy petition. The secured party decided to go ahead with the se
of five—sixths of the note, exactly as envisioned here. In this sale, the secured party, bidding in its claim,



emerged as buyer of five—sixths of the née.

Judge Otto Skopil ruled that the sale of the five—sixths violated the automati®’ thg.sale was void, and

the nonbankrupt cotenants were reestablished as owners of the note. The justification: the debtor had a
redemption right under U.C.C. Section 9-586This redemption right applied not just to the debtor's
one-sixths cotenancy but to the entire note. Hence, the sale of the note—a "disposition" that terminates the
redemption right—interfered with the debtor's property right. Hence, the entire thing—not just the debtor's
interest in the thing—was deemed protected by the automatié¢tay.

Under the U.C.C., can a cotenant of a thing redeem the whole thing—or just the cotenancy? No case law
pre—existed Bialac to support this proposition, but Judge Skopil analogized to real estate law, where the righ
of a cotenant to redeem the whole thing is recognized. If this occurs, the other cotenants are reestablished ¢
owner, but these others must reimburse the redeeming cotenant within a reasonable time or else lose the
cotenancy’® Sometimes it is said that the redeeming cotenant is subrogated to the mortgage. That is to say,
the other cotenants are deemed to be equity owners of the redeemed cotenancies, but the redeeming coter
is a secured creditor with a lien on those cotenanCies.

Applying these principles to Bialac, the debtor was already the one-sixth owner of the promissory note,
because the automatic stay prevented the sale of this cotenancy. Indeed, the secured party did not purport 1
sell this one-sixth interest. If the debtor were to redeem the other five-sixths, the other cotenants would still
own the debtor equity in these cotenancies, but the debtor would have legal title to or perhaps an Article 9
security interest on the five-sixths.

That the automatic stay should protect this redemption right translates into this proposition: If (1) D grants a
lien to A, if (2) B guarantees it, and if (3) B files for bankruptcy, the automatic stay restrains D from
foreclosing against A. B has the right to be subrogated to A's mortgage against 0Btatas that the
subrogation right is property of the estate, and any interference with it violates tHé stay.

That the bankruptcy of a surety should stay foreclosure of a security interest against the obligor sounds
disturbing, and so some courts have attempted to distinguish Bialac. Thus, in Saratoga Group, Ltd. v. Peopl
National Bank (In re Geris)? a surety filed for bankruptcy. The principal obligor (not a bankrupt) intervened
to claim that foreclosure of a mortgage against the obligor would violate the stay in the surety's badkruptcy.
Judge Dickson Phillips ruled that the stay did not impede the foreclé&@tllips distinguished Bialac on

the ground that Bialac involved a debtor with an "ownership" interest in a thing, whereas Geris surety had
only the right of subrogatiod’ But surely a contingent interest in a mortgage is "ownership.” Judge Phillips
overlooks the fact that the reason the stay restrained the pledgee in Bialac was that the debtor could redeer
his own cotenancy and the cotenancy of others. If such a redemption were to be made, the debtor would ha
a security interest on these cotenancies. Bialac was nothing more than an ordinary suretyship case. Judge
Phillips's distinction therefore fails.

Judge Phillips fully understood the consequence of holding that the surety's bankruptcy stays foreclosure
against the principal obligor:

Certainly [the surety] has an interest, and a material one, in having the value of the . . .
property maximized, insofar as it bears directly on the size of the deficiency . . . But if we
were to accept this interest as sufficient to invoke in [the principal obligor's favor] the
automatic stay provision . . . we would be cutting off foreclosure rights of secured creditors in
any property standing as security for a debt that happened to be guaranteed by a bankrupt.
This cannot have been an intended function of the automatic stay provision, any more than it
was intended to prevent a secured creditor from collecting from or foreclosing on the property
of a bankrupt debtor's guarantdf.

This last point is a disturbing one. The principal obligor's bankruptcy is not supposed to restrain collection
against the surety? yet the surety's bankruptcy, under Bialac, powerfully prevents foreclosure against the



principal obligor. Bialac therefore resembles the notorious Deprizio ¥asexhich a guaranty by an insider
extended the preference period to one year for the obligee. In both cases, the lender is worse off for having
taken the guarant§

Nevertheless, the idea of debtor rehabilitation is that bankruptcy trustees should be able to administer asset
whenever a senior secured party lacks the incentive to maximize linese goals fully apply to bankrupt
sureties. Thus, Judge Phillips point, though powerful, contradicts the principle on which bankruptcy
jurisdiction over collateral is premised. The surety's automatic stay therefore shields the principal obligor on
both the plain meaning of the Bankruptcy Code and its policy reserving appreciation value to the unsecured
creditors of bankruptcy debtofs.

[1l. JUNIOR SECURED CREDITORS AND STANDING

One last matter remains. Suppose D grants a senior security interest to A and a junior security interest to B.
then files for bankruptcy. May B (quite solvent) protest violations of D's automatic stay by A?

Most courts believe that the junior secured party does not have stafidingity of Farmers Branch v.

Pointer (In re Pointer)®® a secured party sought a declaration that superpriority tax liens on its collateral
would violate the automatic stay in the debtor's bankruffcludge Carolyn Dineen King ruled against the
secured party on the theory that the creditor did not have standing. Judge King also emphasized that the
creditor's theory was a disguised avoidance of a postpetition transfer under section 549. As this section give
only bankruptcy trustees standing, the creditor must therefore not be entitléd @nithe other hand, if one
believes that actions in violation of the stay are "void ab ini%the creditor's action need not be viewed as

a theft of turf granted to trustees under section 49.

The following difference exists between section 549 avoidance and voidness ab initio. If the superpriority lie
is avoided under section 549, the lien is preserved for the benefit of the estate under section 551 and can be
asserted against the junior secured party. But if the superpriority lien is merely void for violating the stay, the
lien is deemed never to have arisen, in which case the junior secured party wins the promotion that section

551 is designed to prevent. By denying the junior secured party standing, Judge King, in Pointer, preserved
for the bankruptcy trustee the right to avoid and preserve the voidable superpriorit lien.

Some cases do recognize junior creditor standing. In Barnett Bank v. Trust Co. Bank (In r& Rinigje

Lamar Davis ruled that a solvent junior secured party had standing to bring an adversary proceeding agains
senior secured party who had violated an automatic stay arising from the equity owner's bankruptcy. In so
ruling, he noted that other creditors are the ultimate beneficiaries of the stay:

[A] creditor honors the stay with the expectation that it is not losing ground to other creditors
because the bankruptcy court will not allow a violation of the stay to stand and will punish
any party that violates if?

Davis saw two bad consequences in denying junior secured parties standing to enforce the stay against the
senior secured party. First, it would signal to the senior secured party that she could violate the automatic st
with impunity, so long as an undersecured junior lienor eXs8econd, the denial of standing would make a
mockery of the principle that acts taken in violation of the automatic stay are void at’4nitio.

The problem with this view is that it interferes with the trustee's discretion to administer the estate. If the
trustee has good reason not to pursue sanctions against the senior secured creditor, this reason should be
respected. If the junior secured party thinks that the trustee is breaching her fiduciary duty by not pursuing
these sanctions, the junior secured party should pursue the remedies given to any creditor to force a trustee
perform. These might include the removal of a trustee or the delegation of the adversarial action to a credito
committee 2

IV. CONCLUSION



A bankruptcy trustee is deemed to be a judicial lien creditor who represents all unsecured creditors. As suck
the trustee is a junior creditor whenever there exists a senior perfected security interest on property of the
estate. At state law, junior secured creditors may not usually interfere with the senior creditor's right of
foreclosure. But bankruptcy law and policy reverses this presumption, so that a bankruptcy trustee might
maximize value for the benefit of the unsecured creditors.

When a debtor has bought collateral subject to a lien that was created before the debtor's purchase, the dek
is a nonrecourse debtor against the existing secured creditor. The automatic stay clearly restrains the secur
creditor, even though no privity exists between the creditor and the debtor. The same rule should apply whe
the debtor buys an interest that is less than an absolute title. Thus, if the debtor is a junior secured creditor
some non—-bankrupt entity, the automatic stay should restrain the senior secured creditor from foreclosure.
Any such foreclosure would destroy property of the estate, in violation of Bankruptcy Code section 362(a)(4)
which prevents "any act to . . . enforce any lien against property of the &State."

The Supreme Court has proclaimed in dictum that a lien owned by a bankrupt is a "minor" interest that does
not enter the bankruptcy estate. But this remark is limited to the relations between an equity owner and a
bankrupt secured creditor. When two secured creditors have claims against the collateral of a nonbankrupt
entity, each lien may be minor insofar as the nonbankrupt entity is concerned, but vis—a-vis each other, the
two liens are "major” in their relation. Hence, in the bankruptcy of the junior secured creditor, an automatic
stay arises that prevents the senior secured party from foreclosing on the property of a nonbankrupt entity.
Such foreclosure would destroy property of the junior creditor's bankruptcy estate.

Both the plain language and the implicit policy of the Bankruptcy Code dictate this result. The unsecured
creditors of the junior secured party would benefit from the accrual of appreciation value in the junior lien if
the junior's bankruptcy trustee is allowed to administer the foreclosure sale. The junior lien cannot be
distinguished from a bankrupt's nonrecourse ownership of collateral. The rule for the one should also be the
rule for the other.
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