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Commentators have been predicting that 
commercial real estate loans are the next 
wave of defaults that will occur in this 

economic downturn, similar to what has already 
occurred with defaults on subprime loans. Com-
mercial loan defaults have already led to a signifi-
cant increase in companies filing for bankruptcy. 
Chapter 11 business bankruptcy filings in the 
third quarter of 2009 increased 23 percent over 
the same period in 2008.1 While legislation on the 
national and state level has yet to address fore-
closures in the commercial context, businesses 
facing the threat of foreclosure should consider 
bankruptcy, and, in particular, a reorganization 
under chapter 11 of the Bankruptcy Code, as a tool 
to restructure their existing obligations. Chapter 
11 is a powerful tool that businesses2 can use to 
hold off the threat of foreclosure, while addressing 
all of the factors affecting a business’ profitability. 
Chapter 11 allows a debtor time to formulate a plan 
to return to profitability, which may include shed-
ding unnecessary assets or modifying the terms 
of existing obligations. A business that is commit-
ted to working within the rules established by the 
Bankruptcy Code has the chance to restructure 
its obligations such that a fresh start can be ob-
tained instead of simply shutting its doors. 

Purpose
For a business facing a foreclosure, a chapter 11 
filing has the immediate effect of stopping that 
foreclosure action due to the imposition of the 
automatic stay, which is effective upon filing of 
the bankruptcy petition.3 The purpose of the au-
tomatic stay is to maintain the status quo and 
provide the debtor with breathing room, during 
which time the debtor has an opportunity to for-
mulate a plan to repay his/her creditors.4 Obtain-
ing court approval of this plan is the goal of the 
chapter 11 case, as the confirmed plan binds the 
debtor and all creditors, even creditors who op-
posed the plan.5 The importance of this plan to a 
debtor who is facing the loss of its assets cannot 
be overstated, because a debtor who can meet the 

requirements for court approval of its plan can 
propose to keep these assets based on new loan 
terms established for its secured creditors. 

The Rewriting of Loan Terms
In its simplest form, the bankruptcy code allows a 
debtor to rewrite the terms for its obligations and 
specify how and how much it will repay its credi-
tors over a period of time.6 This allows a debtor to 
propose a change in the interest rate s/he is pay-
ing on any promissory note, obtain a more favor-
able amortization schedule, and even extend or 
eliminate any balloon payments which may exist. 
In order to obtain approval for such modifica-
tions, the debtor must show the court that the 
creditor or class of creditors has consented to such 
changes by casting an affirmative vote in favor of 
the debtor’s plan.7 If the creditor or class of credi-
tors has not voted in favor of the plan, the debtor 
may ask the court to approve the plan treatment 
for such class of dissenting creditors over their re-
jection of the plan, if the plan meets the so-called 
“cramdown” requirements of section 1129(b) of 
the Bankruptcy Code. 

In general, section 1129(b) requires that the 
proposed treatment of the creditor’s claim to be 
“fair and equitable.” What is fair and equitable 
for classes of secured and unsecured claims is de-
fined in section 1129(b)(2). While a term of art, 
a plan is “fair and equitable” with regards to se-
cured creditors if the secured creditor “(1) re-
tains its lien; and (2) receives ‘deferred cash pay-
ments 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 in-
terest in the estate’s interest in such property.’”8 
Most of the litigation on this issue focuses on 
whether the secured creditor is receiving a mar-
ket rate of interest and other market terms.9 In 
the context of loans secured by real estate, courts 
have typically allowed a debtor to amortize a debt 
and extend the maturity date over a longer period 
of time than when a debt is secured only by per-
sonal property. Upon confirmation of a debtor’s 
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plan, the confirmed plan becomes the new 
contract between the debtor and the credi-
tor10 and as long as the debtor adheres to its 
plan, the creditor is prevented from engag-
ing in any state law remedies to otherwise 
collect upon its claim.11 

The Liquidation of Assets
Debtors looking to reorganize their affairs 
are not limited simply to proposing new 
loan terms for their creditors when for-
mulating a plan. Debtors may also use a 
chapter 11 case to liquidate assets that are 
no longer beneficial or profitable to main-
tain. The debtor may propose to sell such 
property free and clear of liens, and dis-
tribute the proceeds of sale to creditors 
in accordance with the priorities of the 
Bankruptcy Code, before the plan is con-
firmed, or as part of the confirmed plan.12 
The debtor may also propose to liquidate, 
surrender, or convey assets to creditors 
to partially or wholly satisfy their claims. 
One such method primarily used dur-
ing the economic downturn in the early 
1990s that is making a resurgence in the 
current economic climate is the concept of 
“dirt for debt” whereby instead of receiv-
ing cash, creditors receive their collateral 
(the dirt) in partial or full satisfaction of 
their claim, as the indubitable equivalent 
of their claim.13 Debtors can also negoti-
ate with creditors or ask the court to ap-
prove plans that surrender real estate assets 
to their creditors in a variety of ways, such 
as using deeds in lieu of foreclosure, or sur-
rendering the property for foreclosure in 
exchange for an agreed upon or court de-
termined credit against the debt. 

Section 506(a)
Finally, debtors with property that has de-
clined in value such that the loan is now 
underwater may also benefit from fil-
ing a chapter 11 case, if the property that 
has declined in value is still necessary for 
the debtor’s business in the future. Sec-
tion 506(a) of the Bankruptcy Code bifur-
cates claims into secured and unsecured 
claims, treating a claim as secured only 
up to the value of the collateral securing 
the claim, with the remaining amount of 
the claim treated as an unsecured claim.14 
This “cramdown” of a secured creditor’s 

claim to the actual value of the collateral 
securing the claim in the plan allows the 
debtor to restructure the loan, and make 
payments based only on the current value 
of the asset, with the unsecured portion 
treated pro rata with the claims of other 
unsecured creditors.15 This is of particular 
benefit to a debtor who does not propose a 
plan to pay its unsecured creditors in full. 

Conclusion
The decision to file a Chapter 11 is not an 
easy one for any business owner to make, 
nor is a chapter 11 case simply an easy 
method to avoid repaying debt. Debtors 
must submit themselves to the oversight 
of the Court, comply with the rules and 
reporting requirements imposed by the 
Bankruptcy Code and local rule, obtain 
prior approval before undertaking certain 
acts outside of the ordinary course of the 
debtor’s business, and make tough choices 
concerning the actions necessary to return 
the debtor’s business to profitability. How-
ever, in exchange for complying with these 
requirements, debtors are given an oppor-
tunity to deal with all of their creditors in 
one forum and formulate a plan to allow 
for the rehabilitation of their business. 
In this economic climate, as we see more 
commercial enterprises fail, businesses 
feeling the pressure of foreclosure should 
consider the remedies offered by the Bank-
ruptcy Code. 
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