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This article discusses adequate protection in the context of partially 
completed real estate projects. In particular, we consider whether and to 
what extent the increase in value of a prepetition secured creditor’s collat-
eral that results from further construction, or the completion of construc-
tion, may be a potential source of value for a debtor attempting to rehabili-
tate its business while in Chapter 11. If postpetition accretion in the value 
of the a project can be a source for adequate protection of the prepetition 
secured creditor, the debtor could use this value to support the debtor’s use 
of cash collateral, obtaining priming postpetition financing under sections 
363 or 364(d) of the Bankruptcy Code, or the continued imposition of the 
automatic stay under section 362 of the Bankruptcy Code.

a. What is adequate Protection?

To understand adequate protection in the narrow context of a real es-
tate project, it will be helpful to first look at adequate protection broad-
ly. At the outset of most Chapter 11 cases, secured creditors focus their 
attention on obtaining adequate protection against the diminution in 
value of their collateral resulting from the debtor’s use of that collateral. 
Adequate protection is an attempt to resolve potential Fifth Amendment 
constitutional issues1 presented by business reorganization cases that 
are at least as old as the Bankruptcy Act of 1898.2 Congress’ bankruptcy 
power3 is limited by the Fifth Amendment property protections under 
the “due process” clause.4 Creditors cannot be deprived of their prop-
erty without due process of law.5



248 NoRToN JouRNal of BaNkRupTcy law aNd pRacTice [Vol. 22 # 2]

© 2013 Thomson Reuters

A security interest is an interest in property. If Congress sought to pre-
serve the rights of a secured creditor without any impairment or limitation, 
Congress would have permitted the secured creditor to enforce its security 
interest and to have that security interest retain its ranking to the same 
extent it would retain that ranking under applicable nonbankruptcy law.6 
Without the powers to bar secured creditors from enforcing their liens and 
to use collateral in a case, it would not be possible for a debtor to reorganize 
in a great many cases.7 Accordingly, if Congress were too strict in protect-
ing a secured creditor’s interest in property under the Fifth Amendment, 
the bankruptcy power of Congress would be severely curtailed. A strict 
view would essentially permit only laws along the lines of a moratorium 
on the rights of unsecured creditors and would limit gravely a debtor’s abil-
ity to rehabilitate its business.

A debtor’s first need is often liquidity, and few debtors have unen-
cumbered cash to finance their own restructuring. Debtors need to ob-
tain the necessary liquidity in a bankruptcy proceeding from the use 
of cash collateral or postpetition credit. As a practical matter, many 
debtors would not be able to obtain postpetition credit without priming 
prepetition liens on the debtor’s property. To enable debtors to use cash 
collateral and obtain postpetition credit by means of priming prepetition 
liens, without abridging the secured creditor’s constitutional rights, sec-
tions 363(e) and 364(d) of the Bankruptcy Code require the holder of a 
lien or interest in such property be provided adequate protection of its 
interest.8 Adequate protection protects a secured creditor from a decline 
in the value of its interest in collateral during the pendency of the bank-
ruptcy case.9 At the same time, it provides a debtor with options, despite 
having granted liens on its key assets prepetition. Were this flexibil-
ity not included in the Bankruptcy Code, a prepetition secured creditor 
having a lien on key assets could become the sole source of the debtor’s 
liquidity during the case, and this would greatly shift bargaining power 
to the prepetition secured creditor.

Thus, in balancing, on the one hand, the demands of the Fifth Amend-
ment to protect a property owner’s due process rights, and, on the other 
hand, the policy for the protection of the ability of a debtor to rehabili-
tate itself, Congress chose to provide a secured creditor with “adequate 
protection” as a proxy for due process (and, in cases of total deprivation, 
just compensation).10 In so doing, Congress protected other creditor 
constituencies from adverse action by secured creditors. By requiring 
adequate protection for secured creditors as a basis for withholding the 
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enjoyment of certain rights, the Bankruptcy Code reconciles the prop-
erty interests and constitutional rights of the secured creditor with those 
of the debtor and the unsecured creditors.

Given the constitutional ground of “adequate protection” to protect 
a secured creditor’s interest in property from a decrease in value of an 
interest in collateral due to the action of Sections 362, 363 and 364 of 
the Bankruptcy Code, the Bankruptcy Code does not give bankruptcy 
courts discretion as to whether a secured creditor is entitled to adequate 
protection.11 A bankruptcy court does, however, have broad latitude as 
to what might constitute adequate protection and what method is ap-
propriate for determining the value of an interest in collateral or the 
adequacy of the protection.12 Section 361 of the Bankruptcy Code sets 
forth the following nonexclusive means by which adequate protection 
may be provided:

When adequate protection is required under section 362, 363, or 
364 of this title of an interest of an entity in property, such ad-
equate protection may be provided by—

(1) requiring the trustee to make a cash payment or periodic cash 
payments to such entity, to the extent that the stay under section 
362 of this title, use, sale, or lease under section 363 of this title, 
or any grant of a lien under section 364 of this title results in a de-
crease in the value of such entity’s interest in such property;

(2) providing to such entity an additional or replacement lien to the 
extent that such stay, use, sale, lease, or grant results in a decrease 
in the value of such entity’s interest in such property; or

(3) granting such other relief, other than entitling such entity to com-
pensation allowable under section 503(b)(1) of this title as an admin-
istrative expense, as will result in the realization by such entity of the 
indubitable equivalent of such entity’s interest in such property.13

In addition to cash payment and the granting of replacement liens on 
assets, a bankruptcy court can grant any number of forms of relief to 
serve as adequate protection.14 Where adequate protection granted in a 
case proves insufficient to compensate a secured creditor for this dimi-
nution in value, section 507(b) of the Bankruptcy Code allows a secured 
creditor an administrative expense claim to the extent of the excess 
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diminution in value.15 Notably, an administrative expense claim under 
section 507(b) of the Bankruptcy Code is given priority over all other 
administrative claims arising under section 507(a)(2) of the Bankruptcy 
Code. In other words, this “superpriority” claim is senior in distribution 
priority to all other “actual, necessary cost and expense of preserving 
the estate” under section 503(b).16 This administrative expense claim 
serves as a “statutory fail-safe system in recognition of the ultimate re-
ality that protection previously determined the ‘indubitable equivalent’ 
… may later prove inadequate.”17

When determining whether a proposed protection is adequate, the 
principal considerations for the bankruptcy court are (1) the change in 
value of an interest in collateral (as opposed to the collateral itself)18 
and (2) the provision of something equivalent to its decrease in value.19 
A bankruptcy judge has wide latitude because valuations are “deter-
mined on a case by case basis.”20 Value is “intended to have broad scope 
in the context of providing adequate protection to secured creditors.”21 
The debtor should be prepared to substantiate with evidence the sources 
and extent of value in the particular case.22

B. How do Courts Value the Protection that is due to a secured 
Creditor?

Because adequate protection is meant to protect a secured credi-
tor’s interest in the collateral, there is a valid argument that the secured 
creditor’s interest is only the value that would be realized if the collat-
eral were liquidated by the secured creditor under applicable nonbank-
ruptcy law.23 Arguments can be made that the court may take account 
of market and other conditions changing over time, and that values 
change depending on when measured. The value protected should be 
the present value of the creditor’s interest.24 Case law, however, has not 
finally resolved the question of the time when the value being protected 
by “adequate protection” is measured.25

There is, nevertheless, a thread of consensus among bankruptcy 
courts about the timing of the valuation of the secured creditor’s inter-
est in the debtor’s property. One point in time for measuring value for 
determining adequate protection is the petition date.26 Another point in 
time is the date on which a request for adequate protection is made, on 
the ground that Fifth Amendment due process rights, and a fortiori ad-
equate protection rights, may be waived.27 For example, a secured credi-
tor that waits six months into the case to demand adequate protection of 
its interest may be found to waive its right to adequate protection based 
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on a value as of the petition date. Such a creditor may only be entitled to 
adequate protection based on its interest in the collateral (and whether 
the value of that interest is declining) at the time of its demand. Thus, 
determining the extent of any diminution in value of an interest in col-
lateral requires two valuations of the interest at different points in time 
first, either at the petition date or the date on which a secured creditor 
requests adequate protection, and second, at the time of confirmation or 
other final resolution of the secured creditor’s interest in the case.28

Calculating diminution in value for adequate protection purposes, 
the court must compare the value of the collateral as of the initial rel-
evant time (i.e., the petition date or the date of demand) with the value 
as of the final relevant time (i.e., confirmation or the effective date of 
the Chapter 11 plan).29 The determination of what is to be provided as 
adequate protection is made at the time of that initial determination. But 
the determination as to whether there has been a diminution in value is 
made at the later date of final resolution. A bankruptcy court has broad 
discretion in determining the method for valuation of collateral for pur-
poses of establishing whether there has been a diminution in value.30

What is the appropriate valuation? For the bankruptcy court to de-
termine what valuation method is appropriate, the “proposed disposi-
tion or use of the collateral is of paramount importance to the valua-
tion question … the appropriate standard for valuing collateral must 
depend upon what is to be done with the property—whether it is to be 
liquidated, surrendered, or retained by the debtor.” 31 If the case were to 
conclude with a reorganization of the debtor, rather than a liquidation, 
the secured creditor may be entitled to a diminution claim equal to the 
difference between what that creditor receives pursuant to the plan and 
the going concern value of his interest in collateral at the relevant initial 
time (i.e., the petition date or the date of demand) even though the se-
cured creditor may not have had the ability to realize the value of his in-
terest in collateral on a going concern basis at the relevant initial time.32 
The appropriate determination of what constitutes adequate protection 
requires the analysis of all relevant facts.33 There is room for argument.

The challenges facing a bankruptcy court when valuing collateral for 
the purpose of determining diminution can be seen in the following il-
lustration. Suppose a secured creditor has a lien on substantially all of 
the assets of an operating company. Suppose the assets on the petition 
date constituting collateral have a going concern value of $100 mil-
lion and a liquidation value of $70 million, and the allowed claim of 
the prepetition secured creditor is $90 million. The debtor obtains $20 
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million in postpetition financing secured by a priming lien on the en-
cumbered property postpetition under section 364(d) of the Bankruptcy 
Code. If the bankruptcy court accepts the argument that the value of the 
interest in collateral on the petition date is liquidation value, the secured 
creditor has suffered no diminution in value of its interest in collateral 
(i.e., the reorganization date value of $100 million less $20 million is 
greater than petition date value of $70 million). But if the bankruptcy 
court accepts an argument that the value of the interest in collateral on 
the petition date is a going concern value of $100 million, the secured 
creditor has suffered a $10 million diminution in value (i.e., the reor-
ganization date value of $100 million less $20 million is $80 million, 
which is exceeded by the allowed secured claim of $90 million). The 
challenges facing a bankruptcy court when determining diminution in 
value are further complicated by risks and mitigating circumstances re-
lating to changes in markets, asset depreciation and other factors that 
change over time.

The possibilities for what might constitute “adequate protection” of a 
secured creditor’s interest in the debtor’s property are many, depending 
on the nature of the restructuring. In cases where a secured creditor has 
a lien on all assets, current payment of interest from the liquidation fi-
nancing might represent value equal to the diminution in value.34 Where 
there are unencumbered assets, as there are in most cases, the back-stop 
superpriority administrative expense claim under section 507(b) might 
serve its role as a failsafe protection. But what if there are no material 
unencumbered assets to pay this potential 507(b) claim?

C. adequate Protection in the Context of Projects

Analysis of adequate protection in the context of financing of a proj-
ect, as distinguished from adequate protection in the context of a go-
ing concern business, has unique features. Leading cases regarding ad-
equate protection in real estate projects are In re 495 Cent. Park Ave. 
Corp.,35 In re Swedeland Development Corp. (U.S. v. Geniviva),36 and In 
re YL West 87th Holdings I LLC.37. YL WL West 87th arguably stands for 
the proposition that “the preferred test in determining whether priming 
of a senior lien” is the existence of an equity cushion.38 Central Park 
and Swedeland are often cited as support for opposite propositions, ab-
solutes as to whether adequate protection is appropriate, or not appro-
priate, in all cases for bankruptcy financed build-out of a project. The 
cases, however, may be reconciled.39
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A project represents a capital asset in the process of construction. 
This asset does not (typically) generate income until completion. Until 
it becomes an income-generating asset, the project’s theoretical value as 
an income generating asset is discounted by two uncertainties: (1) the 
uncertainty of the cost of completion of the assets, which may go up or 
down, and (2) the uncertainty of the stream of income that the asset will 
produce. Both of these uncertainties decease over time as the project 
approaches completion, with the speculative risk associated with the 
completion of the project moving to zero at the time of completion. 
Thus, one valuation could be the present value of anticipated future rev-
enues less the amount of further expenditures required to achieve those 
revenues discounted to expected value by the uncertainties. The other 
possible valuation is based upon raw land value less demolition costs. 
At the risk of pointing out the obvious, if the value of the latter exceeds 
the value of the former, no restructuring should occur.

Project completion also involves the addition of new value and new 
assets. That is, projects during build-out may involve continual acces-
sion to the existing collateral and mixing of collateral. For example, 
the completion of a 15-unit condominium when 10 units are completed 
will involve the construction of five units. The five units constructed 
postpetition can be said to represent a postpetition asset under section 
552(a) of the Bankruptcy Code, i.e., a postpetition asset, and not pro-
ceeds, products, offspring or profits of prepetition collateral under sec-
tion 552(b) of the Bankruptcy Code.40 As such, the five additional units 
might constitute an increase in value of the asset sufficient to serve as 
adequate protection for a primed prepetition lien holder, although the 
question may arise as to how are they to be valued separately. Assuming 
that units 11 to 15 are synergistic with units one to 10, the value of one 
to 10 should increase as a result of the further completion of the condo-
minium project, and the value of units 11 through 15 would be greater 
than their cost of construction.41 

In Central Park, the court evaluated adequate protection arguments 
in the context of a Manhattan apartment building. The Central Park 
court found that the additional value from the completion of the proj-
ect provided adequate protection to the existing secured creditor whose 
security interest was primed. In particular, the Central Park court cited 
the higher rental value of the units upon the restoration of the building. 
Central Park, however, is often cited to support the proposition that 
“The money spent for improvements will be transferred in value.”42
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By contrast, Swedeland involved a 508-acre golf course development 
in Sussex County, New Jersey, the development of which had been on-
going for at least four years. The Swedeland court found that the pro-
jected increase in value in the project derived from additional develop-
ment of the golf course did not constitute adequate protection because 
the debtor’s projections were speculative and reflected only the hopes 
and beliefs of the debtor, rather than any certainty of outcome. Accord-
ingly, the Swedeland court declined to ascribe any meaningful increase 
in value of the project from continued construction. Swedeland found 
that the potential increase in value (given the uncertainty of achieving 
this increased value) was not sufficient to protect the secured creditor 
from the diminution in value of that creditor’s collateral that would have 
resulted from further construction of the project.

Swedeland also attempts to distinguish Central Park, noting that, in 
Central Park, some additional value above the projected increase in the 
value of the collateral property protected the senior lien holder’s inter-
est.43 Many believe that Swedeland stands for the proposition that there 
is no basis for ever providing adequate protection based on value accre-
tion in the project derived from further development. Indeed, Swede-
land itself contains express dicta that “continued construction based on 
projections and improvements to the property does not alone constitute 
adequate protection.”44

Despite the apparent tension between the cases, Central Park and Swe-
deland can be viewed as decisions standing for fundamentally the same 
proposition, namely, that speculative risk must be taken into account 
when determining the increase in value from continued construction. 
Synthesized in this way, Swedeland stands for the proposition that when 
the speculative risk is sufficiently high, the projected increase in value 
resulting from additional expenditures on the project is discounted. This 
discount, if great enough, can render the projected increase in value an 
insufficient basis for adequate protection. Similarly, Central Park stands 
for the proposition that when speculative risk is sufficiently low, the in-
crease in value resulting from the additional expenditures is a basis for 
adequate protection. In this light, Swedeland and Central Park embody 
the same principle applied to different the facts. In addition to its logical 
strength, this reconciliation of Swedeland and Central Park promotes a 
fundamental policy of the Bankruptcy Code, which is the rehabilitation 
and reorganization of an enterprise, preserving value and employment 
by providing a debtor with an opportunity to rehabilitate a project so 
long as the speculative risks in the accretion of value are not too great.
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Swedeland and Central Park have other implications based on pat-
terns of change in value over time corresponding to change in uncer-
tainty over time. In a previous article,45 we supposed that a real estate 
project can be said to have speculative, transitional and nonspeculative 
phases as the risk of the failure of the project declines as completion 
approaches. At the outset, a real estate project is raw land. Once project 
construction begins, the uncertainties of project cost and final project 
revenues are at their greatest, and the expected value discount to the 
present value of the future stream of income is also at its greatest. At 
a certain point, however, uncertainties of project cost and final project 
revenues begin to decrease as actual (as opposed to budgeted or pro-
jected) construction costs come into view and future income becomes 
more predictable as market conditions become more certain and sales 
have occurred. This shift in value over time can be depicted as a curve 
resembling a flattened “S” as shown in Figure 1. Figure 1 is just an ex-
ample, as each project asset can be expected to be unique.
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If a liquidity crisis occurs and insolvency proceeding commences 
different times “t” along that curve, the project’s viability has different 
characteristics. Early on, it may be impossible to provide financing that 
increases the value of the project by an amount greater than the amount 
of the financing. As the speculative risk of the project declines, however, 
it becomes more likely for the debtor to obtain additional financing—
even on a priming basis—where the increase in the value of the project 
exceeds the amount of the new financing.

There are practical challenges to a debtor using value accretion in 
a project resulting from postpetition improvements as a basis for the 
provision of adequate protection to a secured creditor. For instance, a 
certain amount of the increase in the value of the project may be attrib-
utable to the increase in value of real estate and improvements existing 
on the petition date. But the real estate and improvements that existed 
on the petition date are collateral of the prepetition secured creditor. 
It may not be possible to rebut arguments that the increase in value 
of such real estate and improvements is “profits” and “products” of 
prepetition collateral for the benefit of the prepetition secured creditor 
under section 552(b)(1) of the Bankruptcy Code. Consequently such 
value may not properly be available as adequate protection without 
relief based on the equities.46 Also, an increase in the secured creditor’s 
prepetition collateral resulting from postpetition improvements would 
obviate the need for adequate protection (which can only be for dimi-
nution in value of the prepetition collateral). And further, whether there 
has been an increase or diminution in prepetition collateral cannot be 
known until the final disposition of the collateral giving rise to a sec-
ond measuring date.47

Despite this apparent difficulty there may yet be ground for providing 
adequate protection through a replacement lien on unencumbered proper-
ty. As the debtor adds new labor and new physical assets to the project, a 
portion of the increase in value of the project is attributable to postpetition 
assets. That is, the increase in value directly attributable to the accession 
of postpetition physical assets and labor and the increase in this postpeti-
tion value—”profits” and “products” of new postpetition value—are new 
value on which a replacement lien may be meaningfully placed.

We have found it helpful to give arithmetic expression to these chang-
es in value based on the total value as a proportion of the prepetition and 
postpetition value inputs. If the value of the collateral petition date is 
“Y” and the value of additional development at any time “t” is “Z

t
”, and 
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the value of the project at time “t” is “V
t
”, then at any time the portion 

of asset value in which the prepetition lender has an interest on account 
of its prepetition security interest can be expressed as follows:

V
t
 *(Y/(Y+Z

t
))

Similarly at any time “t” the portion of the asset value in which the 
prepetition lender does not have an interest on account of its prepetition 
security interest can be expressed as follows:

V
t
 *(Z

t/
(Y+Z

t
))

The asset value in which the prepetition lender does not have an interest 
on account of its prepetition lien is available to serve as adequate pro-
tection through a replacement lien.48 If V

t
 is increasing rapidly because 

of the decline in speculative risk, then it is possible (and, in some cases, 
probable) that there is sufficient value to serve as adequate protection 
from a potential the decline in value to the prepetition lender in order to 
support a priming lien (or use of cash collateral). Figure 2 illustrates the 
point showing a hypothetical value curve of a project incorporating the 
references used in the formulae above.
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The sufficiency of adequate protection in such context requires a 
careful factual analysis of projections and risk based on expert testi-
mony and other evidence. Bankruptcy courts are left to make a factual 
determination as to whether the certainty of the success of the project 
(or conversely the discount of the risk of failure) implies sufficient value 
of the additional collateral created by continued project development 
for adequate protection.49 One challenge for valuation experts may be 
identifying the point at which speculative risk begins to decline rapidly 
causing valuation to rise quickly as the project moves towards comple-
tion.50 Further, unstable markets and uncontrollable variables add com-
plexity to a finding of adequate protection through projected increases 
in collateral property alone.51 Where a project possesses indicia of cer-
tainty, such as identified buyers, adequate historical data or likely fu-
ture events, a finding of adequate protection from a replacement lien 
on unencumbered assets in the form of the accretive value created by 
the development of the project could be consistent with Swedeland and 
Central Park alike.

Where the circumstances are such that a debtor cannot readily identi-
fy facts supporting the certainty of value of project completion, the test 
may be whether there is an equity cushion in the existing asset.52 While 
courts have been in some circumstances been reluctant to find adequate 
protection where an equity cushion exists but is small or may be subject 
to decline,53 it is also possible that several sources of adequate protec-
tion might be considered together, such as equity cushion plus increase 
(or prevention of decrease, which is arguably the same thing) in value. 

Single asset real estate projects present additional issues because 
Congress has made significant concessions to single asset real estate 
lenders. Specifically, section 101 of the Bankruptcy Code provides:

The term ‘single asset real estate’ means real property constituting 
a single property or project, other than residential real property with 
fewer than 4 residential units, which generates substantially all of the 
gross income of a debtor who is not a family farmer and on which 
no substantial business is being conducted by a debtor other than the 
business of operating the real property and activities incidental.54

If a debtor qualifies as “single asset real estate”, or “SARE”, section 
362(d)(3) of the Bankruptcy Code provides that a secured creditor, 
upon request, be granted relief from the automatic stay unless, within 
90 days following the after the entry of an order for relief or 30 days 
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after the court determines that the debtor is a SARE, the debtor has filed 
a plan of reorganization that has a reasonable possibility of being con-
firmed within a reasonable time or the debtor has commenced monthly 
payments in an amount equal to interest at the applicable nondefault 
rate of interest on the value of the creditor’s interest in the collateral.55 
If a SARE determination is made, adequate protection must include an 
analog of adequate protection in the form of cash payment of interest or 
a realistic and facially confirmation Chapter 11 plan needs to be on file.

Given these heightened protections to a secured creditor in the SARE 
context, the question becomes determining whether a particular debtor 
qualifies as a SARE. The definition speaks for itself in many respects. 
The question arises, however, whether a semi-completed project with 
an income-producing adjunct is in fact a SARE. For example, a semi-
completed resort project with a golf course and restaurant may not be 
a SARE depending on the scale of such activities.56 By contrast, other 
mixed-use projects, like a real estate development wherein, in addition 
to developing and selling property, the debtor also was in the business 
of purchasing other property, planning and constructing homes, market-
ing and selling homes, and maintaining developed properties, have been 
considered SARE under the Bankruptcy Code.57

In conclusion, while there are acknowledged challenges to obtaining 
postpetition financing to complete an unfinished project in Chapter 11, 
these challenges are not necessarily insurmountable. Indeed, as demon-
strated, the leading case law is subject to interpretation and synthesis 
and does not, therefore, create a bright-line rule that holds that increased 
value of a project over time cannot serve as a basis for adequate pro-
tection. Rather, whether such increased value is sufficient for adequate 
protection should be considered on a case-by-case basis, with focus on 
the extent of the risk related discount for increased value. Viewing ade-
quate protection in this way in the context of bankruptcy project finance 
cases can give, under the appropriate circumstances, a project debtor an 
opportunity to complete project construction and ensure that all holders 
of claims and interests enjoy the benefit of their bargains.

Notes
1. See generally 2 Collier on Bankruptcy 361-62 (Matthew Bender ed, 15th ed. 2010). 

See also U.S. v. Security Indus. Bank, 459 U.S. 70, 103 S. Ct. 407, 74 L. Ed. 2d 235, 9 Bankr. 
Ct. Dec. (CRR) 1071, 7 Collier Bankr. Cas. 2d (MB) 629, Bankr. L. Rep. (CCH) P 68875, 35 
U.C.C. Rep. Serv. 1 (1982).

2. Adequate protection is embodied in the now defunct Bankruptcy Act of 1898 in 
Section 77B.
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