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Violations of the
Automatic Stay:
Void or Voidable?

Written by..
Michael J. Lichtenstein

=S ection 362 of the Bankruptcy Code
provides for an automatic stay that
prohibits any actions against a debtor
or property of a debtor's estate. There is a
split between the circuits on the consequence
of a violation of the automatic stay. The
Third. Fifth. Sixth and Eleventh Circuits
have held that violations of the stay render
such actions voidable. On the other hand. the
First, Second, Ninth and Tenth Circuits have
held violation of the stay to be void ab initio.
Thus far, the U.S. Courts of Appeal for the
Fourth Circuit and the Eighth Circuit have
avoided the issue. The practical conse-
quences of whether the stay is void or
voidable relate to which party has the burden
of challenging the action in violation of the
stay. If a stay violation is void ab initio, a
debtor can focus its efforts on reorganization
and not bother with litigating whether a
violation can be rectified retroactively.
Section 362 provides a
debtor breathing room
by prohibiting the
commencement or
continuation of action
against the estate.'
Upon the filing of the
debtot's petition. cre-
ditors are precluded
from taking any ac-
tions to obtain pos-
session of property of the estate or to
control property of the estate.' The stay is
one of the most basic protections a debtor
enjoys.' The stay is intended to grant a
debtor breathing room by "stop|ping] all
collection efforts, all harassment and all
foreclosure actions." H.R. Rep. No. 95-595
at 340 (1977). The automatic stay is
designed to protect a debtor from all
collection efforts while the debtor attempts
to regain its financial footing,' and is
effective immediately upon the filing of the
petition without further action and suspends
any non-bankruptcy court' s authority to
continue judicial proceedings.' By virtue of
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the automatic stay. a creditor is provided
with a breathing spell from creditors who
cannot collect. harass or pursue foreclosure
actions.'

Violations of the Stay Are Voidable

The Third Circuit has acknowledged the
general rule that violations of the automatic
stay are void ab initio. HOWCVC]?, the Third
Circuit has held that there is an exception to
the general rule. In Siciliano, the debtor
staved off a foreclosure through filing two
chapter 13 petitions.' The secuted creditor
completed the foreclosure after the second
petition had been filed. The bankruptcy
court held that the sale was void. and the
district court affirmed.’

The Third Circuit reversed. holding that
the bankruptcy court could have granted an
annulment of the stay retroactively." The
Third Circuit viewed the inclusion of the
word "annullin=" in {362 as indicative of a
legislative intent to apply certain kinds of
relief retroactively. Accordingly. the Third
Circuit concluded that an exception exists to
the void gh initio rule.

In the Matter of Coho Resources Inc.,
two insurance companies appealed a district
court order allowing the execution of a state
court order. The order had been entered after
the primary defendant had filed for
bankruptcy. In spite of these "patent
violations of the automatic stay." the Fifth
Circuit disregarded the parties' voidness
argument. holding that stay violations are
merely voidable and are subject to
discretionary cure.” The Fifth Circuit based
its holding on the bankruptcy court's
statutory power to annul the stay.
Interestingly, the Fifth Circuit had no
problem with the Mississippi state court.
rather than the bankruptcy court. ruling on
the applicability of the automatic stav.” hi
light of the complex state law issues related
to the validity of the Mississippi judgment.
the Fifth Circuit concluded that such issues
are best left to the Mississippi courts.

Previously, in Picco v. Global Marine
Drilling Co.," the Fifth Circuit had held
similarly that a violation of the stay is
merely voidable. A federal court dismissed
plaintiffs action after the defendant filed for
bankruptcy." The plaintiff subsequently
wanted the dismissal set aside for statute-of-
limitations purposes and argued that the
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district court's action was void in light of the
automatic stav.” The Fifth Circuit reiterated
its previously stated view that violation of
the stay was merely voidable. not voud,
ecause e a ruptcycourt d e power
to annul the stav.” The Fifth Circuit
concluded that by lifting the stay. the
bankruptey court had validated the alleged
violative act and therefore cured any defect.

In Easle Pettibone Mi higan Corp.,
a forklift operator. injured on the job. sued
the manufacturer afier the manufacturer had
filed for bankruptcy. The plaintiff then
sought relief from the stay . which was
denied. The debtor subsequently filed an
adversary proceeding seeking a declaration
that the plaintiffs action was null and void
because the tilin® had violated the automatic
stay. The bankruptcy court annulled the stay
retroactively and allowed the state court
litigation to proceed. Subsequently, the Sixth
Circuit agreed to determine whether an
action filed in violation of the automatic stay
is void ot voidable.

The Sixth Circuit noted that a majority
of courts have held that stay violations
render an action void.™ In its analysis, the
Sixth Circuit defined void and voidable and
noted that void means invalid, without le =al
force and effect. However, if invalid, an
action may not he incurable compared to a
void action. which cannot be cured or
validated at a later time.

The Sixth Circuit concluded that the
stay is voidable, not void.”' In part. the Sixth
Circuit believed that. as a practical matter,
even if a stay violation is void, a debtor
would still need to take some action.
Therefore. determining a stay violation
voidable does not have significant
consequences. Also, the Sixth Circuit
acknowledged that other courts have
recoenized an equitable exception to the
automatic stay. This recognition is really an
acknowledgment that stay violations are
voidable. However, the Sixth Circuit
cautioned that equitable exceptions to the
automatic stay must be applied sparingly
and absent limited equitable circumstances.
stay violations should be voided."

In In re Albany Partners Ltd..** the
secured creditor consummated a foreclosure
post-petition and then filed a motion secking
relief from stay. The bankruptcy court
annulled the stay. and the district court
affirmed.™ The Eleventh Circuit affirmed.
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relying on the "annulment” language in
§362(d) of the Bankruptcy Code." While
acknowledging the importance of the
automatic stay and noting that stay
violations are generally void, the Eleventh
Circuit was swayed in part by the
bankruptcy court's finding that the petition
had not been filed in good faith.” Also. the
litigant's rights had been previously
adjudicated in state court and the debtor had
lost. Accordingly. the Eleventh Circuit
concluded that "the bankruptcy coutrt did not
err in granting relief in the form of an
annulment of the stay (ab

Violations of the Stay Are Void
In Soares. a state court entered a default
order and authorized entry of a foreclosure
judgment one week after the debtor filed for
bankruptcy.™ Subsequently, the bankruptcy
court vacated the automatic stay retro-
actively so that the state court's actions
would not be deemed to have violated the
stay. The district court affirmed. but the First
Circuit reversed, holding that the district
court's actions were not merely ministerial?
Id. at671
% 14, at 675.

2 14, In In re Ford. 296 B.R. 537. 543 (Bankr. N.D. Ga. 2003). the
bankruptcy court noted that in the Eleventh Circuit stay violations are
generally void but can be validated through annulment of the St
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The First Circuit concluded that the
majority of courts consider violations of the
stay to be void. recognizing that equitable
considerations might change some
outcomes.™ Considering the facts. the First
Circuit concluded that the bankruptcy court
should not have validated the foreclosure
judgment obtained in violation of the stay.'
See, also. In re Best Pavphones Inc..
(actions in violation of stay are void and
without vitality if taken after stay is in effect).

The Second Circuit agreed that actions
taken in violation of the stay are void.'
However. in Rexnord Holdings Inc. v.
Bidermann. the Second Circuit concluded
that a S 12.9 million judgment entered one
day after the debtor filed a bankruptcy
petition was a simple ministerial act that did
not constitute a continuation of a judicial
proceeding under §362(a)}(1) of the
Bankruptcy Code. The Second Circuit was
persuaded that the district court judge had
endorsed the judgment the day before the
bankruptcy, and at that point a hearing on
the merits was concluded.® Accordingly. the
clerk's post-petition entry of the judgment.
after the stay became effective. did not
violate §362(a)(1).*
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In Inre Schwartz.™ the debtors objected
that an IRS tax assessment had occurred
during the debtors ' previous chapter 1 I
proceeding and therefore was void. The
bankruptcy court agreed. but the Ninth
Circuit BAP reversed, holding that stay
violations are voidable, not void There was
no dispute that the IRS assessment violated
the automatic stay. In Schwartz. the Ninth
Circuit clarified its previous decisions by
making clear that stay violations are void.
not voidable. The Ninth Circuit emphasized
the vital role the automatic stay plays in a
bankruptcy. In light of the significance of the
stay. the Ninth Circuit focused on policy
considerations that allow debtots to
reorganize and not have to spend time
policing creditor actions. The Ninth Circuit
criticized other courts for reading too much
into §362(d) of the Code.™ Considering
policy and the purpose of bankruptcy. the
Ninth Circuit concluded that. absent
affirmative relief from the bankruptcy court.
violations of the stay ate void.'

35 1 See. also. Jones, (. ¥k A2 at 324 (D.C. Court of Appeals
held that judgment entered i viofation of automatic stay was voidy.

36 034 F 2dat 570.
11 at 57
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voidable transfers. It precludes preference
recipients from obtaining a recovery on their
claims until they return all avoided transfers.
It does not require a debtor or other party
prosecuting an objection to claim to raise
preference claims as a compulsory
counterclaim. The court also noted that the
reconciliation of claims was integral to
consummating the sale of the debtor's
assets. Prosecuting preference claims would
have hindered the prospects for resolving
claims and thrown the sale in jeopardy.

Conclusion

There are conflicting court decisions on
the preclusive effect of {502(d) on
preference actions following the resolution
of an objection to a preference defendant's
disputed claim. If courts follow the “gotcha™
approach of the LaRoche line of cases,
preference defendants, whose disputed
claims were previously resolved by court
process. might have an additional defense to
a preference action. However, the contrary
decisions in TWA, Rhythms and Bridge
suggest plenty of future litigation on this
issue. Stay tuned for more developments! W
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In Ellis v. Consolidated Diesel Elec.
Corp.,* the district court granted the
defendants' summary judgment motion in a
personal injury case. The Tenth Circuit held
that the judgment was entered in violation of
the automatic stay. Accordingly. there was
no properly entered final judgment from
which the plaintiffs could appeal. The Tenth
Circuit ruled that "it is well established that
any action taken in violation of the stay is
void and without effect.”™ This apparently is
true even though the judgment was entered
in the debtot's favor." "The operation of the
stay should not depend on whether the
district coutt finds for ot against the debtor."
The Tenth Circuit concluded that the
violation was void and that, moreover,
lifting the stay could only be prospective, not
retroactive"

Avoiding the Issue

In Winters v. George Mason Bank,* the
Fourth Circuit declined to address the issue
of void vs. voidable" While acknowledging

*% 894F 24 371 (10th Cir. 1990).
41 [d. at 372 (citation omitted).
= [d. at373.

43 1d. See. also. 4n re Spriggs. 219 B.R. 909. 913 (10th Cir. BAP 1998
tatfirming bankruptcy court determination that post petition foreclosure
was void).

+ 94F 34 130. 136 (4th Ch. 1996)-

45 Similarly. the Eighth Circuit has not joined the void vs. voidable
debate. See Riley v. United States. 118 F.3d 1220. (8th Cir. 1997)
(finding the district court's holding that the stay violation rendered in
IRS assessment void ab initier theoretical and beside the point and
declining 1 address the issue

the split between the circuits, the Fourth
Circuit determined that it was unnecessary to
enter the fray because the movant lacked
standing to challenge the action that violated
the stay. Lower courts in the Fourth Circuit
have ruled differently on the violation-of-
stav issue. In Khozai v. Resolution Trust
Corp.," for example. the district court held
that a stay violation was voidable.

Without notice of the bankruptcy. the
RTC sold the debtor's property at
foreclosure' To validate the sale, the RT'C
sought NUNC pM tune relief from the stay.
which the bankruptcy court granted.
Reviewing existing circuit court decisions
regarding stay violations. the district court
was persuaded by the decisions that allowed
nunc pro tune relief to validate stay
violations.” Agreeing with that logic, the
district court affirmed the bankruptcy coutt's
validation of the foreclosure retroactively.

However, several lower courts in the
Fourth Circuit have concluded that stay
violations are void, not voidable. For example.
in hi re Felder.* the debtor alleged that an
insurance company violated the stay by
canceling his credit personal property
insurance post-petition and by retaining and
applying to his outstanding loan S67.32 of an
unearned premium. The bankruptcy court held
that actions in violation of the stay are void ab

Because the cancellation was void, the
debtor was still covered under the policy and
therefore was not entitled to a refund.

Holding a stay violation
merely voidable genera/ Iy
orces a debtor to divert time

and resources.

The U.S. District Coutt for the District
of Maryland has also held automatic stay
violations to be void. In Chesapeake Fiber
Packaging Corp. v. Sebro Packaging
Corp.,” an assignor's attempted post-petition
termination of a patent assignment was
deemed void. The court noted that contract
rights constituted property of the debtor's
estate. Accordingly, attempts to terminate
the contract during the bankruptcy violated
§362 of the Bankruptcy Code and was void
and without effect.

A North Carolina bankruptcy court dealt
with the stay violation by sidestepping the
issue. In In re Ware* a car finance company

'“ 177 BR. 52452627 (ED. La. 1995).

47 1d, at 525.
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tried to perfect a security interest in violation
of the stay. The bankruptcy court concluded
that the plaintiff was entitled to prevail under
either line of authority. The security interest
and lien in favor of the automobile finance
company. perfected post-petition. was either
void ab 'nl%o or was voidable and should be
adjudged void because it was perfected in
violation of the automatic stay.**

Impact of Void vs. Voidable

In Soares.™ the First Circuit noted that
the semantic difference between void and
voidable has practical consequences.
determining the burden of going forward." If
an action in violation of the stay is void, the
burden of validating the action rests squarely
on the offending creditor's shoulders.* On
the other hand, if a stay violation is deemed
to be voidable, the debtor is burdened with
challenging the action.*” The First Circuit
concluded that the former paradigm "best
harmonizes with the nature of the automatic
stay and the important purposes that it
serves.”

Similarly, in Best Payphones, the
bankruptcy coutt noted that even though a
stay violation is void, a bankruptcy court has
the power to validate it,* If an action is void
ab initio, the party seeking validation must
move to annul the stay. If deemed voidable,
the party seeking to avoid the stay violation,
generally the debtor. must seek relief."

The Ninth Circuit has also commented
that a determination of whether stay
violations are void or voidable impacts
policy considerations."" If a violation is void,
a debtor is afforded better protection and can
focus on reorganization. If merely voidable,
a debtor has to spend considerable time and
money policing and litigating creditor
actions.

Conclusion

The debate continues over whether a
violation of the automatic stay is void ab
initio or merely voidable. It appears that the
former determination may be more
consistent with the Code goals of allowing a
debtor to focus on reorganization. Holding a
stay violation merely voidable generally
forces a debtor to divert time and resources.
This does not appear to be a productive use
of the debtor's resources. W
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