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Default Rates of Interest and Cure of a
Defaulted Debt in a Chapter 11 Plan of
Reorganization (Part Il): Entz-White and the
“Penalty Rate” Amendments

By Ralph Brubaker

The congeries of confusing Code provisions in Code §§ 365(b)(2)(D),
1124(2)(A), and 1123(d) produces an important and very difficult
question: when a debtor’s Chapter 11 plan of reorganization
proposes to cure a defaulted promissory note and “de-accelerate”
and reinstate the original repayment schedule pursuant to Code
§ 1124(2), what rate of interest must the debtor pay on the debt
from the date of default through the date of cure—the contractual
rate of interest, a market rate, or some other (e.g., formula) rate?
And if the contract rate is to be used, is the appropriate contract
rate the nondefault rate of interest or the higher default rate set by
the parties’ contract?

In the 1983 Ninth Circuit decision of In re Entz-White Lumber
and Supply, Inc.,' the court held that the appropriate rate of inter-
est for the cure payment is the nondefault contract rate of interest.
In the subsequent Supreme Court decision of Rake v. Wade,? though,
by holding that the interest necessary to cure defaults is governed
by Code § 506(b), the Court decoupled cure interest from the
contract rate of interest, given the Ron Pair interpretation of
§ 506(b).® But in 1994 Congress enacted Code § 1123(d) to overrule
Rake v. Wade and mandate that cure amounts be determined in ac-
cordance with the parties’ contractual agreement and applicable
state law.

In the case of In re New Investments, Inc.,* the Ninth Circuit held
that § 1123(d) has also legislatively overruled Entz-White and
requires payment of cure interest at the default rate of interest
contained in the parties’ contract, and the Eleventh Circuit similarly
construed the effect of § 1123(d) in a nonprecedential opinion in the
case of In re Sagamore Partners, Lid.5 There was a vigorous dissent-
ing opinion in New Investments, though.

Part I of this two-part article, in last month’s issue of Bankruptcy
Law Letter, analyzed those courts’ decisions that the “plain mean-
ing” of Code § 1123(d) repudiates the Entz-White conception of cure.
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Entz-White, though, was a decision regarding the
effects of a § 1124(2)(A) “cure” of defaults (holding
that such a “cure” is retroactive in nullifying a
default interest rate), and the effects of a
§ 1124(2)(A) “cure” of defaults (as either retroactive
or purely prospective) is exclusively an issue of fed-
eral bankruptcy law that simply cannot be deter-
mined by looking to “the underlying agreement” of
the parties or “applicable nonbankruptcy law”
referenced in Code § 1123(d). Indeed, the New In-
vestmtents majority fully acknowledged that
“§ 1123(d) has not altered or attempted to define”
the “concept of cure generally” in “returning [a loan]
to pre-default conditions, which can include a lower,
pre-default interest rate.”® Nothing in § 1123(d)
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even purports to tell us whether the nullification of
default interest rates effected by “cure” is retroac-
tive or prospective, so § 1123(d) by its terms did not
(and could not) overrule the Entz-White holding
that a “cure” is retroactive in that regard.

This Part II analyzes an even more curious (and
potentially more significant) aspect of the New In-
vestments decision. Not only was New Investments
wrongly decided, it may also have absolutely no
precedential force, even within the Ninth Circuit.
That is because the New Investments opinion (both
majority and dissent), like the Sagamore Partners
panel, wholly failed to address another provision in
the 1994 amendments, enacted concurrently with
§ 1123(d), that may well have codified Entz-White.
This Part II analyzes the implications of Code
§ 365(b)(2)(D), which is incorporated by explicit
statutory reference into (and thus governs the cure
required by) § 1124(a)(2)(A).

Given the immense complexity (intensified by
perplexing ambiguity) of the Code provisions at is-
sue, as well as the large dollar amounts that can be
at stake, we may not have heard the last of Entz-
White.

The 1994 Enactment of Code
§ 365(b)(2)(D): Codification of Entz-White?

Note that the “cure” required by § 1124(2)(A) in
order to “de-accelerate” and reinstate a debt under
§ 1124(2)(B) is cure of any “default that occurred
before or after commencement of the case. . ., other
than a default of a kind specified in section
365(b)(2).” Code § 365(b)(2) was originally enacted
as part of the Code’s general invalidation of ipso
facto default provisions, providing that the cure,
compensation, and adequate assurance requisites
to assumption of a defaulted executory contract are

not required with respect to ipso facto defaults.

Of course, default rates and other default fees
and charges present similar ipso facto concerns.”
Enforcement of such provisions, triggered by an ef-
fective proxy for or predictor of a bankruptcy filing
(a default), would enable individual creditors to
improve their position in bankruptcy relative to
other creditors or to “extort” a windfall distribution
from the debtor’s going-concern surplus that a
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Chapter 11 proceeding preserves. Thus, Code
§ 365(b)(2) was subsequently amended in 1994 to
add a new sub-subsection 365(b)(2)(D), which itself
was amended in the 2005 BAPCPA amendments
(adding the italicized language below) to read as
follows:

(2) Paragraph (1) of this subsection [default cure,
compensation, and adequate assurance of future per-
formance] does not apply to a default that is a breach
of a provision relating to—

K ock ok ok

(D) the satisfaction of any penalty rate or penalty

provision relating to a default arising from any

failure by the debtor to perform nonmonetary

obligations under the executory contract or unex-

pired lease.

The 2005 amendments to § 365(b)(2) (along with

a parallel amendment to § 365(b)(1)(A)) was pri-
marily directed at resolving ambiguity regarding
the necessity of curing nonmonetary defaults.® The
pre-2005 version of § 365(b)(2)(D), though, con-
tained another interpretive ambiguity, relevant to
the default-interest inquiry at hand,® that the 2005
amendment also seems to have clarified: Is the
debtor excused from all penalty rates or only those
relating to nonmonetary defaults? That interpre-
tive uncertainty is raised by the difficult disjunc-
tive “or” in § 365(b)(2)(D), which can plausibly be
read two alternative ways:

(1) “satisfaction of any [(i)] penalty rate [relating to a
default arising from any failure by the debtor to
perform nonmonetary obligations] or [(ii)] penalty
provision relating to a default arising from any fail-
ure by the debtor to perform nonmonetary obliga-
tions”; or

(2) “satisfaction of any [(i)] penalty rate or [(ii)]
penalty provision relating to a default arising from
any failure by the debtor to perform nonmonetary
obligations.”

Dialing this into the required “cure” under
§ 1124(2)(A) for “de-acceleration” and reinstatement
of a defaulted note under § 1124(2)(B), interpreta-
tion (1) excuses a debtor from paying (as part of its
cure) only those penalty interest rates triggered by
a nonmonetary default, while interpretation (2)
excuses a debtor from paying (as part of its cure)
all penalty interest rates. Moreover, as applied to
the default interest-rate issue, interpretation (2)
excusing a debtor from paying (as part of its cure)
any penalty interest rate can be seen as simply a

© 2017 Thomson Reuters
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codification of the Ninth Circuit holding in Entz-
White, which reasoned that “the power to cure
under the Bankruptcy Code authorizes a plan to
nullify all consequences of default, including avoid-
ance of default penalties such as higher interest.”"
Indeed, Ken Klee made precisely that point in a
law review article published shortly after the 1994
amendments." And there are several indications
that that is, indeed, the appropriate interpretation
of § 365(b)(2)(D).

Interpretive Canons

Canons of statutory construction, in particular
series-qualifier canons, suggest that interpretation
(2) above, excusing satisfaction of all penalty rates,
is the meaning of § 365(b)(2)(D). The general rule
regarding a series qualifier, such as the “relating to

. .7 clause in § 365(b)(2)(D), is that “[w]hen there
is a straightforward, parallel construction that
involves all nouns or verbs in a series, a preposi-
tive or postpositive modifier normally applies to the
entire series.”'? That general series-qualifier canon,
therefore, would point to interpretation (1), excus-
ing from cure only those penalty rates triggered by
a nonmonetary default.

There is an exception, however, to the general
series-qualifier canon; when a determiner (such as
the word “penalty” in § 365(b)(2)(D)) is “repeated
before the second element” in the series (“penalty
provision” in the § 365(b)(2)(D) series), this “syntax
would suggest no carryover modification” to other
terms in the series (“penalty rate” in
§ 365(b)(2)(D))."® “With postpositive modifiers, the
insertion of a determiner before the second item
tends to cut off the modifying phrase so that its
backward reach is limited.”* This particular series-
qualifier canon, then, seems to speak directly to the
2005 amendment inserting and repeating the
“penalty” determiner before the word “provision”
and suggests that the meaning of § 365(b)(2)(D) is
that of interpretation (2) above, excusing cure of
any and all “penalty rates.” Thus, even if interpre-
tation (1) was a reasonable construction of the ef-
fect of § 365(b)(2)(D) on a § 1124(2) “cure” before
2005,'5 the 2005 amendment indicates that inter-
pretation (2), excusing satisfaction of any and all
“penalty rates,” is the meaning of § 365(b)(2)(D).
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Legislative History and Statutory Affirmation of the
Claremont Acquisition Decision

Interpretation (2), excusing satisfaction of any

4

and all “penalty rates,” is also supported by the
legislative history surrounding the original 1994
enactment of § 365(b)(2)(D), which suggests that
codification of Entz-White is precisely what Con-
gress intended with the original version of
§ 365(b)(2)(D), and thus, the 2005 amendment
simply clarified that intention. Both the House
Report accompanying the originally proposed
§ 365(b)(2)(D),"® as well as floor statements ac-
companying House passage of the legislation
ultimately enacted,'” described the new
§ 365(b)(2)(D) as providing that cures can be ef-
fected “at a nondefault rate (i.e., [the debtor] would
not need to pay penalty rates).”'®

The Ninth Circuit itself, in its Claremont Acqui-
sition decision, clearly indicated that this was
indeed the meaning of § 365(b)(2)(D) as originally
enacted:

Congress intended subsection (D) to address a single
issue: the payment of penalties. . . . The first clause
addresses penalty rates which are commonly imposed
where a debtor’s breach was monetary in nature.
The second clause addresses the payment of penal-
ties under liquidated damages provisions where the
debtor’s breach was nonmonetary in nature.'®

Inserting and repeating the word “penalty”
before the second clause in 2005 leaves little doubt
that this is now the meaning of § 365(b)(2)(D); the
2005 amendment to § 365(b)(2)(D) “expressly
adopt[s] the Ninth Circuit’s Claremont decision,” as
regards its interpretation of § 365(b)(2)(D).2° And,
of course, part-and-parcel of the 2005 affirmation of
the Claremont Acquisition interpretation of
§ 365(b)(2)(D) is a more emphatic codification of
Entz-White: “The first clause [of § 365(b)(2)(D)] ad-
dresses penalty rates which are commonly imposed
where a debtor’s breach was monetary in nature”
and excuses “the satisfaction of any [such] penalty

rate.”??

§ 365(b)(2)(D)’s Specific Directive Negating
Penalty Rates Trumps § 1123(d)’s General
Directive Regarding Contractual Cure Amounts

The leading decision interpreting the effect of
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both of the 1994 “cure” amendments—both
§ 1123(d) and § 365(b)(2)(D)—as regards their ef-
fect on the continuing validity of Entz-White is
Bankruptcy Judge Case’s opinion in In re Phoenix
Business Park Ltd. Partnership, holding that the
1994 amendments did not overrule and indeed
codified Entz-White.® Judge Case’s analysis of the
implications of § 365(b)(2)(D), based upon the Clare-
mont Acquisition interpretation of § 365(b)(2)(D), is
even more compelling now that the 2005 amend-
ment to § 365(b)(2)(D) has explicitly affirmed the
Claremont

§ 365(b)(2)(D).

Acquisition interpretation of

Both the Ninth Circuit in New Investments and
the Eleventh Circuit in Sagamore Partners reached
a contrary conclusion by completely ignoring the
implications of § 365(b)(2)(D) and focusing exclu-
sively upon the supposed “plain language” of
§ 1123(d). As demonstrated in Part I of this article,
though, by its terms § 1123(d) says absolutely noth-
ing about the Entz-White default interest-rate
issue. Code § 365(b)(2)(D), therefore, is the only
statutory provision that explicitly addresses the
Entz-White default interest issue.

Even if there were a conflict between § 1123(d)
and § 365(b)(2)(D) as regards default interest,
though,?* Judge Case rightly pointed out that
§ 1123(d)’s failure to specifically trump
§§ 365(b)(2)(D) and 1124(2)(A), in its introductory
“notwithstanding” clause, means that those provi-
sions (which are more specific with respect to the
default rate issue®) trump any contrary implica-
tions in § 1123(d) as regards payment of default
interest in curing defaults. If Congress’s “intent
was to overrule, rather than codify, the Entz-White
line of cases,” then “one would expect the limiting
preliminary language of section 1123(d) to include
reference to one or both of” sections 365(b)(2)(D)
and 1124(2)(A), but “[n]o such reference exists.”?®

The foregoing analysis compels the conclusion that
Congress did not legislatively overrule Entz-White
[through Code § 1123(d)], that Entz-White remains
good law [pursuant to Code § 365(b)(2)(D)] and that,
therefore, a debtor need pay interest only at the
contract rate, and not the default rate, . . . in order
to effectuate a cure under section 1124(2).27

© 2017 Thomson Reuters
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Evisceration of the § 1124(2)(A) Cross-
Reference to § 365(b)(2)

One court resisted the implications of
§ 365(b)(2)(D) by simply refusing to apply
§ 365(b)(2)(D) to a § 1124(2)(A) “cure” of defaults.
In the case of In re Moody National SHS Houston
H, LLC, the court reasoned as follows:

Although it is true that § 1124(2)(A) references
defaults “of a kind” described in § 365(b)(2), the
defaults described in § 365(b)(2) are defaults under
leases or executory contracts. A mortgage note is
neither a lease nor an executory contract.

It would stretch the language of § 1124(2)(A) far
beyond its plain meaning to believe that it refers to
any default rate of interest on any type of agreement.

This Court declines to apply the § 365(b)(2) excep-
tion that is contained in § 1124(2)(A) to determine
whether the holder of a claim secured by a garden
variety real estate mortgage is unimpaired.?®

If accepted, though, this reasoning would render
§ 1124(2) a nullity. The only kinds of debts for
which § 1124(2) has any utility at all are debts that
are not associated with executory contracts and
unexpired leases subject to § 365. A debtor does not
need § 1124(2) to reinstate a defaulted executory
contract or unexpired lease via a plan of
reorganization. Code § 365 assumption, in and of
itself, authorizes cure and reinstatement of such a
defaulted executory contract or unexpired lease,
and § 1123(b)(2) expressly provides that “a plan
may, subject to section 365 . . ., provide for the as-
sumption . . . of any executory contract or unex-
pired lease of the debtor.” The entire purpose and
function of § 1124(2), therefore, is to permit a debt-
or’s plan “to cure and reinstate certain executed
contracts—loan agreements—in reorganization

cases.”®

Hence, the “of a kind” reference in § 1124(2)(A),
if it is to have any meaning at all, must be refer-
ring to the particular kind of contract provisions
set forth in the referenced subsection, § 365(b)(2),
rather than the kinds of contracts and leases
governed by § 365 generally. Indeed, the language
of that cross-reference refers only and specifically
to a “default of a kind specified in section 365(b)(2),”
i.e., an ipso facto default.

© 2017 Thomson Reuters
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If § 1124(2)(A) were only excusing cure of ipso
facto defaults in executory contracts and unexpired
leases subject to § 365—since § 1124(2) only has
utility for debts not associated with an executory
contract or unexpired lease subject to § 365—then
§ 1124(2)(A) would never excuse cure of ipso facto
defaults. I.e., a debtor could cure, “de-acclerate,”
and reinstate a defaulted debt under § 1124(2) only
by also curing all ipso facto defaults, such as
financial condition defaults or even a bankruptcy
filing default. This, of course, would make it impos-
sible to ever cure, “de-accelerate,” and reinstate
(through a Chapter 11 plan in a bankruptcy case) a
defaulted debt contract that contains a bankruptcy
default clause. Given that debt contracts invariably
do contain such a bankruptcy default clause (and
inevitably would if Moody National were good law),
the Moody National interpretation of the “of a kind”
reference in § 1124(2)(A) would render § 1124(2) a
dead letter. Consequently, it is hard to accept the
Moody National interpretation as even a plausible
(much less “plain”) meaning of the statutory text at
issue.®

Strictly Construing the Effects of a
Bankruptcy “Cure”

The bankruptcy court and district court (affirm-
ing) in the case of In re 139-141 Owners Corp.3!
refused to follow Entz-White via an entirely differ-
ent chain of logic—one that implicitly and properly
recognizes that Entz-White is a decision about the
federal law effects of a § 1124(2)(A) “cure” of
defaults. Reasoning from that premise, those courts
challenged the notion that a § 1124(2)(A) “cure” has
any effects other than the one explicitly specified in
§ 1124(2)(B)—“de-acceleration” of a defaulted debt.
As the bankruptcy court in 139-141 Owners Corp.
reasoned:

Subsection (2) of Section 1124 is concerned only with
a secured creditor’s contractual right “to demand or
receive accelerated payment . . . after the occur-
rence of a default.” Subsection (2) does no more than
permit a debtor to avoid the consequences of an ac-
celerated payment provision if the plan meets all
four of the conditions specified in the subdivisions of
Subsection (2):

(A) the plan must “cure” any default that occurred

before or after commencement of the case;

(B) the plan must “reinstate[ | the maturity of such
claim” as it existed before the default;
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(C) the plan must compensate the creditor for any
damages incurred; and

(D) the plan must not “otherwise alter the legal,
equitable, or contractual rights to which” the cred-
itor is contractually entitled.

Nothing in the statute provides expressly or by
implication that a debtor has the power to avoid or
vitiate a secured creditor’s contractual right to
default interest by complying with the four subdivi-
sions of Subsection (2). Subsection (2) on its face is
concerned only with a contract provision requiring
“accelerated payment” upon a default, and the stat-
ute permits the debtor to de-accelerate and reinstate
the pre-default maturity of the loan only if the plan
(D) “does not otherwise alter” the secured creditor’s
contractual rights.

& ok sk ok

Denial of a mortgagee’s contractual right to inter-
est at a default rate undoubtedly does “alter” the
secured creditor’s contractual rights within the
meaning of subsection (D) of Section 1124(2). Thus,
Section 1124(2), dealing as it does solely with the
concept of impairment in the context of an accelera-
tion clause, does not provide a statutory basis for
judicial nullification of a contract right to default
rate interest.3?

There are two major difficulties with this reason-
ing, though. First, and like the decisions in New
Investements and Sagamore Parnters, it completely
overlooks the implications of § 365(b)(2)(D), which
explicitly limits the “cure” required by § 1124(2)(A).
If § 365(b)(2)(D) codifies Entz-White’s retroactive
nullification of default interest rates, then that is
an additional effect of a § 1124(2)(A) “cure” ex-
pressly provided for by statute.

Second, and potentially even more significantly,
the reasoning of 139-141 Owners Corp. goes well
beyond the Entz-White notion of retroactive nul-
lification of default interest rates; it also denies
that a § 1124(2)(A) “cure” can effect a prospective,
post-cure nullification of default interest rates.
Indeed, if § 365(b)(2)(D) codifies Entz-White’s retro-
active nullification of default interest rates, then
the 139-141 Owners Corp. reasoning would only
prevent nullification of default interest rates pro-
spectively for future post-cure payments on the “de-
accelerated” debt.

That result is the precise opposite of the New
Investments holding (that “cure” does nullify default
interest prospectively, but not retroactively), and it
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is at odds with the longstanding, conventional
understanding of the effects of a bankruptcy “cure,”
which Congress also endorsed in the legislative his-
tory for both the original codification of § 1124(2)%
and the 1994 cure amendments, “that a cure pur-
suant to a plan should operate to put the debtor in
the same position as if the default had never
occurred.”* If that is a proper conception of the ef-
fect of a bankruptcy “cure” of defaults (and nearly
all courts assume that it is, at least prospectively),
then the general reasoning of 139-141 Owners Corp.
must be rejected. And if § 365(b)(2)(D) codifies Entz-
White, then the holding of 139-141 Owners Corp.
(which involved only a retroactive nullification of
default interest) must also be rejected.

Distinguishing “Penalty” Rates From
Compensatory Rates

Another means by which some courts have
refused to follow Entz-White, even in the face of
§ 1124(2)(A)’s express incorporation of
§ 365(b)(2)(D), is by noting that § 365(b)(2)(D) only
excuses “the satisfaction of any penalty rate,” and
these courts thus posit that not all default rates of
interest should be considered “penalty” rates.® This
interpretation of § 365(b)(2)(D), though, is also not
free of difficulties. Moreover, properly applied, this
interpretation will virtually never require payment
of default interest.

Initially, it is not at all clear that the “penalty
rate” language means anything other than a default
rate; i.e., a default rate is a “penalty rate” within
the meaning of § 365(b)(2)(D). Indeed, both the
Entz-White opinion® and the legislative history
explaining § 365(b)(2)(D)¥” (which was arguably
enacted to codify Entz-White) expressly assume and
state that all default rates are and should be
considered “penalty” rates.

Moreover, if not all default rates should be
considered “penalty” rates, then we need more
elucidation of just what a “penalty” rate is, but the
case law is unclear as to what is meant by a
“penalty” rate. Some cases seem to assume that if a
default rate is enforceable under applicable non-
bankruptcy law, then it is not a “penalty” rate, and
thus, § 365(b)(2)(D) does not excuse payment of
default interest as part of a cure payment.®® That,

© 2017 Thomson Reuters
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however, would make the § 365(b)(2)(D) nullifica-
tion of a “penalty rate” entirely redundant with
§ 1123(d), which already expressly requires deter-
mination of cure amounts “in accordance with . . .
applicable nonbankruptcy law.” The surplusage
canon, therefore, counsels against interpreting
“penalty rate” to mean unenforceable under ap-
plicable nonbankuptcy law.%®

If “penalty rate” means something other than all
default rates, it is much more likely that
§ 365(b)(2)(D) is using the term “penalty” to con-
note the meaning that term carries under the com-
mon law of contracts,*® where “penalty” refers to an
unenforceable liquidated damages provision. Some
states do not scrutinize default interest using the
penalty/liquidated damages standard of general
contract law, but rather provide that default inter-
est is enforceable as long as it is not usurious (i.e.,
in excess of statutorily prescribed maximum inter-
est rates).*' This, then, would provide a rationale
for imposition of an independent federal bank-
ruptcy prohibition (in § 365(b)(2)(D)) against
“penalty rates,” that may well be enforceable under
applicable nonbankruptcy law, but that nonethe-
less constitute a “penalty” under the common law
understanding of that concept. Indeed, there is a
strong tradition that the extent to which bank-
ruptcy courts will allow interest charges “against
debtors’ estates being administered by them has
long been decided by federal law” in accordance
with “equitable principles governing bankruptcy
distributions.”? Code § 365(b)(2)(D), therefore, (as
incorporated into a § 1124(2)(A) “cure” of defaults)
may well simply codify just such an equitable
limitation on default interest.

The common law meaning of an unenforceable
“penalty” provision is one that “disregard[s] the
principle of compensation” by requiring payment of
an unreasonably large amount “in light of the
anticipated or actual loss caused” by a default “and
the difficulties of proof of loss.”®® The Code
§ 365(b)(2)(D) negation of “penalty” provisions,
therefore, operates in tandem with the Code provi-
sions (in both § 365(b)(1) and § 1124(2)) requiring
that the debtor, as a condition of reinstatement,
not only “cures” defaults but also “compensates” for
damages caused thereby.** A default interest rate,
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therefore, should be struck down under
§ 365(b)(2)(D) (as incorporated into § 1124(2)(A)) as
a “penalty rate” if it is not a reasonable approxima-
tion of loss caused by the debtor’s default.

Thus, the bankruptcy court in the case of In re
Zamani was on the right track when it held:

[Aln interest rate providing more than appropriate
compensation is a penalty against the debtor and
should not be allowed. As a result, it is not enough
for a creditor to show that the default rate of inter-
est is within a generally accepted range of interest
rates. Rather, the creditor must provide tangible
proof of loss; “formulaic or hypothetical” statements
are insufficient. If the creditor fails to satisfy this ev-
identiary burden, the court will only allow the basic
contract rate of interest.*®

Even this approach, though, is incomplete to the
extent that it fails to specify what kinds of creditor
losses are appropriately compensable. And in that
regard, it is particularly noteworthy that the
compensation requirement in conjunction with cure
and reinstatement of a defaulted debt under Code
§ 1124(2) is markedly different (and much more
limited) than the compensation requirement in
conjunction with cure and reinstatement of an ex-
ecutory contract or unexpired lease under Code
§ 365(b)(1). The counter-party to an assumed exec-
utory contract or unexpired lease is entitled to
compensation (under § 365(b)(1)(B)) “for any actual
pecuniary loss to such party from such [cured]
default,” which seems to provide full expectation
damages consistent with general principles of non-
bankruptecy contract law.*® For defaulted debt
reinstated under Code § 1124(2), though, the only
compensation required (under § 1124(2)(C)) is “for
any damages incurred as a result of any reasonable
reliance by [the creditor] on such contractual provi-
sion or applicable law,” which is obviously referring
to the “contractual provision or applicable law that
entitles the [creditor] to demand or receive acceler-

ated payment . . . after an event of default.””

The only losses a creditor is entitled to recover
under § 1124(2)(C), therefore, are reliance damages
incurred in accelerating the debt, which accelera-
tion is being reversed and undone with the cure
and reinstatement, as provided for in § 1124(2)(B).
“The logic behind § 1124(2)(C) is to protect an ac-
celerating creditor from out-of-pocket losses in-
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curred when a debtor files bankruptcy and undoes
the acceleration.”® Thus, “[t]his section entitles the
[creditor] to be compensated for damages incurred
in reliance upon [an] acceleration clause and atten-
dant efforts to enforce its rights as a result of such
acceleration,” “such as legal fees, foreclosure notice
fees, court costs, and the like.”*®

Default interest rates do not provide (because
they are not designed to provide) a reasonable ap-
proximation of such out-of-pocket reliance losses;
indeed, compensation for such expenses typically is
specifically provided for (separate and apart from,
and in addition to, default interest) under most
loan agreements. Instead, a commonly advanced
justification for default interest is “that charging
relatively high default rates of interest provides an
incentive for borrowers not to default.”®® Such a
provision, though, that produces “an in terrorem ef-
fect on the other party” in order to “deter breach by
compelling performance,” is a conspicuous “red flag”
sign of a noncompensatory penalty.>! As the Zamani
court rightly recognized, then, “[d]efault rates that
are meant to be an enforcement mechanism [that
coerces performance] go beyond compensation and
are unacceptable penalties.”?

There are compensatory reasons for charging a
higher interest rate upon default, as default may
provide a creditor more and better information
regarding the risk of nonpayment and relevant op-
portunity cost associated with the unpaid debt.
Even if the default rate were a reasonable ap-
proximation of the increased risk and opportunity
cost, though (which would be a case-by-case eviden-
tiary issue), that is not the kind of reliance loss
compensable under § 1124(2)(C) in connection with
a debt reinstated under Code § 1124(2).5% In the
context of a § 1124(2) cure and reinstatement,
therefore, it seems reasonable to conclude that
default interest rate provisions should routinely
(and even presumptively) be considered noncom-
pensatory “penalty” rates that need not be paid as
part of a § 1124(2)(A) “cure” of defaults.

The Precedential Force of New Investments
(or Lack Thereof)

The most perplexing aspect of the New Invest-
ments decision is its exclusive (and, as explored in
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Part I, inapt) reliance upon Code § 1123(d), without
any mention whatsoever of the implications of Code
§ 365(b)(2)(D), which explicitly limits the “cure”
required by § 1124(2)(A). The most plausible
explanation for the court’s failure to address the
implications of § 365(b)(2)(D) is that the parties did
not address § 365(b)(2)(D) in their briefs, and of
course, an appellate court has no obligation to ad-
dress arguments not timely raised by the parties
themselves.

The New Investments panel, though, was cer-
tainly aware of the argument that § 365(b)(2)(D)
codifies Entz-White, because the court issued an or-
der, in advance of oral argument, instructing
counsel to “be prepared at oral argument to discuss
the reasoning of the opinions in In re Pheonix Busi-
ness Park Ltd. Partnership and In re Moody Na-
tional SHS Houston H, LLC, particularly as they
relate to the relationship between 11 U.S.C.
§§ 1123(a)(5)(G), 1123(d), 1124(2)(A), and
365(b)(2)(D).”% Yet, in deciding the case, the panel
obviously decided not to go beyond the issues and
arguments briefed by the parties (which were
limited to the effect of Code § 1123(d) upon the
required cure payment), as was their prerogative.

The holding of New Investments, therefore,
speaks solely to the implications of § 1123(d) and
does not address the implications of § 365(b)(2)(D).
New Investments, therefore, is of extremely limited
precedential value, even within the Ninth Circuit.
Nothing in New Investments prevents any party in
any case other than the New Investments case itself
from raising § 365(b)(2)(D) as excusing payment of
default interest as part of a § 1124(2)(A) “cure” of
defaults.

We may not have heard the last of Entz-White!

Reviving Bankruptcy Courts’ Discretion:
Cure Without Reinstatement?

The context in which courts seem most receptive
to side-stepping Entz-White and § 365(b)(2)(D) is
when the debtor’s estate is solvent and, thus, the
nullification of default interest as part of the cure
of a defaulted debt inures to the benefit of the debt-
or’s equity holders rather than unsecured
creditors.’® No such distinction (and corresponding

© 2017 Thomson Reuters
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flexibility), however, appears on the face of the stat-
ute itself, nor in the prevailing conception “that a
. operate[s] to put the
debtor in the same position as if the default had
never occurred,”® whether or not the debtor’s estate

cure pursuant to a plan . .

is insolvent.

If Code § 365(b)(2)(D) does, indeed, codify Entz-
White, then it is equally protective of the interests
of both unsecured creditors and debtor’s equity
holders. Indeed, many aspects of the Chapter 11 re-
organization process inevitably operate to permit
equity holders to preserve an equity interest that
would be forfeited or much less valuable were the
Chapter 11 process unavailable. The cure and rein-
statement provisions of Code § 1124(2), therefore,
seem to be yet another indication that “leveling the
playing field for the debtor in negotiating a restruc-
turing of secured debt is one of the principal func-
tions of Chapter 11 reorganizations,”” wholly inde-
pendent of any benefit for unsecured creditors.

Even if Code § 365(b)(2)(D) codifies Entz-White,
though, bankruptcy courts nonetheless may be able
to reclaim some of the flexibility that super-
cramdown via a § 1124(2) cure seems to deny them.
That is because another aspect of the Entz-White
decision may give § 1124(2) cure an exceedingly
broad sphere of operation.

Pursuant to Code § 1124(2), the provision for cure
of defaults is the means to the further end of “de-
accelerating” the defaulted debt (“notwithstanding
any contractual provision or applicable law” permit-
ting acceleration®), “reinstat[ing] the maturity of”
the defaulted debt “as such maturity existed before
such default,” and otherwise “returning to [the]
pre-default conditions” and terms governing the
defaulted debt.®® In Entz-White, though, the debtor
did not seek to de-accelerate and reinstate pre-
default terms and conditions of the defaulted debt.
Indeed, the debtor could not de-accelerate the debt
at issue because maturity had not been acceler-
ated; rather, the entire debt had become due pursu-
ant to its original terms.®' Thus, the “cure” the
debtor sought to effectuate in Entz-White was pay-
ment in full of the entire unpaid balance of the debt
(without payment of post-default interest at the
contractual default rate).

If “cure” can include payment in full of the entire
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debt, then there is no de-acceleration and reinstate-
ment of the original terms and conditions govern-
ing the debt because there is no more debt once it
is paid in full via “cure.” If this is a permissible
“cure” of a defaulted debt, then “cure” is an end
unto itself rather than a means to reinstatement.
The Ninth Circuit, in Entz-White, though, held that
payment in full of a defaulted debt (without default
interest) was a permissible “cure” of that defaulted
debt that the debtor could impose on the creditor
under § 1124(2)(A).62

That conception of “cure” of defaults as an end
unto itself is, however, completely at odds with the
common law of contracts, from which the
Bankrputcy Code’s cure provisions are obviously
derived (as discussed in Part I). The purpose and
function of “cure” of defaults, under the common
law of contracts, is to prevent contract termination
and the creditor’s resulting claim for damages for
total breach, i.e., prevent the creditor from demand-
ing immediate payment in full of the entire balance
of the debt. By holding that “cure” includes imme-
diate payment in full of the entire balance of the
debt, then, Entz-White turns “cure” upside down,
emptying it of its reinstatement essence. Other
courts, therefore, have disagreed with Entz-White
and have held that payment in full of the entire
balance owing on the debt is not a § 1124(2) “cure”
of that debt because “cure require[s] some degree of

reinstatement.”®®

Another compelling reason to conclude that im-
mediate payment in full of the entire balance of a
debt is not a permissible super-cramdown (via
§ 1124(2) “cure”) is because cramdown via payment
in full is fully accommodated by the conventional
cramdown provisions of Code § 1129(b). Of course,
with respect to cramdown of an oversecured debt
(the kind of debt for which § 1124(2) is typically
invoked), that payment-in-full cramdown must
include post-petition interest under Code § 506(b).
And § 506(b) does afford bankruptcy courts the
discretion and flexibility to determine whether “the
payment of default interest in solvent debtor cases,
when considered with other equitable factors,
makes the award of default interest appropriate.”*

It is noteworthy that New Investments was also
a solvent debtor case involving a “cure” effectuated

9
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via payment in full of the entire balance owing on
an oversecured debt. In such cases (outside of the
Ninth Circuit), creditors have an alternative (and
seemingly sounder) means by which to seek pay-
ment of post-default interest at the contractual
default rate—via § 506(b), on the theory that im-
mediate effective-date payment in full of the entire
debt is not a permissible “cure” under Code
§ 1124(2). Instead, effective-date payment-in-full
cramdown must be effectuated under Code
§ 1129(b).
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