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UNI TED STATES BANKRUPTCY COURT
FOR THE NORTHERN DI STRI CT OF | OMA
WESTERN DI VI SI ON

I N RE:
JAMES S. JOHNSTON Chapter 11
Debt or . Bankruptcy No. 03-03495S

DECISION RE: CLAIM OF U.S. BANK

The di spute before the court requires a determ nation of the
I nterest conponent of the allowed secured claimof a creditor. U S.
Bank (hereinafter “Bank”) asserts that it is entitled to recover
contractual default interest on Johnston’s prom ssory notes from
March 4, 2002 to COctober 22, 2004. Janes S. Johnston, the debtor,
contends that Bank is entitled to default interest only fromJuly
24, 2002 to Septenber 10, 2003.

Johnston’s Second Anmended chapter 11 plan was confirned on
Sept ember 30, 2004. Bank had objected to Johnston’s plan treatnment
of its secured claimfor the reason that Johnston had inperm ssibly
proposed to cure Johnston’s default effective as of the date of his
filing chapter 11, with a concom tant elimnation of default
interest after that date. Bank contested Johnston’s right to cure
under the Bankruptcy Code. The plan proposed that upon the sale of
certain of Johnston’s real property, Bank would be paid in full.
The sal e was conpleted, on notion, prior to the confirmtion
hearing. The sale yielded sufficient proceeds to permt full
paynment of Bank’s claim irrespective of whether Bank or Johnston is

correct on the interest issues. Consequently, the parties agreed
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that the plan could be confirmed, and the court would deal with the
default interest dispute as a clains allowance issue. Hearing on

t he all owance of Bank’s claimwas held October 28, 2004. The
parties have filed briefs. This is a core proceedi ng under 28

U.S.C. § 157(b)(2)(B).

Fi ndi ngs of Fact

Johnston is a farmer. Bank’s claimagainst himis based on siXx

prom ssory notes executed beginning in 1995. These are the notes:

Tri al Dat e
Exhi bit # Not e # | ncurred Oiginal Principal Maturity Date
2 26 2/ 6/ 95 $250, 000. 00 2/ 6/ 05
3 42 7121/ 97 117, 500. 00 3/1/09
4 59 3/2/99 280, 000. 00 3/2/11
5 67 3/ 2/ 99 360, 000. 00 3/ 1/ 04
6 34 2/ 1/ 01 850, 000. 00 3/ 15/ 02
7 75 2/ 1/ 01 249, 000. 00 2/ 1/ 08

Johnston’s spouse, Trudy, was also a borrower on the notes. She is
not a debtor in the bankruptcy case.

Al'l the notes, but number 34, required annual install nent
paynments. Initially, the notes bore different interest rates. Most
were variable rates based on Bank’s prinme rate. Each note provided
for default interest. Three had a default rate set at a fixed
percent age above the note’'s non-default rate. The other three set
the default rate at 21 per cent. Each of the notes has cross
default provisions, stating that the borrower’s default as to any
ot her note was default as to the subject note. All of the notes

were secured by significant real and personal property rights owned

2
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by Johnston. It was undi sputed throughout the case that the val ue
of the collateral was significantly in excess of Johnston’s debt to
Bank under the six notes.

On February 3 and March 1, 2002, Johnston defaulted on annual
i nstall ment paynments for three
not es— nunbers 42, 59, and 67 (Exhibits 3, 4 and 5 respectively).
Bank delivered to Johnstons a Notice of Default dated March 4, 2002
(Exhibit 18). The letter notified the borrowers that the events of
default were the past due paynents on the three prom ssory notes and
an unspecified “adverse change” in the borrowers’ financi al
condition as shown in a financial statenent dated Decenber 31, 2001.
Id.

In addition, the letter stated that Note 34 (previously
number ed Note 0201; Exhibit 6) a Revolving Credit Note, would fully
mature on March 15, 2002. This note was in the original principal
anount of $850, 000. 00. Johnstons were infornmed that the payoff
anount woul d be $910, 386.96 plus daily interest thereafter (Exhibit
18). Bank also wwote: “IN ORDER TO CURE THE DEFAULT, ALL NOTES MUST
BE BROUGHT CURRENT OR PAID.” The letter told Johnstons of their
right to cure the described defaults within 45 days, and that if the
defaults were not cured in full, “all obligations payable under the
Loan Agreenents will become due and payable in full (unless
ot herwi se agreed in witing by [Bank].” Bank stated al so that
“[t]he interest rate on all notes owing by the Borrowers will be

i ncreased to the default rate listed on each note effective the date
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of this letter until such tine as all the defaults are cured.” Id.

Bank sought nediation fromthe lowa Mediati on Service. Bank
and Johnstons entered into a witten Forebearance [sic] Agreenent.
The Johnstons’ individual signatures to the agreenent are undated;
James Johnston signed the agreenent on June 11, 2002 as Treasurer on
behal f of a conpany called M & J Land, Inc. Duane Strenpke, Vice
Presi dent of Special Assets, signed the agreenment on behal f of Bank
on June 12, 2002 (Exhibit 1).

In the agreenent’s preanble, the parties concurred that the
prom ssory notes were in default, in that certain notes had matured
and all the notes contained cross-default provisions (Exhibit 1,
page 3). It was also stated in the preanble that Johnstons were
seeking certain extensions of the notes (id.), and that they desired
t hat Bank forbear fromexercising its rights of default concerning
the existing defaults. 1d. at 4. The preanble further stated that
the parties were agreeing to an extension of the notes and
f orbearance by the Bank from exercising its rights to and incl uding
January 15, 2003. 1d.

Johnstons agreed to take certain actions under the agreenent.
These actions included, but were not limted to, the execution of an
adequate protection nortgage on real property, the execution of
docunments necessary for Bank to perfect a security interest in al
of Johnstons’ rolling stock, and the making of arrangenents for the
auction sale of all of their equipnment. 1d. at 4-8. Johnstons al so

wai ved various cl ains, defenses, and rights. 1d. at 9-10. Bank
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agreed that it would take various actions including the execution of
a subordi nati on agreenment and the retention of asset appraisers.
Ld. at 8-09.

Johnstons and Bank agreed that as to notes nunbered 42, 59, 34,
and 75 (Exhibits 3, 4, 6, and 7 respectively), the interest rate
during the pendency of the agreement would be the Bank’s prinme rate
plus 3 per cent, and that the rate for note nunber 67 (Exhibit 5)
woul d continue to bear interest at the rate on its face. |d. at 10,
1 5. It was agreed that during the pendency of the agreenent note
number 26 (Exhibit 2) would bear interest at the Bank’s prinme rate
plus 2.5 per cent. Johnstons agreed that the notes would be
“conpletely cross-defaulted,” so that a default under any of the
agreenents between the parties would be a default as to all of the
agreenments. 1d., ¥ 7. Johnstons also agreed that their
I ndebt edness to Bank “shall be deened to be conpletely and
unequi vocal ly cross-collateralized.” 1d.

Bank and Johnstons agreed also that “from and after the
execution of this Agreenment, all default rates of interest on the
Prom ssory Notes, in the event of any event of default as descri bed
and/ or defined within said Prom ssory Notes, shall be 18% per
annum” |d. at 10, ¥ 8. It was agreed that upon any event of
default, Bank, in its sole discretion, could exercise all of its
| egal and equitable rights under the Forbearance Agreenent and any
of the | oan docunents. 1d. at 12, 1 12.

Under the agreenent’s “M scel |l aneous Provisions” is the
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foll owi ng paragraph considered by Bank to be significant to its

argunment regarding the date of Johnstons’ default under the

For bear ance Agreement:

Unl ess ot herw se expressly provided herein, nothing in
this Agreenent shall nodify, release or discharge the
obligations of the [Johnstons] or any other person or

entity under
Agreenent s,

the Prom ssory Notes, the Security

t he Real Estate Mortgages, the Loan

Docunentati on, or any and all other | oan docunentation
gi ven by [Johnstons] in favor of [Bank] and [ Bank]
expressly reserves any and all rights and abilities to
proceed under the Prom ssory Notes, the Security

Agr eenent s,

t he Real Estate Mdrtgages, the Loan

Docunentation or any and all other |oan docunentation
given by [Johnstons] in favor of [Bank]. Any forebearance
[sic] by [Bank] to [Johnstons] or any other person or

entity shal

not nodify any obligations to [Bank] under

the Prom ssory Notes, the Security Agreenents., the Real

Estate Mortgages, the Loan Docunentation or any and all

ot her | oan docunentation qgiven by [Johnstons] in favor of

[ Bank] .

Exhibit 1 at 9, {1 3 (enphasis added).

On Novenber

1, 2002, Bank wote a letter to Johnstons inform ng

them that the Bank considered themin default of the terns of the

For bearance Agreenent. The letter contained the follow ng

par agr aph:

Jim your loans remain in a default status. The Bank has
chosen to exercise one of the renedi es under the default
terms, the default interest rate of 18% since you were

first notifi

ed of the default, July 24, 2002. It may al so

seek legal counsel to assist in the collection of your
account, the cost of which you will be ultimately

responsi bl e.

Exhibit A at 2.

A copy of the letter was sent to Johnstons’

attorney and to Bank’s attorney. 1d.

On Sept enber

10, 2003, Janes Johnston filed his chapter 11
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petition. During the course of the case, Johnston received

perm ssion to conplete pre-petition sales of real estate. After
paynment of the costs of the sales, Johnston paid the proceeds to
Bank. Other paynents were nade to Bank after Novenber 1, 2002, both
before and after the bankruptcy filing (Exhibit 17). The parties
have agreed that these paynents were insufficient in and of

t henmsel ves to cure all nonetary defaults.

Johnston filed his Second Amended Pl an on Septenber 1, 2004
(docket no. 142). He proposed to treat Bank as a fully secured
creditor. He recognized that there was a dispute as to the anpunt
due. He proposed “to deaccelerate the debt to U S. Bank fromthe
date of filing the petition and pay their [sic] claimin full with
interest at the rate of 8% per annumfromthe date of filing the
petition.” Second Amended Pl an (docket no. 142, page 6). Debtor
stated that he intended to invoke the provisions of “11 U S.C.
Section 1123(8)(a)(g)” to cure the default as of the date of filing
the petition and to provide interest thereafter at 8 per cent. |d.
It appeared that he had intended to cite to 11 U.S.C. §
1123(a)(5) (G, and this was borne out by his attorney at the hearing
on confirmation.

The debtor’s Second Amended Pl an was confirnmed on Septenber 30,
2004 (docket nos. 155, 156). Johnston closed on the sale of real
property. On Cctober 22, 2004, Johnston wote a check to Bank for

$478,626.75. This was deposited with the Bank on Cctober 25, 2004.
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| ssue
Johnston and Bank di sagree over the anount of Bank’s claim
because of different points of view as to the period during which
the default interest rate applies to the debt. The differing views
are functions of (1) the effective date of Johnston’s default under
t he Forbearance Agreenent, and (2) whether Johnston nmay cure the
default effective on the date of his bankruptcy filing, or whether

he may cure at all

Dat e of Default

Bank mai ntains that default interest should apply begi nning
March 4, 2002, the first default by Johnstons under the prom ssory
notes. See Exhibit 18. Johnston contends that default interest
shoul d apply beginning July 24, 2002. This is the date referenced
in Bank’s letter to Johnstons, dated Novenmber 1, 2002, notifying
t hem t hat Bank considered themin default under the terms of the
For bearance Agreenent (Exhibit A). The letter states that “Bank has
chosen to exercise one of the renedies under the default terms, the
default interest rate of 18% since you were first notified of the
default, July 24, 2002.” |d.

At the time the letter was drafted, it was the position of the
bank officer that the effective date of the application of default
I nterest was July 24. Later, Bank was advised by its attorney that

it could apply the default rate effective March 4, 2002, the date of

Bank’s earlier notice of default (Exhibit 18). This is the position
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Bank now takes, and it is based on a sentence in the m scellaneous
provi si ons of the Forbearance Agreenment (Exhibit 1). It states that

Any forebearance [sic] by [Bank] to [Johnstons] or any

ot her person or entity shall not nodify any obligations to

[ Bank] under the Prom ssory Notes, the Security

Agreenents, the Real Estate Mortgages, the Loan

Docunentation or any and all other |oan docunentation

gi ven by [Johnstons] in favor of [Bank].
Exhi bit 1, page 9, Section IV, 1 3. Bank contends that this part of
t he agreenent permts it to revert to the date of initial default on
the prom ssory notes in applying default interest to its claim See
Exhi bit 18.

Johnston argues that the default date for such purpose is July
24, 2002, the date of default used by the Bank regarding the breach
of the Forbearance Agreenent. See Exhibit A Essentially, Bank
argues that under the above-contractual provision, its forbearance
did not nodify Johnstons’ obligation to pay default interest under
the notes, and that if Johnstons defaulted under the agreenent,
default interest would be applied retroactively to March 2002.

| agree that Bank’s forbearance does not alter Bank’s right to
charge default interest in the event of default, but that does not
mean that the Forbearance Agreenent did not affect the Bank’s right
to declare when the default rate would first be applied. The notes
provide for default interest, but the notes nerely give Bank, at its
option, the right to increase the interest rate upon Johnstons’

defaul t. In March 2002, Bank declared the notes in default and

exercised its discretion to increase the interest rate on each note
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(Exhi bit 18).

In its Preanble, the Forbearance Agreenent recognizes that the
notes were in default and that the ambunts due and ow ng incl uded
default interest (Exhibit 1, second and el eventh unnunmbered
“Whereas” clauses). It is also clear fromthe Preanble that
Johnstons were bargaining for an extension of the notes (twelfth
“Whereas” clause) and for Bank to “forebear [sic] from exercising
[its] rights of default concerning the defaults which exists [sic]
pursuant to the ternms and provisions of the Prom ssory Notes”
(sixteenth “Whereas” clause). Bank agreed to forbear from
exercising its legal rights under the notes, including the right to
charge default interest based on the defaults which existed prior to
t he execution of the agreenment in June 2002.

The parties agreed to new non-default rates of interest for
each of the notes, during the pendency of the agreenent. The
agreenment began upon execution. See Exhibit 1 at 10, T 8. It was
to continue to January 15, 2003, at which time it was to “expire.”
Id. at 13, § 17. After that date, notw thstandi ng whether there was
a new default, Bank had no further obligation to forbear. 1d. The
agreenment provided also for a new uniform default rate on all the
not es.

[ Johnst ons] and [ Bank] covenant and agree that from and

after the execution of this Agreenent, all default rates

of interest on the Prom ssory Notes, in the event of any

event of default as described and/or defined within said
Prom ssory Notes, shall be 18% per annum

Exhibit 1 at 10, § 8 (enphasis added).

10
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| interpret the agreenent to nean the follow ng: Johnstons were
in default as to all of the notes, and although two of the notes had
mat ured, the remai ning four notes had not been accel erated because
of default; that the Johnstons obtained an extension to and
I ncl udi ng January 15, 2003 to pay off the notes in full; that Bank
was agreeing to forbear application of the default rate based on the
default date of March 4, 2002; that the parties agreed to new non-
default rates of interest for the notes fromthe date of the
execution of the agreenent, and to a new uniformdefault rate for
all the notes if Johnstons defaulted after the execution of the
agreenent. | do not find, as Bank argues, that Johnstons agreed to
a nere suspension of the default rate, and that if there were
default under the agreenment, the new default rate would be applied
retroactively to March 4. Such an interpretation is contrary to the
| anguage contained in paragraph 8 on page 10 of the agreenent, which
states that the application of the new default rate is tenporally
established to be after the execution of the agreenment based on
future default.

| construe the agreenment to nean that Bank may apply the
default rate to the notes beginning on July 24, 2002. This is the
date referred to in the Bank’s letter to Johnstons dated Novenber 1,
2002 (Exhibit A). Bank argued in closing that there was an earlier
notice of default date upon which Bank could rely for application of
the default rate. No evidence of that date was presented at trial.

Evi dence supports use of the July 24 date as the date of default for

11
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application of the default rate of interest.

Cure

Johnstons’ plan proposes to cure the default effective the date
of the bankruptcy filing by paying off the entire indebtedness after
confirmati on of the plan. According to the plan, Bank’s claimwould
draw interest at 8 per cent per annum after the filing date until
paynment in full. Notwi thstanding the 8 per cent interest rate
specified in the plan, Johnstons agreed with Bank that the interest
rate which would be applied after the effective date of cure would
be the non-default rates for the notes as agreed in the Forbearance
Agr eenment .

However, Bank contends that Johnstons cannot cure at all under
t he Bankruptcy Code, but nust pay the debt off in full.

Al ternatively, Bank argues that even if Johnstons can “cure” the
default, they can do so only by paying Bank’s claimin full, as of
the date of paynment. Until then, Bank argues, the default rate of
18 per cent should apply.

Johnstons assert that they are curing under 11 U.S.C. 8§
1123(a)(5) (G, and that the cure, by paying the debt in full, can be
made after confirmation, but be effective as of the date of the
bankruptcy filing which was Septenber 10, 2003. Such a cure, they
argue, would have the effect of nullifying all consequences of
default and placing the parties in the status quo ante as of
Septenber 10. One such consequence of default would be the

12
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application of the default interest rate after Septenber 10, 2003.
There are cases which support Johnstons’ position. The nost

simlar factually to Johnstons’ case is In re Johnson, 184 B.R 570

(Bankr. Mnn. 1995). In that case, the court permtted debtor,

under his plan, to cure a default in the paynent of a fully secured
prom ssory note to an insurance conpany. The debtor had defaulted
on the note. Five nonths after the default date, the note matured
on its own terns. After maturity of the note, debtor filed chapter
11 in July 1993, and proposed in his plan to pay the debt in full on
or before the latter of March 31, 1995 or the plan’s effective date.
The plan was confirmed. The debtor objected to the creditor’s
claim The parties disagreed over whether the insurance conpany was
entitled to default interest after the bankruptcy filing date. The
court held that the debtor could “cure” the default, notw thstanding
that the debt had not been accel erated, but rather had matured, and
t hat paynment in full effectuated such a cure. Paynment in full,
according to the court was paynent of all matured principal and all
prepetition default interest and charges. 1d. at 574. The court
hel d that the “paynment returned the parties to the status quo ante
as of the petition date, and is therefore a true cure.” 1d. The
court further held that “[b]ecause the paynent under the Plan is a
full cure, it nullifies all consequences of the default, and
accordingly [the insurance conpany] is unable to accrue interest
postpetition at the default rate.” |1d. at 574-75.

The M nnesota bankruptcy court recogni zed case authority for

13
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the proposition that a fully secured creditor’s right to default
interest is generally determ ned under 11 U. S.C. 8§ 506(b) based on
equi tabl e considerations. 1d. at 573. However, because debtor was
curing the default by paynent in full, such an equitable analysis
was not necessary. 1d. at 574. Nonetheless, the court found that
the equities favored the debtor. 1d. at 575. The court held al so
t hat because the debt had matured prepetition, the debtor could not
deaccel erate the debt under section 1124(2). 1d. at 574. That did
not mean that the debtor could not cure. The court ruled cure had
been acconplished under 11 U. S.C. § 1123(a)(5)(G, and disallowed
the application of the default rate after the bankruptcy petition
date. 1d. at 575.

| recogni ze many cases, including circuit court cases, support
t he proposition that a cure deprives a fully secured creditor of
default interest fromthe date of default. | respectfully disagree

with these cases and with the result in In re Johnson, as applied to

a case filed after October 22, 1994, the effective date of the 1994
amendnments to the Bankruptcy Code.

In the pendi ng case, Johnston argues that he can cure the
default effective Septenmber 10, 2002, by a paynent to the creditor
made on Cctober 25, 2004. The result, he says, is to nullify
default interest from Septenber 10 to the date of paynent, a period
of nmore than two years. | cannot conclude that the debtor may
ef fectuate such a cure, under the notes thenmsel ves or the Bankruptcy

Code.

14
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| conclude that 11 U.S.C. 8§ 1123(d) controls this issue.
Congress anmended the Bankruptcy Code by adding the section in 1994,
Bankruptcy Reform Act of 1994, P.L. No. 103-394, 108 Stat. 4106, 8§
305. Section 1123(d) states:

Not wi t hst andi ng subsection (a) of this section and

sections 506(b), 1129(a)(7), and 1129(b) of this title, if

it is proposed in a plan to cure a default, the anpunt

necessary to cure the default shall be determned in

accordance with the underlying agreenent and applicable

nonbankruptcy | aw.
11 U.S.C. § 1123(d).

| interpret the prom ssory notes to provide that cure of
default after the institution of default rates nust include paynent

of the default rates to the date of cure. An often cited case on

the effects of a cure is Di__ Pierro v. Taddeo (In re Taddeo), 685

F.2d 24 (2nd Cir. 1982). The case stated that

[a] default is an event in the debtor-creditor

relationship which triggers certain consequences—- here,

acceleration. Curing a default comonly neans taking care

of the triggering event and returning to pre-default

conditions. The consequences are thus nullified. This is

the concept of “cure” used throughout the Bankruptcy Code.
ld. at 26.

| agree that a cure nust take care of the triggering event and
that cure can nullify consequences. Certainly one such consequence
I's acceleration, and this may be so regardl ess of the date of
acceleration. But | do not agree that all consequences are
necessarily nullified. One consequence of default may be, as here,

an increase in the interest rate. But it seens to ne that that

consequence nust be, under the notes, part of the cure.

15



Case 03-03495 Doc 170 Filed 12/20/04 Entered 12/20/04 13:30:27 Desc Main
Document  Page 16 of 16

Section 1123(d) directs us to | ook at nonbankruptcy |law also to
determ ne the anmobunt necessary to cure under a plan. The agreenent
bet ween Bank and Johnstons is to be construed under |owa | aw.

Default interest rates are enforceable in | owa. Federal Land Bank

of Omha v. Wilmarth, 218 lowa 339, 252 N.W 507, 510 (1934).

Johnstons’ cure nust include the paynent of default interest to

Oct ober 25, 2004, the date of payment in full.

ORDER

| T 1S ORDERED, ADJUDGED AND DECREED t hat under the Forbearance
Agreenment and the prom ssory notes, Bank is entitled to the
application of the default interest rate fromJuly 24, 2002 until
Oct ober 25, 2004. The parties shall calculate the amunt of the
cl ai m based on this decision and subnmt an order to the court
allowing the claimof U S. Bank in the cal cul ated anount.

DATED & ENTERED: December 20, 2004

LI 2Dt =

WIlliamL. Ednonds, Bankruptcy Judge
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