UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 97-10474

IN THE MATTER OF:
THE SOUTHLAND CORPORATI ON,

Debt or .
THE SOUTHLAND CORPORATI ON,
Appel | ant,
V.
TORONTO- DOM NI ON,
Appel | ee.

Appeal fromthe United States District Court
for the Northern District of Texas

Decenber 2, 1998
Bef ore REYNALDO G GARZA, JONES, and DeM3SS, Circuit Judges.
EDITH H JONES, G rcuit Judge:

This dispute i s about what interest rate should apply to
seven and one-half nonths of repaynents under a comrercial credit
agreenent -- the base rate in the contract or the specified default
rate. The bankruptcy court determ ned that the higher default rate
applies for the entire period between the pre-bankruptcy default
and the effective date of the reorganization plan. The district

court affirnmed. W also affirm



| .

The wunderlying Credit Agreenent between the debtor-
appel l ant (“Southland”) and the secured creditor-appellees (“the
Banks”) dates from 1987. Section 2.05(d) of the Credit Agreenent
provided that, “effective upon notice from the Agents or the
Requi site Senior Lenders at any tinme after the occurrence of an
Event of Default ..., the principal balance of all Loans then
out st andi ng shal |l bear interest payabl e upon demand at a rate which
is two percent (2% per annumin excess of the rate of interest
ot herwi se payabl e under this agreenent....”

During the sunmmer of 1990, Southland was attenpting to
recapitalize. On July 19, the agent banks sent a letter (“July 19
Letter”) notifying Southland it was in default.® These were the
key parts of the July 19 Letter fromthe agent banks:

[Wearewitingtonotify[Southland] that theincreased
interest rate prescribed in Section 2.05(d) of the Credit
Agreenent is effective due to the occurrence of an Event of

Def aul t .

In the event that a Capital Restructuring ... 1is
consummat ed on terns acceptable ... before Decenber 1, 1990,
then this notification shall automatically be rescinded,
wi t hout any further action ..., and such rescission shall be
effective as of the date hereof.

No denmand for paynent of the additional interest ... is

bei ng nade by the Requisite Senior Lenders at this tine, but
the right to make demand pursuant to that Sectionis expressly
and unconditionally reserved.

The contenpl ated restructuring did not occur before Decenber 1

! One event of default had to do with m ssed i nterest paynents
to third-party bondholders (i.e., not to the Banks). The second
event of default was Southland s having $75 mllion in revol ving
| oans when t he anended Credit Agreenent pernmitted only $50 m |l i on.
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Southland failed to restructure its bond indebtedness
wth solicitations for tender of debt securities approved by the
SEC. The final solicitation becane Southland s disclosure
statenent when it filed a voluntary Chapter 11 petition and a Pl an
of Reorgani zati on on Cctober 24, 1990. The discl osure statenent
i ndicated that Southland was still working to get the Banks to
agree to cure, waive, or rescind all defaults.

I n Decenber 1990, the Banks, although oversecured, filed
proofs of claimthat did not explicitly refer to the contractual
default interest rate. The anounts of prepetition interest
expressly clainmed, however, were based on the default interest
rate.

The Pl an was confirmed in February 1991, with none of the
Banks (an i npaired class) having voted against it. Section 5.01 of
the confirmed Pl an provided:

On the Confirmation Date, the Credit Agreenent and the C ai ns
arising thereunder or in connection therewith wll be
reinstated in full. ... Al liens, encunbrances, and other
char ges securi ng paynent and perfornance of the Clains ari sing
under or i nconnectionwi ththe Credit Agreenent are unaffected
by the Pl an.

None of the anmendnents to the Credit Agreenent as reinstated made
any reference to interest rates.

Later, in March 1991, Southland filed its objections to
the Banks’ clains. The Banks responded by specifying that their
clains included interest at the default rate. The bankruptcy court
conducted a hearing on the objection and response in Cctober 1991,

based on partially stipulated facts and an uncontroverted



affidavit. The bankruptcy court overrul ed Sout hl and’ s objection,
awarding the Banks interest at the default rate for both the
prepetition and rel evant postpetition periods. Southland and the
O ficial Bondholders Committee tinely appealed to the district
court, which affirnmed the bankruptcy court’s award of default
i nterest.

On appeal, Southland raises three issues: (1) that the
Banks di d not adequately demand the default interest; (2) that the
Plan’s “reinstatenent” of the Credit Agreenent returned Southl and
and the Banks to their pre-default state; and (3) that the |ower
courts erred in balancing the equities to determ ne whet her default
i nterest was appropriate.

1.
The proper standard of review is the usual one: clearly

erroneous as to findings of fact. See Oix Credit Alliance, Inc.

v. Harvey (In re Lanmar Haddox Contractor, Inc.), 40 F.3d 118, 120

(5th Gr. 1994). No change is effected by the presence of a wholly

docunentary record. See Anderson v. City of Bessener CGty, 470

U S. 564, 574, 105 S. C. 1504, 1511-12 (1985). A finding of fact
prem sed on an i nproper | egal standard “l oses the i nsul ation of the
clearly erroneous rule,” and conclusions of law are “subject to

pl enary review.” Faden v. Insurance Co. of NN Am (In re Faden),

96 F.3d 792, 795 (5th Cr. 1996) (internal quotations omtted). A

bal ancing of equities is reviewed for abuse of discretion. See



Mendoza v. Tenple-lInland Mortgage Corp. (In re Mendoza), 111 F. 3d

1264, 1270 (5th Gr. 1997).
L1l

Sout hl and argues that neither the Banks’ July 19 Letter
nor their proofs of claim were adequate to trigger the Banks’
contractual right to default interest.

Whet her the Letter fulfilled the terns of the Credit
Agreenment is a question of New York contract |aw Sout hl and
focuses on the language in the Credit Agreenent saying that the

default interest is “payabl e upon demand.” It contrasts this with

the July 19 Letter, which explicitly said that “[n]o demand for
paynment of the additional interest ... is being nade ... at this
time.”

Sout hl and’ s readi ng of the Credit Agreenent negl ects the
first part of the provision at issue. The Agreenent says that the

hi gher interest rate is “effective upon notice ... at any tine

after the occurrence of an Event of Default.” The “upon denmand”
| anguage applies to when the default interest is payable, not when
t he bal ance begins bearing it. This dichotony was precisely what
the July 19 Letter contenplated. It began by “notify[ing]”
Sout hl and that the default rate was “effective due to an occurrence
of an Event of Default,” but then said “[n]o demand for paynent

is being nade ... at this tinme.” The further conditional waiver of
the default interest (if restructuring occurred by Decenber 1) did

not affect the underlying notification. Nor did the condition in



the wai ver conme to pass. The July 19 Letter was sufficient to nmake
the default interest rate effective.

After Sout hland’ s bankruptcy petition intervened and the
Decenber 1 deadli ne passed, the Banks did not nmake a fornmal dermand
for the default interest, but Southland should not be able to use
bankruptcy’s automatic stay to argue that the Banks failed to
conplete the steps to demand their increased interest. See In re

Texaco Inc., 73 B.R 960, 968 (Bankr. S.D.N. Y. 1987). Nor may

Southland claim that the Decenber 1 restructuring deadline was
sonehow ext ended post - bankruptcy.

Gven the prior notification that the higher interest
rate was in effect and the failure of Southland to neet the
conditioninthe July 19 Letter’s waiver, the proofs of claimfiled
on behalf of the banks -- although the banks were oversecured and
proofs of claimwere strictly speaki ng unnecessary? -- sufficiently
i ncl uded by their conputation the prepetition anount of interest at

t he higher rate.?

2 See Simons v. Savell (In re Simons), 765 F.2d 547, 551
(5th Cr. 1985); see also Fed. R Bankr. P. 3002, Advisory
Conmittee Note.

3 Southland’ s argunent that the Banks' receipt of adequate
protection paynents at the non-default contract rate of interest
sonehow waived their right to assert a higher rate as part of a
confirmed plan is neritless. Adequate protection paynents are
different from 8 506(b) interest on oversecured clains. See
generally Financial Sec. Assurance v. T-H New Oleans Ltd.
Partnership (Inre T-H New Ol eans Ltd. Partnership), 116 F. 3d 790
(5th Gr. 1997).




| V.

Sout hland argues that, even if the Banks properly
triggered the default interest, the Plan’s reinstatenent of the
Credit Agreenent nooted default interest by restoring the parties
to their pre-default state. The bankruptcy court disagreed. It
read “reinstate[nent]” according to its dictionary neani ng and t ook
account of the prepackaged plan that served as the foundation for
t he Reorgani zation Plan.* The bankruptcy court determ ned that the
Debtor’'s intent in the Plan was “to |eave the Banks’ clains
unaltered, to wit: to treat the Banks’ clains as if bankruptcy had
not been filed” -- not as if the default had never occurred. The
bankruptcy court’s interpretation of the Plan was correct as a
matter of |aw.

Most of the cases cited by Southland deal with a Code
provision that is inapplicable here. For a class to be considered
uni npai red, and hence unable to vote on a reorgani zation plan,
8§ 1124(2) requires both the “cure” of any prepetition default and
the “reinstate[nment]” of maturity to pre-default status. Several
cases have interpreted this provision to deny default interest

rates to uninpaired creditors. See Florida Partners Corp. V.

Sout heast Co. (In re Southeast Co.), 868 F.2d 335 (9th Cr. 1989);

4 In the disclosure statenment from the failed exchange
restructuring that preceded bankruptcy, Sout hl and acknow edged t hat

it still needed to reach an agreenent with the Banks for waiver of
defaults. Southland correctly points out that this | anguage about
still needing wai vers was not in the Plan. That om ssion does not,

however, |end support to any affirmative inference that the Plan
contenplated a “cure” of defaults.
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G eat Western Bank & Trust v. Entz-Wiite Lunber & Supply, Inc. (In

re Entz-Wite Lunber & Supply, Inc.), 850 F.2d 1338 (9th Cr.

1988); Levy v. Forest Hills Assocs. (In re Forest Hills Assocs.),

40 B. R 410 (Bankr. S.D.N. Y. 1984). Because the Banks’ clains were
i npaired, 8 1124 does not apply. Neverthel ess, Southland argues
that the concept of “cure” is fungible throughout the Code, and a
plan may cure or waive any default under § 1123(a)(5)(Q. See D

Pierro v. Taddeo (In re Taddeo), 685 F.2d 24, 29 (2d Gr. 1982).

This is true as far as it goes, but Southland has not

denonstrated that all reinstatenents in cases under the Code are

acconpani ed by cures (as they nust be to have an uninpaired cl ass
under § 1124). Some poorly-reasoned cases have denied default

interest to creditors by extending the Entz-Wite reasoni ng beyond

§ 1124 cures.® One factually simlar bankruptcy court decision
cited by Southland fails to support the renmedy Sout hl and advocat es
-- denial of any default-rate interest. Instead, the court found
a sufficient “cure” to balance the equities against the higher
postpetition default interest rate only when the debtor had al ready

paid “all prepetition interest and charges at the default rate.”

In re Johnson, 184 B.R 570, 574 (Bankr. D. Mnn. 1995) (enphasis

> One of these cases plainly msreads Entz-Wite's ultinate
holding. See G tybank v. Udhus (In re Udhus), 218 B.R 513, 514
(B.A.P. 9th Cr. 1998) (interpreting 8 1123 of the Code rather than
8§ 1124). A second case, Casa Blanca Project lLenders v. City
Commerce Bank (In re Casa Blanca Project Lenders), 196 B.R 140,
146 (B.A. P. 9th Cr. 1996), appears to apply “cure” to a sale of
assets under 8 363 of the Code where there is no statutory
reference to that term




added). Unlike Johnson, however, we see no reason to di scuss, much

| ess apply, Entz-Wite where the raison d étre of the Ninth Grcuit

deci sion, an issue of inpairment under 8 1124, does not exist.®

In this case, as the bankruptcy court correctly found,
Southland’s Plan |anguage was not intended to be a cure of
defaults. The intent to effect a “cure” could not be inferred from
8§ 1124 because the Banks were not an uninpaired class. Southland
attenpts to invoke a § 1124 mantra of “cure and rei nstatenent,” but
the Plan nerely “reinstated in full” the Credit Agreenent. No part
of the Code conpels the inference of cure. The bankruptcy court’s
readi ng of the Plan’s | anguage was not erroneous. It is entirely
sensibletointerpret “reinstate[nent]” as returning the partiesto
their pre-bankruptcy status, rather than their pre-default status.

V.

Finally, Southland argues that the bankruptcy court
clearly erred in finding that the balance of the equities allowed
default interest for the postpetition period.

Section 506(b) of the Bankruptcy Code provides: “[t]o the
extent that an allowed secured claimis secured by property the

val ue of which ... is greater than the anount of such claim there

6 Apart from the doubtfulness of adopting Entz-Wite or
extending its reasoning in this circuit, we note that Congress, in
bankrupt cy anmendnents enacted in 1994, arguably rejected the Entz-
White denial of contractual default interest rates. See Gant T.
Stein and Ral ph S. Weatly, The I npact of Cure and Rei nstatenent on
Default Interest, Aner. Bankr. Inst. J., Jul.-Aug. 1997, at 1. The
1994 anendments (adding 8 365(b)(2)(D), adding § 1123(d), and
deleting § 1124(3)), however, are inapplicable to this case because
Southland’s petition was filed in 1990.
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shall be allowed to the holder of such claim interest on such
claim...” There is no dispute in this case that the Banks were
oversecured and entitled to postpetition interest. But Suprene
Court precedent on 8 506(b) “does not address the issue of what

rate of interest is applied.” Bradford v. Crozier (In re Laynon),

958 F.2d 72, 74 (5th Gr. 1992). |In Laynon, this court held that
“when an oversecured creditor’s claimarises froma contract, the
contract provides the rate of post-petition interest.” 1d. at 75.
To reach this result, Laynon | ooked to pre-Code | aw, which “took a
fl exi ble approach” and disallowed a higher default rate if it

woul d produce an inequitable or unconscionable result.’” | d.

(quoting Inre WS. Sheppley & Co., 62 B.R 271, 277 (Bankr. N.D.

| owa 1986) (i nternal quotation omtted)). Laynon remanded for the
| ower court to determ ne whether a default rate or pre-default rate
shoul d apply “by exam ning the equities involved in this bankruptcy
proceeding.” 1d.

Even t hough the bankruptcy court issued its opinion siXx
mont hs before Laynon, it did analyze the equities to determne
whet her the Banks should receive default interest. Sout hl and
presents three challenges to the bankruptcy court’s bal anci ng of
the equities: the bankruptcy court inproperly placed the burden of
proving inequity on Southland; the bankruptcy court did not
consi der the appropriate factors in balancing the equities; and the
equities favored applying the lower pre-default interest rate to

t he Banks’ cl ai ns.
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A
The bankruptcy court concluded its opinion by finding
that “the Debtor has failed to neet the burden of proof necessary
to rebut the Banks’ prinma facie case.” This was probably an
artifact of the procedural context of the bankruptcy court’s
deci sion, since the Banks’ proofs of claimwere prima facie valid
until Sout hland produced evidence of equal probative force

defeating the proof of claim See Simons v. Savell (In re

Simmons), 765 F.2d 547, 552 (5th CGr. 1985).

Nevert hel ess, in the context of determ ni ng what i nterest
rate to apply, another presunption did properly operate against
Sout hl and. The cases find that a default interest rate is
generally allowed, wunless “the higher rate would produce an

inequitable ... result.” Laynon, 958 F.2d at 75 (quoting Sheppl ey,

62 B.R at 277). See also In re Terry Ltd. Partnership, 27 F.3d

241, 243 (7th Cr. 1994) (“What energes from the post-Ron Pair
decisions is a presunption in favor of the [default] contract rate
subject to rebuttal based upon equitable considerations.”).
B

Sout hl and argues that the bankruptcy court failed to
consider the appropriate equitable factors because it ruled
“IwWithout the benefit of the subsequently released Laynon
deci sion.” In articulating the need to examne the equities,

Laynon quoted Sheppley and parenthetically noted Sheppley’s

di scussion of six other cases. Southland inplies that the
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bankruptcy court inproperly failed to consider the five equitable
factors identified in Sheppley.

Apart from the fact that the bankruptcy court cited
Sheppl ey and nenti oned sone of its factors, Southland s suggestion
that a balancing of the equities requires resort to a particular
list of factors is by definition flawed. The very purpose of
equity is to exalt the individual circunstances of a case over
law s hard and fast rules. Thus, Laynon referred to “the equities
involved in this bankruptcy proceeding.” 958 F.2d at 75 (enphasis
added). Sheppley itself stressed “flexibility” and articulated its
list of “pertinent factors” after “[r]eviewing the record in the
present case.” 62 B.R at 278. Even courts that enunerate the
Sheppl ey factors do not decide their cases exclusively upon them

See, e.q., Fischer Enters., Inc. v. Gerema (Iln re Kalian), 178

B.R 308, 316 n.19 (Bankr. D.RI. 1995); In re Consolidated

Properties Ltd. Partnership, 152 B.R 452, 457-58 (Bankr. D. M.

1993).
C.
W find that the bankruptcy court did not abuse its
discretion in balancing the equities. |In addition to sone of the

factors we highlight below the bankruptcy court observed that
ot her cl asses besi des t he Banks were “unscat hed” by t he bankruptcy,
that the Banks did not “anmbush” Southland wth their clains for
default interest, and that Southland failed to disclose its

prepetition restructuring fees to those voting on the Pl an.
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Al t hough there is no set |ist of equitable factors to
consider, we also note that several factors articul ated by other
courts mlitate against a finding of inequity here. The 2% spread
bet ween default and pre-default interest ratesis relatively small

See Terry Ltd. Partnership, 27 F.3d at 244 (3% spread not

unreasonable); In re Ace-Texas, Inc., 217 B.R 719, 724 (Bankr. D
Del. 1998) (2% spread reasonabl e and appropri ate gi ven ot her cases
allowing 3 and 4.3%. The four-nmonth confirmation of the Plan
shows that, unlike in Sheppley, the Banks were not obstructing the

process.’ See Ace-Texas, 217 B.R at 726 (ten-nonth confirnmation).

W find it especially significant -- as did the bankruptcy court --
that no junior creditors will be harned if the Banks are awarded
default interest. See id. at 725.

That the Banks received restructuring fees before
bankruptcy does not nean that they should be deprived of their
addi tional, bargained-for default interest, which conpensates them

for the unforeseeable <costs of default. See Terry Ltd.

Part nership, 27 F.3d at 244. Li kewi se, as the bankruptcy court

noted, it is not inequitable to ask that old and new equity hol ders
wait for the secured creditors to be paid off, especially in |ight

of the original disclosure statenent.

" Southland’s claiminits reply brief that the Banks were al
the while schemng to assert their claimto default interest only
after confirmation is not believable.
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VI,

Because the Banks triggered the default interest under
the contract, the plan did not “cure” defaults, and default
interest at the contract rate was not inequitable, the decisionto
award the Banks interest at the default rate both pre- and post-
petition is AFFI RVED.

AFFI RMVED.
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