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INTRODUCTION

Provisions governing the repayment of debt pridtdscheduled maturity are a
fixture of commercial loan agreements. Some o$éhprovisions—referred to as
"no calls"—simply prohibit such prepayment. Otpeovisions permit prepayment,
but require the borrower to pay a "prepayment f€epayment fees themselves

Y The authors are a partner and an associate rashecit the law firm of Wachtell, Lipton, Rosen &
Katz. The views expressed are the authors' andotimecessarily represent the views of the firm. The
authors thank Harold S. Novikoff, Adam J. LevitimdaLaura A. Mclintosh for their insightful comments.
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take various forms: While some are based on "yme&intenance" formulas that
estimate the damages to lenders resulting fromagrapnt, others are fixed at a
percent of the amount being prepaid.

The purpose of prepayment clauses is to determm@arties' respective rights
in the event that prepayment becomes economicdilgient for a borrower.
Absent any limitation on prepayment, a rationalrbaer will repay its debt as soon
as the benefits of refinancing exceed the tranmaatdsts of procuring a new loan.
Such a borrower, therefore, will generally repayixed-rate loan when market
interest rates decline, and will repay any loanedi or floating rate) when its
creditworthiness improves relative to the markBrepayment clauses change the
borrower's incentives. Faced with a flat prohdstion prepayment, a rational
borrower will repay its debt prior to maturity onlf the economic benefits of
prepayment—either in the form of lower borrowingstsoor improved contract
terms—exceed the damages resulting from breadiedbin agreement. Similarly,
when faced with a prepayment fee, the borrower ngjblay its debt only when the
benefits from prepayment are greater than the féeepayment clauses, in sum,
allow a lender to negotiate for yield protectiondaa borrower to negotiate for
freedom of actioA.

This article explores the ramifications of a bores\s bankruptcy filing on the
enforcement and application of prepayment clausébe Bankruptcy Code, in
section 502(b)(2§ disallows claims for unmatured interest, the esgmecy of which
is precisely what prepayment clauses, at leasfanss they approximate damages
resulting from prepayment, are intended to proteét the same time, section
506(b) provides that to the extent a secured aeslitollateral has a higher value
than its claim, the creditor has a valid secureadntiboth for post-petition interest
and for "any reasonable fees, costs, or chargasdaa for under the agreement or
State statute under which such claim ardsMdtwithstanding section 502(b)(2),
therefore, section 506(b) protects an oversecumedlitor's entittement to be
compensated for prepaymentsiich compensation is properly described either as
"Iinterest” or as a reasonable "fee,” "cost,” orafge” provided for in the loan
agreement.

! SeeRiver East Plaza, LLC v. Variable Annuity Life InSo.,No. 06-3856, 2007 WL 2377383, at *3 (7th
Cir. Aug. 22, 2007) (distinguishing no calls fromepayment fees and fixed prepayment fees from yield
maintenance formulas)Dale A. Whitman, Mortgage Prepayment Clauses: An Economic and Legal
Analysis 40 UCLAL. Rev. 851, 869-71 (1993) (offering a detailed "taxonavhprepayment fee clauses").

2 See generallyhitman,supranote 1, at 871-81 (describing prepayment fees"asfam of insurance”
for lenders and analyzing the economic goals aelidwy prepayment clauses); re MarketXT Holdings
Corp., No. 04-12078, 2007 WL 2967233, at *18 (Bar&iD.N.Y. Oct. 12, 2007) (describing prepayment
clause as "a liquidated damages clause desigremiripensate a lender for costs incurred in conneetith
early payment of a long-term loan, resulting frdme possibility that interest rates will be loweremhthe
repaid funds are relent, or that the lender will be able to rely on a stable flow of funds ovemawn
period").

11 U.S.C. § 502(b)(2) (2006). Citations to the fiBaiptcy Code" refer to title 11 of the United 8t
Code.

411 U.S.C. § 506(h).
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These statutory provisions raise as many questsnthey answer. Section
506(b) offers no guidance as to how to assessré@sdnableness” of a contractual
prepayment fee. Likewise, section 502(b)(2) ierdilas to whether prepayment
fees, or damages for breach of a no call, are plyopEwed as unmatured interest.
The Bankruptcy Code also does not address a tHeesjuestion that has proven
significant in recent cases: Does the automatielacation of a debt's maturity as a
result of a bankruptcy filing mean that the repagtreff debt in bankruptcy is not a
"voluntary prepayment,” such that a typical prepaghtlause does not apply?

To lay the groundwork for the article, Part | diegdprepayment clauses into
several categories. Part Il then analyzes thetffeautomatic acceleration (by law
or contract) on prepayment clauses. This issutisisussed early in the analysis
because, to the extent that acceleration is de¢onezhder a particular prepayment
clause inapplicable, there is no need to determimether the clause is enforceable
under section 506(b) or 502(b) of the Bankruptcg€o

Part Il deals with the application of section 8@6¢o prepayment clauses.
First, it summarizes the case law applying sec&66(b) to prepayment fees and
shows that, because such fees are generally traatiquidated damages clauses
and as "charges," they have been enforced in bptdyrif they pass muster under
state liquidated damages law and are "reasonall@érusection 506(b). No call
provisions, in contrast, generally hamet been enforced under section 506(b),
because the damages that arise from their bre&chadr'provided for" in a loan
agreement. Part Ill goes on to analyze the capptying section 506(b) to
prepayment clauses, and concludes that they haveenognized a meaningful
distinction between, on the one hand, (a) clausasdffectively grant a borrower
an option to prepay in exchange for a fixed feg andhe other hand, (b) liquidated
damages clausesge., provisions that actually attempt to approximatemdges.
Part 11l concludes that the amounts fixed by tigeitlated damages clauses, along
with the damages arising from breach of a no ea#l, most reasonably treated as
"interest" for purposes of section 506(b), becatlsse amounts are intended to
approximate the lender's expected yield absenagrapnt. Fixed prepayment fees,
on the other hand, can reasonably be treated awde$" since they bear no
necessary relation to the lenders' lost yield. tiBec506(b), in sum, should be
interpreted to protect claims that arise from yigldintenance formulas, no calls,
andfixed prepayment fees, albeit for different reason

Part IV considers whether unsecured and undersgatneditors can assert
valid claims based on prepayment clauses, notwiticéng (i) section 506(b)'s
exclusive protection of oversecured creditors, édection 502(b)(2)'s general
disallowance of claims for unmatured interest. t Pdrshows that, although some
courts have interpreted section 506(b) as an img&r onunsecured claims for
contractual "fees" or "charges,” most courts hagroied section 506(b) in
evaluating unsecured claims for prepayment feed,have rejected the notion that
such fees are tantamount to unmatured interestt I®Paconcludes that section
506(b) probably should not be interpreted to barétiowance of unsecured claims;
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however, section 502(b)(2) arguably should be prged to preclude claims based
on no calls or true liquidated damages clauses;iwaie fundamentally claims for
lost yield. Finally, Part V discusses the statfip@payment clauses isolvent
cases, and concludes that, in such cases, bankroptcts do not have equitable
discretion to disallow claims that would be valibler state law.

The issues discussed in this article have attrasitpuficant attention in recent
bankruptcy cases, includifdprthwest AirlinesandCalpine In those cases, chapter
11 debtors have taken advantage of favorable bamgpeonditions to repay billions
of dollars of secured debt outside of a plan ofganization. The issues discussed
below, however, are as likely to emerge withinphen context as outside it. Under
section 1129(a)(7)(A)(ii) of the Bankruptcy Codepumonly described as the "best
interests” test, a court cannot confirm a chapterplan unless the plan gives
dissenting members of an impaired class of clainteast what they would receive
"if the debtor were liquidated under chapter 7 floeé Bankruptcy Code]" on the
effective date of the plahA prepayment fee, if enforceable in bankruptcyiastea
debtor, would be payable to secured lenders if diebtor were liquidated.
Consequently, if a debtor proposes to repay thecjpal amount of a lender's debt,
its plan can be confirmed under the "best intetdstst only if the lender's rights
under a prepayment clause are enfofcedfurthermore, under section
1129(b)(2)(A)(ii) of the Bankruptcy Code, when @ass of creditors objects to a
plan, the plan cannot be confirmed unless it ig ‘dad equitable"-e., consistent
with the Code's "absolute priority rule.” Thusthi& proponents of a plan propose to
deprive senior creditors of anforceableprepayment fee, but also distribute value
to junior creditors, that plan too will not be csnfable’ Both inside and outside of
the plan context, therefore, the validity and aggilon of prepayment clauses will
continue to be the source of bankruptcy litigatiespecially in low interest rate
environments.

I. VARIETIES OFPREPAYMENT CLAUSES

The ubiquity of prepayment clauses, as well asctse law questioning their
enforceability by lenders, makes it easy to fotpet they are not necessary under
state law to protect a lender's yield. Under therfect tender in time" rule, a
commercial borrower "has no right to pay off hisligédtion prior to its stated

® 11 U.S.C. § 1129(a)(7)(A)(ii) (2006%ee, e.g.Granada Wines, Inc. v. New England Teamsters and
Trucking Indus. Pension Fund, 748 F.2d 42, 44 Cist 1984) ("Under . . . section [1129(a)(7)(A) thie
Bankruptcy Code], either all creditors must acdéptplan, or each creditor must receive under tae at
least as much as it would receive under a Chaptquidation.").

® For a detailed discussion of the interrelationdfepween prepayment fees and section 1129(a)()(A)(
see Ingrid Michelsen HillingerThe Story of YMPs ("Yield Maintenance Premiums"Bankruptcy 3
DEPAUL Bus. & CoM. L.J. 449, 452-55 (2005).

” Similarly, if the proponents of a plan proposeptly senior creditors amenforceableprepayment fee,
junior stakeholders may object to confirmation be basis that the plan distributes value to sesrditors
that belongs to thenCf. In re Granite Broad. Corp, 369 B.R. 120 (Bankr. S.D.N2007) (resolving
objection by preferred equityholders to plan tiatheir view, overcompensated senior creditors).
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maturity date in the absence of a prepayment cl4u§kat common law rule was
adopted by an American state court as early as,1886 was universally accepted
a century latet? Although the rule is no longer inviolate (it hasen
rejected in several statésind roundly criticized by scholdfy it remains the law
of New York and many other jurisdiction.

The default rule that a loan may not be prepaidtésva separate question:
whether lenders can refuse prepayment or, altegigfihave to sue for damages in
the event they are prepaid. This question toodhaded state courts. Some cases,
including the earliest cases to embrace the petdecker in time rule, either assume
or hold that prepayment absent consent is not gudireach but, rather, an
impossibility!* Other cases effectively treat prepayment as achréfaat can be
remedied by paying the lender whatever interestldvdae payable through the
original maturity of the loart

A. No Calls

Against this common law backdrop, it is appareat t contractual prohibition
on prepayment+e., a "no call"—does no more than memorialize thee raof

8 Arthur v. Burkich, 520 N.Y.S.2d 638, 639 (N.Y. Agpiv. 1987).

® Abbe v. Goodwin, 7 Conn. 377 (1829), has beentifieth as the first American case to embrace the
perfect tender in time rul&ee, e.g.Rebecca C. Diet&ilence is Not Always Golden: Mortgage Prepayment
in the Commercial Loan Contex@2 WNIv. OFBALT. L. REv. 297, 307 (1993).

% For a thorough history of the perfect tenderiingtirule, see Frank S. Alexandkiprtgage Prepayment:
The Trial of Common Sens& GRNELL L. Rev. 288, 308-09 (1987).

1 E.g, Hatcher v. Rose, 407 S.E.2d 172, 177 (N.C. 199&pdding fromBurkich, North Carolina
statutes recognize prepayment right); Mahoney vcheg, 468 A.2d 458 (Pa. 1983) (holding that default
rule restricting prepayment would be unlawful rastt on alienation); Skyles v. Burge, 789 S.W.2&,11
119 (Mo. Ct. App. 1990) (indicating that Missouritstas reject perfect tender in time rule). The mitgo
approach, under which prepayment by a borrowerasuypned to be permissible, has sometimes beemnl calle
the "civil law rule." See George A. Nation, lll,Prepayment Fees In Commercial Promissory Notes:
Apg)licability to Payments Made Because of Accelema?2 TENN. L. REv. 613, 619 n.27 (2005).

2 For example, Frank S. Alexander argues that the lacks any foundation in English common law,
Alexander,supranote 10, at 298-308, and that the economic juatibos for the rule, including the need
for predictable returns on investment, have beed tis grant lenders more than the benefit of thaigain
(for example, in cases in which interest rates hdsen).Id. at 310-18. Dale A. Whitman agrees with
Alexander that "[w]ithout doubt the standard rulegbt to be reversed," because a lender can easiljiat
or limit prepayment to the extent desirable. Whitnsupranote 1, at 858-59.

¥ See, e.gFriends Realty Assocs., LLC v. Wells Fargo BankAR., 836 N.Y.S.2d 565, 565 (N.Y. App.
Div. 2007); Nw. Mutual Life Ins. Co. v. Uniondale Realty Assqd316 N.Y.S.2d 831, 835 (N.Y. Sup. Ct.
2006) (citingArthur v. Burkichwith approval);see also, e.g.LaSalle Bank v. Mobile Hotel Properties,
LLC, 367 F. Supp. 2d 1022 (E.D. La. 2004) (Alabamdartino v. Schloss, 2005 Conn. Super. LEXIS
1467, at *7 (June 1, 2005) (Connecticut); TrilorOantroller of the State of New York, 788 A.2d 1461
53 (D.C. 2001) (District of Columbia); DiMarco v. 8h 796 N.E.2d 572, 575-76 (Ohio Ct. App. 2003).

14 SeeAlexander, supra note 10, at 313 & n.136 (citing cases, includitigbe v. Goodwinholding
creditors are not obliged to accept prepayment ésstompanied by interest owing through origidate).

®See idat 313 & nn.134, 135 (citing cases in which cetmve allowed prepayment along with payment
of unaccrued interest). Alexander notes that, lmpireng borrowers to paxll interest that would accrue
through a scheduled maturity date, some courts bessgted creditors far more than their anticipatiedd,
which could be protected at least in part throwghwestmentld. at 313 & n.133.
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perfect tender in time. Like that default rulenp@ call makes prepayment into a
breach, but it does not liquidate the damages @digto such a breach.

In a widely cited series of decisions, federal t®um the Southern District of
New York have explained that damages for breach ab call are equal to the
present value of "the difference between (a) ther@st income [the lender] would
have earned had the contract been performed, anithgbinterest income [the
lender] would be deemed to have earned by timetigating its damages+e., by
making an investment with similar characteristictha time of the breacH?'If this
damages model is properly applied, such that eola@r making a prepayment has
to put lenders in the same position as if the l@are repaid on its original
schedule, a lender should not be materially harlnegdrepayment. In connection
with a floating-rate loan, since the borrower wdlfeady capture the benefit of
declining interest rates under the terms of its1lagreement, the borrower has no
reason to breach a no call simply because intewses decline. And if the
borrower's creditworthiness improves, such thaait either obtain lower interest
rates (beyond any market decline) or better nom@tic loan terms, the borrower
is obligated to compensate the lender for lostyigle., the difference between the
parties' bargained-for interest and the intereatlavle to lenders in the market for a
loan with similar terms.

In a fixed-rate scenario, lenders are likewise guta#d by a no call. If the
borrower seeks to refinance as a result of a dedhinmarket interest rates, the
amounts saved by refinancing will closely correltitéhe lenders' damages; thus,
the borrower does not benefit from refinancing lsoleecause interest rates have
declined’ As with floating-rate loans, the borrower may Hérfeom refinancing if
its creditworthiness improves for unique reasorsgabise in that situation the
interest-rate savingsr non-economic benefits (such as looser covenaessjitng
from refinancing will surpass the damages owedetalérs. In all circumstances,
however, lenders are protected by a no call—asgyun@md these are major

% Teachers Ins. & Annuity Ass'n of Am. v. Coaxial fmuns. of Cent. Ohio, 799 F. Supp. 16, 19
(S.D.N.Y. 1992); Teachers Ins. & Annuity Assoc. @rmesa Geothermal, 791 F. Supp. 401, 415-17
(S.D.N.Y. 1991);accord Teachers Ins. & Annuity Ass'n. v. Butler, 626 F.ppul1229, 1236 (S.D.N.Y.
1986) (using same measure of damages where ligdiddamages clause in loan commitment letter
provided, in event of breach by borrower, lendeosid be awarded "all provable damages, includisg fuf
bargain, sustained by [them] as a result of sudault®). Bankruptcy courts seeking to quantify thetual
damages to lenders resulting from prepayment hseé the same formula as fheacherscourts.E.g., In re
Outdoor Sports Headquarters, Inc., 161 B.R. 414, @ankr. S.D. Ohio 1993) ("[A]ctual damages are
measured by the difference between: 1) the makket of interest on the prepayment date, and 2) the
contract rate, for the remaining term of the lodwen discounted to arrive at present valuatford In re
Imperial Coronado Partners, Ltd., 96 B.R. 997, 1®A.P. 9th Cir. 1989)In re Duralite Truck Body &
Container Corp., 153 B.R. 708, 714 (Bankr. D. M@93);In re A.J. Lane & Co., 113 B.R. 821, 829 (Bankr.
D. Mass. 1990).

7 Whitman, supra note 1, at 865 ("[Iln most cases the borrower witperienceno direct economic
advantage from prepayment under a legal rule tequires payment of full damages. In general, the
borrower may refinance at a lower rate of inteegst save considerable money over time, but the gesna
that must be paid to the old lender as the pricthefprepayment will precisely equal the presehievaf
those savings.").
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assumptions) that damages for breach are accuratalgulated and fully
compensatory.

Where parties agree to a no call, therefore, theobr is likely to prepay its
debt only if, for idiosyncratic reasons, the lergielamages from prepayment will
be lower than the borrower's savings from refinaggor their economic equivalent
in the form of improved contract terms). In th@seumstances, the borrower will
either breach its contract and pay the resultingmadges or, in order to avoid
litigation, pay the lenders a share of the savilgsages spread in exchange for a
waiver of the no call.

B. Prepayment Fees

While a no call memorializes the common law defaulé that prepayment is
not permitted absent lender consent, a prepayneeneffectively opts out of that
default rule, as ipermitsprepayment as long as a fee is paid. Prepayraeattéke
two primary forms: fixed fees and so-called yieldimenance formulas.

1. Fixed Prepayment Fees

A fixed prepayment fee permits a borrower to repgylebt prior to maturity in
exchange for a fixed sum. The fee can be calaliatseveral ways. It can require
payment of a specific dollar amount or, more tylycaa percentage of the
outstanding principal loan balance. If prepaymsnallowed upon payment of a
percentage of the loan balance, that percent ¢hardi) stay the same throughout
the term of the loan or (ii) decline or disappesutize loan gets closer to maturity.
A fixed prepayment fee can also be combined witioacall: for example, a loan
with a fifteen-year term can be non-callable farfitst ten years and then callable
at 2% of the prepaid amount for the remainder efitlan's term.

A fixed prepayment fee is beneficial to borroweesduse, unlike a no call or a
formula that seeks to approximate actual damagesoine manner, a reasonable
fixed fee has an upper limit. Thus, once a borrsvprojected savings from
prepayment exceed the fixed fee, the borrower alamures all those savings
(minus transaction costs). The downside of a fipegbayment fee for borrowers is
that, if the lenders' actual damages from prepaynaee below the fixed fee,
payment in full of those damages will not sufficeallow prepayment. As a result,
even if the borrower's expected savings from refingg are greater than the
lenders' lost yield-e.g, because the borrower's creditworthiness has vejlrdor
idiosyncratic reasons—the borrower will still beteteed from refinancing, unless
those expected savings are also greater thanxex fiee’®

18 If the borrower's expected savings ant greater than the fixed fee, but are greater thanlender's
damages from prepayment, the lender may still ggpnepayment, but only in exchange for a sharénef t
difference between its expected damages and thevber's expected savingSeeWhitman,supranote 1, at
876-78. As applied to prepayment fees, the Coaserém suggests that, where a fixed fee will exdéeed
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2. Yield Maintenance Formulas

The other major category of prepayment fees is omeg of fees based on so-
called yield maintenance formulas ("YMFs"). YMEslike fixed prepayment fees,
are intended to estimate the actual damages told@hder resulting from
prepayment.

YMFs, which are sometimes described as "makewholemne in various
forms. One type of YMF is in substance indistirgipgible from a no call. It would
provide, for example, that the lender's makewhaleequal to "the difference
between (a) the interest income [the lender] wchddte earned had the contract
been performed, and (b) the interest income [thedg would be deemed to have
earned by timely mitigating its damagé®.!f enforced, such a YMF would
effectively ensure that a court does not enjoirpgyenent and applies the standard
formula for determining expectation damages. Qtis®, it is functionally no
different from a no call.

Another type of YMF simplifies the calculation aftaal damages by fixing the
lender's reinvestment ragx ante In some cases, loan parties have fixed the
reinvestment rate at the rate of interest thatatbel obtained through investment in
a U.S. Treasury note of a maturity similar to tbthe relevant loaf® Because the
interest rates on commercial loans are invariabijndr than treasury rates, the
effect of using a treasury rate as a referencéas damages will be payable to
lenders under such a formula even when interess rah similar loans have not
changed or have even gone up. As a result, whendar is able to reinvest absent
material transaction costs, use of a treasuryasi@ reference overcompensates the
lender for lost yield. An alternative approach,iethreduces the risk of such
overcompensation, is to use a refereatteer than treasuries—such as (i) average
interest rates on loans with the same credit raffilga lender's internal index for
loans within the same industry, or (iii) a fixedaspd above treasuries. In practice,
such YMFs are relatively rare, whereas YMFs that astreasury reference are
common?

borrower's expected savings by x and the lendettmbdamages by x+y, the parties will negotiateplit y
so that the prepayment can go forward, at least world without transaction costil. The alternative,
which is less beneficial to each party, is thaprepayment takes place.

® This is the formula used in one of theachergases to determine the damages resulting from ibiaac
a no call.See799 F. Supp. at 19.

2 E g, River East Plaza, LLC v. Variable Annuity LifeslnCo.,No. 06-3856, 2007 WL 2377383, at *1
(7th Cir. Aug. 22, 2007)n re Skyler Ridge, 80 B.R. 500, 502 (Bankr. C.D. CaB7p

2 Commentators have disagreed as to whether itaistipable to use a reference other than treastaries
determine a lender's projected reinvestment ratmeScommentators have suggested that treasuryanates
properly used, at least in the mortgage contextcdhse there exists no standard commercial mortgage
rate, given the uniqueness of each commercial bah the inherent difficulty (if not impossibility)f
identifying an identical or similar loan." Richafl CasherPrepayment Premiums: Hidden Lake is a
Hidden Gem 19 AM. BANKR. INST. J., Nov. 2000, at 32SeeDebra P. StarkPrepayment Charges in
Jeopardy: The Unhappy and Uncertain Legacy of ISkgler Ridge24 REAL PROP, PROB. & TRAN. J. 191,
196 (1989) (noting that there is no "standard" indecommercial mortgage loan rates and that it i@y
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YMFs are usually used in fixed-rate loan agreeméstzause, as long as they
are notundecompensatory, they perfectly protect a lender feodecline in market
rates—the critical risk posed to fixed-rate lendeFsxed prepayment fees, on the
other hand, would leave a fixed-rate lender vulblerdao any decline in interest
rates that exceeds the amount of the fee.

In contrast to YMFs, fixed prepayment fees are lgussed in floating-rate
loan agreements. Since a borrower under a floatiteyfacility derives no benefit
from prepaymenexceptwhen prepayment is efficient regardless of charges
market rates, a fee tied to market rates genevéllynot deter prepayment under
such a facility. A fixed prepayment fee, on thhasthandwill deter prepayment
under a floating-rate facility as long the borro\werojected savings are below the
amount of the fee. A fixed prepayment fee alsaigssthat the lender will receive
some compensation for taking the risks associatddreinvestment?

[I. PREPAYMENT CLAUSES ANDACCELERATION

Section 101(5)(A) of the Bankruptcy Code define&klaim" as any right to
payment. Section 502(b)(1) states that a courll'stlow" a claim except to the
extent that "(1) such claim is unenforceable addims debtor and property of the
debtor, under any agreement or applicable law f@ason other than because such
claim is contingent or unmatured; [or] (2) suchirdlds for unmatured interest."
Under the Bankruptcy Code, therefore, a claim fi@principal amount of a loan is
allowed against a debtor even if that amount isyebtdue and owing.

"impossible" for a lender to find a loan with siamilcharacteristics). Other commentators have izetit
these arguments; according to Whitman, a "reasermabhsure" of damages can be derived simply bygusin
a lender's internal index for all commercial moggdoans SeeWhitman,supranote 1, at 898-9%ccord
Edythe L. BronstonThe Enforceability of Prepayment Premiums in Baptey Courf 18 GaL. BANKR. J.

54, 58 (1990) (suggesting prepayment fee formulemilgl "subtract the lender's present offered rate o
similar loans from the contractual rate on the pir@foan, multiply that by the principal balancetbe loan,
and provide a premium equal to the present disealwvellue of that payment stream™); David S. KupEte
Bankruptcy Code Is Part Of Every Contract: Minimgithe Impact of Chapter 11 on the Non-Debtor's
Bargain, 54 Bus. LAw. 55, 81 & n.110 (1998) (agreeing with Bronstoggpraach). In the commercial loan
context, where objective measures such as agetingganay be available, the argument for a proxent
than treasury rates has additional force.

2 This article does not deal with defeasance promisi-.e., provisions in a loan agreement that permit
borrowers to retire debt prior to its scheduledurist, but only if they purchase Treasury obligagdor the
lenders' benefit that match the projected cash fféwemaining principal and interest payments urttier
loan agreement. For an overview and analysis ofi suovisions, see George Lefcodeld Maintenance
and Defeasance: Two Distinct Paths to Commercialtlydge Prepaymenf8 ReEAL EST. L.J. 202 (Winter
2000). Defeasance provisions are favorable to lsntecause they protect a lender's expected income
stream without requiring reinvestment in a loanhwat meaningful default riskd. at 207. They are less
favorable to borrowers because, even when a lendafd suffer no damages from prepayment (because
reinvestment will produce the same yield as thgial instrument), the borrower still has the olatign to
purchase Treasuries for the lenders' benlgfitat 203—-04. In bankruptcy, defeasance provisi@w lbeen
held to be inapplicable because, among other thinga agreements typically provide that such wiovis
are inoperative in default situatiorSeeln re Calpine Corp., 365 B.R. 392, 399 (Bankr. S.D.N.90?2);
accord In re Solutia Inc., No. 03-17949, 2007 WL 3376900, af *(Bankr. S.D.N.Y. Nov. 9, 2007)
(embracingCalpinés reasoning).
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Based on section 502(b)(1), courts have concludadhtankruptcy "operates as
the acceleration of the principal amount of allirols against the debtof>*Many
loan agreements compel the same result, as theyidprdahat the borrower's
bankruptcy filing is an event of default upon whidhe loans accelerate
automatically without further action by the lendefEhe question that has arisen in
various bankruptcy cases, and which is discussed, he whether contractual
provisions governing the voluntary prepayment ateraption of debt have any
further application once a loan's maturities haaeekerated automatically, such that
repayment is not necessarily "voluntary" and argjuatay not be agrepayment”
at all. If such provisions are no longer operativéankruptcy, their enforceability
under sections 502(b) and 506(b) of the Bankru@togte is academic.

At the outset, it is crucial to emphasize that amg under which acceleration
precludes enforcement of a prepayment clause isor@ than a default rule. If
parties to a loan agreement expressly agree tpat@ayment fee will be payable
upon or after acceleration, that agreement willrégpected by courts inside and
outside of bankruptc$’. To a large extent, therefore, a lender contrelgiéstiny. If
a lender and borrower agree to include a provigiotheir loan documents under
which a prepayment fee is payable as long as @r@doriginal maturity dates have
not passed, any possible tension between the ft@eoeleration evaporates. The
lender is then assured that it will be compens&bedorepayment (to the extent
permitted by bankruptcy law) if the borrower files.

This discussion, therefore, is necessarily limie@ subset of cases., those
in which a loan agreement does not address theteffie acceleration on the
agreement's prepayment clause.

% E.g, In re Tonyan Constr. Co., 28 B.R. 714, 727 (Bankr. NID.1983) (citing legislative history of
section 502(b))accordIn re Manville Forest Prods. Corp., 43 B.R. 293, 297 (BaSkD.N.Y. 1984) (citing
numerous casesjff'd in part, rev'd in part on other grounds0 B.R. 403 (S.D.N.Y. 1986).

24 See In reCP Holdings, Inc.206 Fed. Appx. 629, 630 (8th Cir. 2006) (enforcimgpayment fee
triggered by acceleration)n re AE Hotel Venture, 321 B.R. 209, 218 (Bankr. N.D. 2005) ("Parties to
loan agreements may . . . agree that prepaymentiyores are due even after acceleratiorit)re Hidden
Lake Ltd. P'ship, 247 B.R. 722, 728-30 (Bankr. SOhio 2000) (enforcing prepayment fee triggered by
acceleration)tn re Fin. Ctr. Assocs., 140 B.R. 829, 834-35 (Bankr..B.¥. 1992) (rejecting argument that
acceleration waived prepayment charge where agrggmnavided for charge even after acceleratitmye
Schaumburg Hotel Owner Lté'ship, 97 B.R. 943, 953 (Bankr. N.D. Ill. 1989¢thring prepayment fee
enforceable upon acceleration where creditor baeghfor clause allowing both acceleration and ctiba
of prepayment fee upon defaulg§ee alsoRandall D. Crocker & Anne F.B. Weissmuell&repayment
Provisions in Bankruptcy: Premiums or Penaltie®™. BANKR. INST. J., Feb. 2007, at 26 (noting trend in
favor of enforcing prepayment provisions upon ameglon where parties' agreement provides for
prepayment fee in that circumstance); Natismpranote 11, at 641 (arguing prepayment fees should be
enforced upon acceleration if parties' agreemepraades) ("[T]he lender and the borrower havesagrto
allocate the lender's risk from early payment..caused by any events that are defined as evédefault,
including those that may be beyond the borrower'grol.").
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A. Purposeful Acceleration

The first scenario in which the relationship betweacceleration and
prepayment has been tested, both inside and owbiolenkruptcy, is that in which
a lenderelectsto accelerate a debt in response to a defaultsubih situations,
courts have generally held that the lender forfaitg contractual right it might have
to a prepayment fe8.This result follows from the language of most mgpent
provisions, under which a fee is payable or delpibis-callable only if a repayment
is "voluntary" or "optional.” Once a lender opts docelerate a loan's maturities
after a default, repayment of the loan is neithesltintary” nor "optional" and
arguably is not aprepayment” at all, but rather a payment of debt thas
matured® In bankruptcy, the result is no different: If ander attempts to coerce
immediate repayment of a debt notwithstanding titeraatic stay (for example, by
seeking relief from the stay), there is a stromguarent that the lender has waived
whatever entitlement it may have had to collecea ér damages on account of a
voluntary prepaymert.

A second scenario in which the relationship betwpespayment clauses and
acceleration has been tested is that in whibloreower purposely defaults under a
loan agreement in order to avoid the effect of dgeeement's prepayment clause.
The Second Circuit considered the problem of adveer's purposeful default in
Sharon Steel Corpi. Chase Manhattan Bank, N?AlIn that case, a borrower sold
less than "all or substantially all" of its asstts third party, triggering a provision
in its indentures under which all debts became idiately due and payable.
However, rather than redeeming the debts in fuidl paying the indentures' fixed
prepayment fee, the debtor defaulted on its redempibligation. The debtor then
asserted that, because the default permitted thdhodders to accelerate the debt,

% See, e.g.3CAssocs. v. IC & LP Realty Co., 524 N.Y.S.2d 7012 78pp. Div. 1988) (holding lender
that brought foreclosure action could not colleatgayment fee); Nw. Mut. Life Ins. Co. v. Uniondale
Realty Assocs., 816 N.Y.S.2d 831, 835-36 (N.Y. SDip.2006);see alsan re Duralite Truck Body &
Container Corp., 153 B.R. 708, 715 (Bankr. D. Md93)9("Where the lender has exercised its option to
accelerate upon default, the economic justificafamma prepayment premium as alternative perforraafc
the bargained loan is negatedlIt);re Pub. Serv. Co. of N.H., 114 B.R. 813, 818 (BankiNBI. 1990) ("It
is uniformly recognized that prepayment premiume generally not enforceable when ‘waived' by
acceleration demands or other conduct indicatinmextiate cash payment is desiredl¥);re Planvest
Equity Income Partners 1V, 94 B.R. 644, 645 (BaiikrAriz. 1988) ("Acceleration of a note is recaggd
as preventing the mortgagee from seeking to enfomepayment penalty clause.").

% See In reLHD Realty Corp., 726 F.2d 327, 330-31 (7th Cir84P("[Alcceleration, by definition,
advances the maturity date of the debt so that paythereafter is not prepayment but instead isnesy
made after maturity." (citation omitted)); Slevio@ainer Corp. v. Provident Federal Savings & LAag'n,
424 N.E.2d 939, 941 (lll. App. Ct. 1981) ("[T]heeetion [to accelerate] renders the payment madeupnt
to the election one made after maturity and bynitésin not prepayment.").

%" For bankruptcy cases recognizing that a lenddestien to accelerate or other conduct aimed at
collecting immediate payment amounts to a waiveamf right to a "voluntary prepayment” fee, see, fo
example Duralite Truck Body & Container Corpl153 B.R. at 715; andub. Serv. Co. of N.H114 B.R. at
818; Planvest Equity Income Partners, |94 B.R. at 645.

%8691 F.2d 1039 (2d Cir. 1982).
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the bondholders were not entitled to a prepaymeet f The Second Circuit
disagreed. Noting that "[t]his is not a case inclha debtor finds itself unable to
make required payments,” the court perceived "ma bato the Indenture Trustees
seeking specific performance of the redemption igsiors where the debtor causes
the debentures to become due and payable by itstasy actions® Crucially,
however, the acceleration provisionsSharon Steelvere "explicitly permissive”;
in other words, it was up to the bondholders alongecide whether to accelerate in
response to a default. Since they did not do sbelkected instead to collect their
prepayment fee, the debtor maintained its obligatiopay that fee.

The logic ofSharon Steek hard to contest. First, the redemption of ddter
a purposeful default, but absent an election byeadér to accelerate, is
fundamentally no different from prepayment in thsence of any default. In that
situation, there is no basis to argue either thatrépayment of debt is involuntary
(there has been no coercion) or that the paymexpiigpayment (there has been no
acceleration of maturities). Moreover, as a maifegood faith and fair dealing, a
purposeful default aimed solely at depriving a Emaf a prepayment fee is
repugnant, and should not be given effect.

B. Automatic Acceleration

The automatic acceleration that results from a hastky filing poses a special
problem. In that circumstance, unlike in caseswhich a lender elects to
accelerate, a debtor cannot reasonably assert thigatlender has waived its
entittement to a prepayment fee. At the same timéke in cases in which a non-
bankrupt borrower purposely defaults but the leresmhews acceleration in favor
of a prepayment fee, bankruptcy acceleratioausdmatic thus, as a contractual
matter, lenders have little basis to claim, as tlielyin Sharon Steelthat they can
still choose their remedf.

2 1d. at 1053;see alsoNw. Mut, 816 N.Y.S.2d at 836 ('In the event that a coumatudes that the
borrower has defaulted intentionally in order igder acceleration and thereby avoid or evade payraent
premium, the prepayment clause may be enforcedithstanding substantial authority which requires a
explicit agreement to allow a premium after acadlen.").

% The concept of "automatic" accelerationes; acceleration based on the occurrence of an ethet
than an election to accelerate—is not entirely uaitp bankruptcy. There is some non-bankruptcytteat
supports the conclusion that automatic accelergtiorisions are not "self operative," but insteagiéhto be
invoked by the lender. For example Tiygmonv. Wolitzer a New York trial court held that a provision unde
which debts became due and owing without notica @sult of certain defaults "could be brought inéing
only by an election to accelerate affirmatively rexeed by the [Jobligees.” 240 N.Y.S.2d 888, 896Y(N
Sup. Ct. 1963). The court reasoned that "[a]ny rotteding would take the option of accelerating gwa
from the pledgee for whose benefit the clause é&qal in the contract and give it to the pledgdmist
allowing a borrower to default deliberately andrigzel an obligee to accept immediate payment ofléis
contrary to the intention of the parties and to die&iment of the obligeeld.; accordWurzler v. Clifford,
36 N.Y.S.2d 516, 518 (N.Y. Sup. Ct. 1942).
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1. Case Law

The universe of cases addressing the effect of rkrbptcy filing on
prepayment fees is surprisingly small. The cased tlo exist have generally
concluded that, as stated lim re Skyler Ridge"[tlhe automatic acceleration of a
debt upon the filing of a bankruptcy case is nat #ind of acceleration that
eliminates the right to a prepayment premidmBut they have done so for
different reasons. Iiskyler Ridgethe court refused to find that the automatic
acceleration resulting by operation of law from ankruptcy filing defeats
enforcement of a prepayment fee clause becaudbatifwere the law, a debtor
could "avoid the effect of [such a] clause by filia bankruptcy case"—a result that
the court believed was "drastic" and unfair to kensd

In In re Imperial Coronado Partners, Ltdthe Bankruptcy Appellate Panel for
the Ninth Circuit reached the same conclusion asShyler Ridgecourt—that a
chapter 11 debtor may not escape a contractuahpmegnt fee simply by filing for
bankruptcy protection—but on different grouritién Coronado Partnersa lender
initiated foreclosure proceedings against its bweioby declaring the borrower's
debt to be due and owing after the borrower missednterest installment. In
response, the borrower filed a voluntary chaptepaétition, successfully opposed
the lender's motion for relief from the automatiaysto continue the foreclosure,
and subsequently obtained court approval for a gitgpsale that allowed the
lender's debt to be paid in full. The borrowereal¢d, however, to the payment of
a prepayment fee equal to six months interest emptapaid amourit.

Rejecting the contention that the lender's acceteraf the note meant that the
borrower could no longer "prepay” the note, thekipaptcy court concluded that
the prepayment fee clause in the loan agreementishe enforced. The court
focused on the borrower's legal authority to "detaate"” its debt:

Many courts have held that where a mortgagee aetete the
amount due under a note, a prepayment penalty nudybe
collected. In those cases, however, it appeardiiedborrower had
no choice but to pay the accelerated amount ortlaseroperty . . .
. The situation in the case at bar is differentdose [the borrower]
had the right to reinstate the loan under Califorlaw or to

%11n re Skyler Ridge, 80 B.R. 500, 507 (Bankr. C.D. Ca87p

%2|d. at 507. The loan agreement at issuSkyler Ridgecontained a no call that prohibited prepayment
for the first two years of the loan. However, teaders, rather than seeking enforcement of theatip c
sought only to collect the prepayment fee that @dae payablefter the first two years. 80 B.R. at 502.
Before dealing with acceleration, the court conetlithat the formula used by the parties to caleulz fee
was not "reasonable" under state law or sectiorfl§@8 the Bankruptcy Codéd. at 507. The discussion of
acceleration, therefore, is dicta.

%396 B.R. 997 (B.A.P. 9th Cir. 1989).

*1d. at 998-99.
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deaccelerate the loan under bankruptcy law. . .nded the
Bankruptcy Code, [the borrower] had the right taat=lerate the
due date of the loan as part of a plan of reorgaioa. Seell
U.S.C. § 112428
In response to the debtor's argument that it hadexercisedts "deacceleration”
right under the Bankruptcy Code, the court expldine

With respect to deacceleration, [the borrower] sssé its situation
and decided that selling the property under 8§ 363 & better
business decision than attempting to refinance pitoperty and
deaccelerate the loan as a part of a reorganizgliam As [the
borrower] admits, this was a conscious decisiont®part. In our
view, the decision to sell the property and pay tb# loan was
voluntary, and the prepayment premium is thereéoferceablé®

Thus, whereas thekyler Ridgeourt emphasized that a borrower should not be abl
to avoid a prepayment fee at its option, @@onado Partnergourt concluded that
repayment of a debt the maturities of which cowdddeaccelerated was necessarily
"voluntary."®’

Recently, the Bankruptcy Court for the Southerntiizis of New York, in a
decision arising out of the Calpine bankruptcy,apptly agreed witlskyler Ridge
andCoronado Partnerghat the automatic acceleration of a debt doegrestlude
its "voluntary prepayment" in breach of a loan agnent® Calpine involved
various loan agreements under which the borrovieersruptcy filing constituted
an event of default that automatically acceleratesl loans. Some of the same
agreements, however, prohibited any voluntary premt®® The Court agreed
with the debtor that, as a result of the Calpinekibaptcy filings, the debts at issue

% 1d. at 1000 (citations omitted). Section 1124(2) a&f Bankruptcy Code provides that, notwithstanding
an acceleration clause in a loan agreement, ateradélaim is not impaired if, in a plan of reongzation,
the debtor cures any defaults under the loan agmegneinstates the loan's original maturities, pensates
the creditor for any damages incurred as a re$uieasonable reliance" on an acceleration claaseé,does
not otherwise alter the creditor's righBeell U.S.C. § 1124(2) (2006). Where loans have ebtegached
their original maturity date, courts have held thaborrower is legally entitled to "deacceleratebse
maturities under section 1124(F.g., In re Liberty Warehouse Assoc. Ltd., 220 B.R. 546, 54an(B.
S.D.N.Y. 1998)in re Ace-Texas, Inc., 217 B.R. 719, 727 (Bankr. D. D&R8).

36 Coronado Partners96 B.R. at 1000.

371d. at 999-1000. At least one other court has addpedeasoning oEoronado Partnersin In re 433
S. Beverly Drivethe Bankruptcy Court for the Central District ©&lifornia compelled a debtor to pay a
prepayment fee even though the lender had acoedetia¢ loan the day before the borrower filed. BIR.
563, 568 (Bankr. C.D. Cal. 1990). The Court empteaki as inCoronado Partnersthat the debtor's filing
freed the debtor to reinstate its loans under@edtl24(2) of the Bankruptcy Codsd.

3 In re Calpine Corp., 365 B.R. 392 (Bankr. S.D.N.Y. 200fland, J.). As of this writing, both the
debtor and the lenders have appealed the Bankru@teyt's decision, the debtor on the basis that no
damages should have been awarded to lenders amehtters on the basis that the damages awarded were
not fully compensatory and should have been treadealsecured claim.

¥1d. at 397.
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had become "due and payable immediatélyNonetheless, the Court also
concluded that the lenders were entitled to an aured claim for damages
resulting from prepaymefit. Although the Court did not specifically explain yh
the post-acceleration repayment of debt was a haly prepayment,” the
inescapable premise of its decision to award damagethat the payment of
accelerated debt was a voluntary prepayment forchvhiihe lenders had to be
compensatetf

2. Analysis of Case Law

Of the two rationales offered for treating the ngpant of accelerated debt in
bankruptcy as a "voluntary prepayment'—ti8kyler Ridgecourt's and the
Coronado Partnergourt's—the latter is the stronger one. HBhkgler Ridgeourt's
contention that a debtor could always avoid a premmt fee by filing for
bankruptcy protection if automatic accelerationavdeemed to preclude such a fee
does not account for modern loan agreements, whiilen state that prepayment
fees will be payable upon or after acceleratiory. iisting that a loan agreement
provide for a prepayment fee notwithstanding aceélen, a lender can avoid the
one-way ratchet described $kyler Ridgéd®

“01d. at 398.

“11d. at 399.

“2 |n Granite Broadcastinganother bankruptcy court in the Southern DistfcNew York indicated that
it would probably enforce a prepayment fee notwithding the automatic acceleration that followsrfra
bankruptcy filing. In that case, certain pre-petitequityholders objected to a plan that awarded emuity
to secured creditors, claiming that the plan unaleled the debtor's business and therefore paidettared
lenders more than the value of their claims. 368.BL.20, 143 (Bankr. S.D.N.Y. 2007). The preferred
equityholders also proposed an alternative plahwioald pay secured creditors in fulithouta contractual
prepayment feeld. En route to concluding that the equityholders' pheas infeasible because it would
overload the reorganized company with debt, thetcstated in dicta that, unlike purposeful accdlera
"the automatic acceleration of debt occasioned Ipargkruptcy filing may not result in a forfeituref a
prepayment fedd. at 144.

As this article went to press, a separate bankyugbairt in the Southern District of New York dealt
from Calpine and concluded that the automatic acceleratioa débt resulting from a bankruptcy filing
doesprevent a lender from collecting damages or aféeé'prepayment.” Inin re Solutia Inc. No. 03-
17949, 2007 WL 3376900, at *11 (Bankr. S.D.N.Y. N@y 2007), noteholders invoked the decision in
Calpine to argue that, notwithstanding the automatic are¢ibn of their debt under the relevant loan
documents, they were entitled (based on the rupedéct tender and the absence of a fixed prepatyfee)
to receive interest at the contract rate throughottiginal maturity date. The court disagreed, ifigdnstead
that because the notes at issue were automat@ediglerated, "any payment at this time would noabe
prepayment.ld. While acknowledging the rule of perfect tendeg tlourt reasoned that "[b]y incorporating
a provision for automatic acceleration, the [n]oldlers made a decision to give up their future tineo
stream in favor of having an immediate right tolect their entire debt.Id. The court thus specifically
rejected the decision i€alpine on the basis that it impermissibly "reads intoé tlban agreement a
provision that permits prepayment damages to badedaeven after acceleratiold. at *9. As of this
writing, the noteholders have moved for reconsidlensof theSolutiadecision.

%3 SeeHillinger, supra note 6, at 462 (“Today, the question of waivernsedo be a non-starter.
Presumably after the waiver case law churned aephgyment penalties underwent a name change. They
morphed into yield maintenance premiums that beadumeeupon acceleration. That way, acceleration evoul
trigger rather than nullify the lender's right txeive compensation for interest lost.").
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The court's reasoning @oronado Partnerdias more force, at least in cases in
which the debtor is simply seeking to refinancediébt on more favorable terms.
As a general matter, a chapter 11 debtor thathegdpacity to refinance secured
debt on better terms also has the wherewithal sxa#erate that debt and, if the
loans have not reached their original maturitiesmpair the creditors that hold it.
Under the protection of the automatic stay, suateltor is in the same position
within bankruptcy as it would be outside bankruptagd cannot reasonably assert
that its repayment of debt is not "voluntary." édemption in such circumstances
were considered involuntary, the debtor would effediiMeave an option for which
it did not bargain: It could deaccelerate if instreates go up, thus depriving a
lender of the opportunity to reinvest at highereiest rates, but it could repay
without penalty if interest rates go down, thusiieg the lender to reinvest at lower
interest rates without receiving a prepayment fe€he insight of Coronado
Partnersis that, because the Bankruptcy Code gives a déigpower to maintain
its capital structure notwithstanding curable di#fauany decision to alter that
capital structure is not "compelled" by the accatien attendant to bankruptcy.

Given its emphasis on voluntarine€xronado Partnerss less persuasive as
applied to cases in which deacceleration is inBdasbr lenders seek to coerce
immediate payment. It is unclear, for example, vihg power to deaccelerate
should render a repayment "voluntary” when deacagtsm is not a practical
possibility. It is also unclear why a lender's-penkruptcy election to accelerate
should not be treated as a waiver of the lendigtg to collect a prepayment fee;
although the automatic stay may protect the borrofrem foreclosure in that
circumstance, that does not change the fact tleateihder had sought to compel
repayment prior to maturifi!. The logic of Coronado Partnersin sum, is most
persuasive as applied to situations in which th@uhtariness" of the decision not
to deaccelerate is not subject to question basezitber the debtor's options or the
lender's actions.

Coronado Partnersand the other cases cited are open to scrutinymigt for
their broad conception of "voluntariness" but aleo failing to grapple with the
literal meaning of the word "prepayment.” Whereoatcactual provision imposes a
fee for voluntary fedemptioni it is hard to dispute that the provision shoaftply
to a mid-case refinancing aimed at exploiting beti@rowing conditions. In that
situation, since the borrower has the option tocdelerate and enjoys the
protection of the automatic stay, such a "redemptizvould indisputably be
"voluntary." However, altering the language of avision to apply to "voluntary
prepayment$ as opposed to "voluntamedemptions arguably complicates the
analysis. Under one potential view, a repaymentadebt that is technically

“ These are among the arguments made by Judge Mawiarhés dissent from the majority opinion in
Coronado PartnersSee96 B.R. at 1001-02 (Mooreman, J., dissenting). JMgereman questioned the
majority's conclusion that the power to deaccedengcessarilymakes a payment "voluntary” even when
deacceleration is implausiblil. at 1001. He likewise questioned the majority'scbasion that the lenders
had not waived their right to a "voluntary" prepamh by seeking relief from the stay to foreclok.at
1002.
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accelerated cannot, by definition, bprapayment!® The strength of this contention
depends in part on whether "prepayment"” is intéggréo mean payment before a
loan's original maturity date or payment before iéeceleratedmaturity date.
Although theSkyler Ridgeand Coronado Partnergourts did not expressly address
this issue, each of those courts apparently adaptedormer interpretation. The
fact that many loan agreements will assess a "preeat’ fee even after
acceleration supports these courts' position, agggests that sophisticated parties
view "prepayment” as a term of art meaning paynbafibre anoriginal maturity
date’® The fact that payments voluntarily made during hapter 11 case are
necessarily made prior to the date on which they '@lue" as a matter of
bankruptcy law—at the earliest, the date that a @& reorganization goes into
effect—further supports these courts' position.

On the other hand, interpreting "prepayment” to meayment before a loan's
original maturity date is difficult to reconcile with theage law stating that a
lender's election to accelerate necessarily presladprepayment fee. If a contract
provision requires a "voluntary prepayment,” theltmtariness" requirement is
enough to ensure that a lender waives any prepayi@erby attempting to coerce
prepayment. If a provision merely refers to "pngpant,” however, and if
"prepayment” is interpreted to mean payment beddman'soriginal maturity date,

a lender's election to accelerate would not nedgssarevent collection of a
prepayment fee—a result that does not comport sdthe precedents.

3. Additional Considerations
The courts have not focused on two additional isstleat bear on the

relationship between acceleration and prepaymenktk€l distinction between
acceleration by law and acceleration by contract] 42) the possibility that

% See In reLHD Realty Corp., 726 F.2d 327, 330-31 (7th Cir84P("[Alcceleration, by definition,
advances the maturity date of the debt so payrhentafter is not prepayment but instead is paymexte
after maturity."); Nw. Mut. Life Ins. Co. v. Union#aRealty Assocs., 816 N.Y.S.2d 831, 834 (N.Y. Stip.
2006) ("Prepayment' is a payment before matudtgceleration' is a change in the date of matdrityn the
future to the present. Once the maturity date ielecated to the present, it is no longer possiblerepay
the debt before maturity. Any payment made afteekcation of the maturity date is payment maftter
maturity, not before." (emphasis in original) (dugtRodgers v. Rainier Nat'l Bank, 111 Wash. 2d, 237,

757 P.2d 976 (1988)).

8 For discussion of contract provisions permittinggayment fees to survive acceleration, see, for
exampleln re AE Hotel Venture, 321 B.R. 209, 218 (Bankr. N.[D.2005), andn re Fin. Ctr. Assocs., 140
B.R. 829, 834-35 (Bankr. E.D.N.Y. 1992).

4"E.g., LHD Realty Corp726 F.2d at 330-31 ("[T]he lender loses its righttpremium when it elects to
accelerate the debt. This is so because acceleratjodefinition, advances the maturity date of dlebt so
that payment thereafter is not prepayment but &msie payment made after maturity." (internal @itad
omitted)); Slevin Container Corp. v. Provident F8dv. & Loan Ass'n of Peoria, 424 N.E.2d 939, 9#1 (
App. 1981) ("We believe where the discretion toedexate the maturity of the obligation is that bét
obligee, the exercise of the election renders tiyment made pursuant to the election one made after
maturity and by definition not prepayment."”).
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automatic acceleration provisions in loan agreememe unenforceable agso
factoclauses.

a. Legal versus Contractual Acceleration

The often-overlooked distinction between acceleraby law and acceleration
by contract raises additional doubt as to whetheoracontractual acceleration of
debt should be viewed as precluding a prepayment fehe rationale for treating
debts as accelerated kaw as a result of a bankruptcy filing was explainethire
Manville Forest Products Corf5. There, the Bankruptcy Court for the Southern
District of New York noted that a bankruptcy filisgacceleration of debts "follows
logically from the expansive Code definition ofaich’, which allows any claim to
be asserted against the debtor, regardless of ahstich claim is [unmatured], and
from the Code's provision in Section 502 that &nthaill be allowed in bankruptcy
regardless of its contingent or unmatured statuSHese provisions of the Code,
according to theManville court, make clear that claims for unmatured ppaci
amounts may be asserted against a debtor in a pfaddim without violating the
automatic stay. However, they do not modify thdomatic stay for other
purposes’

The legal acceleration resulting from a bankrugtityg, therefore, appears to
be relatively limited. Since debts are "accelatatenly in the sense that lenders
can file a proof of claim for unmatured principah@unts, those amounts are not
necessarily due and owing for purposes of a prowisestricting or regulating
prepayment. Contractual acceleration, on the otheend, is not so limited.
Although automatic acceleration provisions in loagreements may simply be
intended to memorialize the rule explained hhanville, most acceleration
provisions broadly state that the borrower's dabtsaccelerated upon a bankruptcy
filing. In addition, since such clauses allow ppirenforcement of guarantees and
accrual of default-rate interest, their effectsadie go beyond permitting a creditor

‘8 43 B.R. 293 (Bankr. S.D.N.Y. 1984jff'd in part, rev'd in part on other ground$0 B.R. 403
(S.D.N.Y. 1986).

*1d. at 297;see, e.g.)n re Express Freight Lines, Inc., 130 B.R. 288, 293n{BaE.D. Wis. 1991)
("[T]he filing of a bankruptcy petition acts to aterate the debtor's debt . . If);re Tonyan Constr. Co., 28
B.R. 714, 727 (Bankr. N.D. lll. 1983) (bankruptdynig operates to accelerate obligation to repagqgipal
amounts of debt)in re Princess Baking Corp., 5 B.R. 587, 590 (Bankr..SC@l. 1980) ("[B]ankruptcy
proceedings operate to accelerate the principabiatamf all claims against the debtor, with theutethat
setoff may be asserted even though one of the deldtved is absolutely owing, but not then prekent
due.").

0 Manville Forest Prods. Corp43 B.R. at 298 n.5 ("While the Court today hdluiat sending a notice of
acceleration is unnecessary to file a claim agandebtor for the entire amount of the debt, destie
actual maturity date or the terms of the contriis, does not apply where notice is required asralition
precedent to establish other substantive contradglas such as the right to receive a post-defatbrest
rate."); see In rePCH Assocs.122 B.R. 181, 198 (Bankr. S.D.N.Y. 1990) (notingstithction between
acceleration of a debt upon the filing of the bamkey petition for the purpose of the filing of eopf of
claim in a case . . . and acceleration for the psepof taking actions against a debtor in violatidrihe
automatic stay").
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to file a claim for unmatured principal. The temsibetween acceleration and
prepayment, therefore, is strongest when the lehdsr agreed by contract that
debts mature upon a bankruptcy filing.

b. Acceleration Clauses #sso FactcClauses

An additional question that has not been widelysigred is whether section
365(e)(1) of the Bankruptcy Codkewhich prevents enforcement of clauses in
executory contracts that modify a borrower's righased solely on a bankruptcy
filing, might preclude the enforcement of provissan loan agreements that provide
for automatic acceleration upon a bankruptcy défaul

Based on a straightforward reading of the Bankyuiode, it would appear
that section 365(e)(2)(B) settles the issue. Tnavision excludes from the scope
of section 365(e)(1) any "contract to make a laargxtend other debt financing or
financial accommodations, to or for the benefit the debtor® In several
decisions, however, bankruptcy courts have condutiat section 365(e)(2)(B)
applies only to agreements to extefature credit to a debtor, not to agreements
under which credit has already been exterddthese cases rely on a statement in
the legislative history of section 365(c)(2) of @ede, under which a trustee may
not assume or assign a "contract to make a loaextend other debt financing or
financial accommodations, to or for the benefittoé debtor." With respect to
section 365(c)(2), the House Judiciary Committgerestates that "the purpose of
this subsection, at least in part, is to prever thustee from requiring new
advances of money or other property.Based on this statement, courts have
concluded that section 365(e)(2)(B) does not apphd thus section 365(e)(1)
applies, to loan agreements that do not requirextension of future credit.

The courts' reliance on the House Report is opeguistion. Although the
Report suggests that Congress was concerned dimassumption of agreements
under which future credit has to be extended, litaisd to understand how it proves
that either section 365(c)(2) or section 365(eRRMppliesonly insofar as post-
petition credit obligations are concerned. On rtHace, both provisions apply
categorically to entire loan contracts, not jushtcacts or provisions under which
future credit must be extended.

Further, even if 365(e)(2)(B) applies only to extecy commitments to extend
future credit, as stated ifexac section 365(e)(1) still doewt apply to contracts
other than "executory contracts" and unexpired deas In Texaco the court
concluded that a note indenture was executory utigelCountryman definition”

111 U.S.C. § 365(e)(1) (2006).

%211 U.S.C. § 365(e)(2)(B).

3 In re Texaco, Inc., 73 B.R. 960, 965 (Bankr. S.D.N.Y. 7)98n re Peninsula Intl Corp., 19 B.R. 762,
764 (Bankr. S.D. Fla. 1982).

* H.R. Rep. No. 95-595, at 348 (197 7gprinted in1978 U.S.C.C.A.N. 5963, 6304—05.

%5 |n re Schewegmann Giant Supermarkets, 287 B.R. 649,B5Y. (a. 2002) (applying section 365(e)(1)
to invalidate automatic acceleration clause in lagreement)Texaco 73 B.R. at 965.
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of an executory contractie., "a contract under which the obligation of botle th
bankrupt and the other party to the contract areasoanperformed that the failure
of either to complete the performance would coutgita material breach excusing
the performance of the othef.As evidence of the "executoriness" of the indemtur
the Texacocourt pointed to, among other things, the trusteehtinuing obligation
to tender notices of default to the debtor and #livdr status reports to
noteholders! The Texacocourt did not consider, however, whether a breaich
these particular obligations would be sufficientipaterial to justify non-
performance by the debtor. The court also glossed the fact that the obligations
it identified were obligations of the indenturedtee to thenoteholdergather than
the debtor; thus, even if such obligations wereemal it is unclear how their
breach could excuse thdebtor from meeting its obligations to the trustee.
Although a full discussion of "executoriness" isybed the scope of this article,
there is clearly room for dispute as to whethertyfpes of obligations identified by
the Texacocourt are sufficient to make a loan agreement goeyg.

* % %

Until the relationship between acceleration angayenent clauses is resolved,
or the loan agreements that do not explicitly aslglrhat problem pass out of
existence, courts will continue to grapple with e the acceleration attendant to
bankruptcy filing precludes enforcement of a prepegt clause. For lenders
seeking to protect their yield in bankruptcy, th@imal strategy is to negotiate a
provision that requires the borrower to pay a pyemnt fee whenever debt is
repaid prior to itsoriginal maturity. Otherwise, although there is some pienée
under which a lender that elects to acceleratean'somaturities can still collect a
prepayment fee in bankruptcy (on account of thaatebpower to deaccelerate), a
lender seeking to preserve its right to collecthsadee is on the strongest ground if
it takes no action to coerce payment of outstangiicipal.

[ll. PREPAYMENT CLAUSES AND OVERSECUREDCREDITORS

If a prepayment clause is operative notwithstandiogeleration, that does not
necessarily mean that the right to payment arigimg the clause must be included
in a lender's allowed claim. To determine whethprepayment clause gives rise to
an allowed claim, a court needs to apply the claath®wance provisions of the
Bankruptcy Code. The Code defines a "claim" agight to payment® and
requires a bankruptcy court, upon objection, t@ltbsv claims to the extent they

% Texaco 73 B.R. at 964 (relying on Vern Countrymafxecutory Contracts in Bankruptcy: Part37
MINN. L. REV. 439, 460 (1973)).
Id.
%11 U.S.C. § 101(5) (2006).
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are unenforceable "under any agreement or apptickl.®™ Section 506(a)(1)

distinguishes between allowed unsecured claims aitmved secured claims,
providing that "[a]n allowed claim of a creditorcseed by a lien on property in
which the estate has an interest . . . is a seala@h to the extent of the value of
such creditor's interest” in such property.

Section 506(b) deals exclusively with the claimsogérsecured creditors. It
provides that "[tJo the extent that an allowed seduclaim is secured by property
the value of which . . . is greater than the amafnsuch claim, there shall be
allowed to the holder of such claiinfereston such claim, and any reasonafgles,
costs, or chargegrovided for under the agreement or State staintker which
such claim arose® Under section 506(b), therefore, if an oversecuresitor's
right to payment under a prepayment clause is ctenaed as "interest” or as a
reasonable "fee" or "charge," that right to paynweifitbe respected.

A. Prepayment Clauses under section 506(b): Cage La

This section summarizes the case law applying aed@D6(b) to prepayment
fees and no calls. It shows that courts have gdlgereated prepayment fees as
"charges" or "fees" subject to scrutiny under #ne bf liquidated damages. At the
same time, courts have generally agreed that rie aatnot subject to section
506(b); nonetheless, in some cases, they haveofesthremedies to prevent lenders
from entirely losing the benefit of their bargain.

1. Prepayment Fees

Courts have consistently held (or simply assumied) tontractual prepayment
fees are "fees" or "charges" covered by section(l§06 the extent they are
"reasonable® As a result, courts haveot treated prepayment fees as "interest,"
despite the fact that prepayment fees largely saes/@ replacement for interest
when debts are repaid prior to maturity.

Putting aside this area of consensus, courts hsagred about practically
everything else, including the measure of "reaslamass” under section 506(Db).
Attempting to make sense of the pertinent caseidawot easy. One simple way to
organize the cases is to distinguish (a) casesutliatately require a prepayment
fee to approximate the actual damages suffered dmders as a result of
prepayment, and (b) cases that will enforce a grapat fee in bankruptcy even if

%911 U.S.C. § 502(b)(1) (2006).

€911 U.S.C. § 506(b) (emphases added).

®1 E.g, Gencarelli v. UPS Capital Bus. Credit, No. 06-27R007 WL 2446883, at * 2 (1st Cir. Aug. 30,
2007) (reasonable prepayment fees are "chargesfees" covered by section 506(bee alsoln re
Imperial Coronado Partners, Ltd., 96 B.R. 997, 1@.P. 9th Cir. 1989) (prepayment fees are "chaltg
subject to section 506(b)).
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it may overcompensate the lendefhis approach, however, glosses over multiple
distinctions within each category of cases as aglsimilarities between cases that
reach different results on the actual damages igmest

Here, in order to summarize the cases, we stantwiliat they have in common:
For the most part, courts assume that the purposerepayment fee is to liquidate
the damages owing in the event of prepayment. &nprently, as demonstrated
below, most cases that have applied section 50&(bprepayment fees have
engaged in a state-law liquidated damages andfysisanalyzing prepayment fees,
therefore, these cases have considered whetheonescourt summarized the
standard by which liquidated damages clauses astuated at common law,
"(1) actual damages may be difficult to determind &) the sum stipulated is not
‘plainly disproportionate' to the possible l0%5."

The reason courts have resorted to state liquidassdages law in applying
section 506(b) of the Bankruptcy Code varies by cdome courts have concluded
that prepayment fees have to satisbth state and federal law before they can be
enforced against a debfBrThe rationale for these decisions is straightfodyva
section 502(b)(1) of the Bankruptcy Code "requitest the validity of claims be
determined according to non-bankruptcy law," andtise 506(b), rather than
overriding that requirement, "creates a supplenieatpirement that the charge be
reasonable® Other courts, without deciding whether a prepaytriea needs to

%2 For cases requiring lenders to prove that a prapay fee approximates actual damages, see, for
example Coronado Partners96 B.R. at 1001in re Schwegmann Giant Supermarkets P'sk§s B.R. 823,
830-31 (Bankr. E.D. La. 2001)) re Anchor Resolution Corp221 B.R. 330, 341 (Bankr. D. Del. 1998);
re Outdoor Sports Headquarters, Ind61 B.R. 414, 425 (Bankr. S.D. Ohio 199B);re Duralite Truck
Body & Container Corp.153 B.R. 708, 714-15 (Bankr. D. Md. 1998)re 433 S. Beverly Drivel17 B.R.
563, 569 (Bankr. C.D. Cal. 1990j1 re A.J. Lane & Cq.113 B.R. 821, 828-29 (Bankr. D. Mass. 1990);
re Kroh Bros. Dev. Cp88 B.R. 997, 1001 (Bankr. W.D. Mo. 1988);re Skyler Ridge80 B.R. 500, 504—
07 (Bankr. C.D. Cal. 1987); arid re Am. Metals Corp.31 B.R. 229, 237 (Bankr. D. Kan. 1983). For cases
under which a prepayment fee does not necessarily to approximate actual damages, see, for example
re Vanderveer Estates Holdings, In283 B.R. 122, 131-34 (Bankr. E.D.N.Y. 200B);re Hidden Lake
Ltd. P'ship 247 B.R. 722, 729 (Bankr. S.D. Ohio 200D);re Lappin Elec. C9.245 B.R. 326, 328-29
(Bankr. E.D. Wis. 2000)in re Fin. Ctr. Assocs.140 B.R. 829, 835-36 (Bankr. E.D.N.Y. 1992); amde
Schaumburg Hotel Owner Ltd. P'shi§7 B.R. 943, 953-54 (Bankr. N.D. Ill. 1989).

% There are exceptions. IBoronado Partnersen route to remanding to the bankruptcy courthed
lenders could present evidence of actual damagesBankruptcy Appellate Panel for the Ninth Circuit
stated without further explanation that "[w]hat stitutes a 'reasonable' charge under section 506(a)
question of federal, not state law." 96 B.R. at@@iL (citingln re 268 Ltd., 789 F.2d 674, 676—77 (9th
Cir. 1986)).

% United Merchs. & Mfrs. v. Equitable Life Assurancecy of the U.S.If re United Merchs. & Mfrs.,
Inc.), 674 F.2d 134, 142 (2d Cir. 1982) (analyZiev York liquidated damages law).

8 Skyler Ridge80 B.R. at 503—-04n re Morse Tool, Inc., 87 B.R. 745, 748-50 (Bankr. D. Md€¥88);
Kroh Bros, 88 B.R. at 999; (Bankr. D. Mass. 198B3ppin 245 B.R. at 328-29.

% Morse Too] 87 B.R. at 748. Theorse Tooldecision has an extended discussion of casesdhatude
that section 506(b) supplants section 502(b)'sstiolel requirement that an allowed claim be validam
state law. The court concluded that those casgsorelunreliable statements by the floor managerthef
Bankruptcy Reform Act of 1978 to the effect thatoatey's fees could be awarded under the Code
"notwithstanding contrary law." The court reliedtead on the canon of interpretation under whigblied
exceptions (in this case, to section 502(b)) aséadored, as well as on other legislative histaafisg that
section 506(b) wasot intended to supplant state la\d. at 748-50.
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pass muster under state law, have concluded tatd Ew governing liquidated
damages should be determinative in evaluating grepat clauses under section
506(b)°’ Finally, some courts have definitively held thedte law isnot binding
under section 506(b), but have still relied on tlhat as a guidepost in applying
section 506(b)'s "reasonableness stand¥rd."

While agreeing that state law governing liquidatbminmages is the logical
starting point for analyzing prepayment fees, coimdve reached vastly different
conclusions as to whether, and in what circumstgngeepayment fees should be
enforced under that body of law.

a. In some cases, courts have found that the gpby of prepayment fee that
is enforceable as a liquidated damages clausecidased on a formula that closely
approximates actual damages. Anl. Lane for example, the bankruptcy court
refused to enforce a prepayment charge equal iteed percent of the prepayment.
The court analyzed the charge using a standardost in the Restatement of
Contracts: "Damages for breach by either party bwjiquidated in the agreement
but only at an amount that is reasonable in tha ki [1] theanticipated or actual
losscaused by the breach and [2] the difficulties rafap of loss.®® The court found
that neither of these factors weighed in favor pifialding the prepayment charge.
First, in the court's view, the charge approximatedheeithe damages anticipated
at the time the loans were extended nor the aafaahages suffered by the
lenders—in the first case because, while intersisrcould have risen or fallen, the
charge "presumes that damages will be sustained,'irathe second case because
interest rates had actually risen since the loagre w@xtended, meaning that that the
lenders "benefited from the prepaymefitSecondthe court found that the lenders'
lost yield wouldnot be difficult to prove at the time of the breacfihe damage
formula is simple and well established. It is difference in the interest yield
between the contract rate and the market rateeatirtie of prepayment, projected

7E.g.,Fin. Ctr. Assocs.140 B.R. at 838. Theinancial Center Associatemurt noted that the legislative
history supporting a pure federal standard refetcedttorneys' fees only, which bankruptcy couseh
experience in assessing. On the other hand, siheee"is no uniform federal standard that can gfsisirts]
in determining the reasonableness of [a] prepaytieatge,” it makes sense to rely on "a proper, l[dped
and familiar set of standards" supplied by state ld. at 839.

% In A.J. Lane the court concluded, based in part on the letijisianistory rejected iMorse Too that
federal courts operate on a "slate which is clédrimding state court precedent” in evaluating psepent
charges. 113 B.R. 821, 824-25 (Bankr. D. Mass. 1990petheless, the court looked to state law for
"guidance" in dealing with prepayment charddsat 825.

9 1d. at 830 (quoting Restatement (Second) of Contr&c366(1) (emphasis addedfeeU.C.C. § 2-
718(1) (similar statement of rule). This statenrihe rule is different from the "traditional" ribecause it
permits enforcement of a liquidated damages amihiaitis commensurate with the actual loss causeal by
breach but not commensurate with the anticipateoh lzé the time of contractinGee A.J. Lanel13 B.R. at
828; see also3 E. ALLAN FARNSWORTH FARNSWORTH ON CONTRACTS § 12.18, at 310 (3d ed. 2004)
(under the Restatement approach, "a court shookl to the actual loss to sustain provisions thaghii
otherwise be unenforceable, but not to strike dpravisions that would otherwise be enforceable").

A.J. Lang 113 B.R. at 829.
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over the term of the loan and then discountedriveaat present valué*The court
thus disallowed the fixed prepayment charge ieirety.

In other cases, courts have likewise found prepaymsharges to be
unreasonable as a matter of state law becausevéinimd from a close measure of
actual damages. In bo8kyler RidgeandKroh Brothersfor example, bankruptcy
courts examined prepayment clauses that fixed dasnag multiplying the amount
of the prepayment, the number of years remaininghenloan, and the difference
between the interest rate on the loan and curriefd gn U.S. Treasury notes with
the same maturity as the lodAsn both cases, the courts found that these forsnula
could not be enforced, because they were not rehsoforecasts of the damages to
be caused by prepayment. According to the casedptmula had two flaws: (i) it
set the "market rate of interestg., the rate at which the lenders could reinvest, at
the yield for Treasury notes rather than the higheld for mortgages, and (ii) it
failed to discount lost yield to present vald&hese cases, therefore, assume that a
lender will be able to redeploy prepaid funds immagdy upon prepayment and
with minimal transaction cosf8.

Since theA.J. Lane Skyler RidgeandKroh Brotherscourts all concluded that
the clauses at issue improperly failed to approténa&tual damages, as required by
nonbankruptcy law, they had limited occasion to hapgection 506(b)'s
"reasonableness” standard. TKyeh Brotherscourt found that the charge at issue
was unreasonable under section 506(b) "for reasensorth above'and because
section 506(b), independent of state law, providy for actual costs, charges and
fees’® Skyler Ridgaoted simply that the charges at issue were "uoredse under
section 506(b), for the same reasons that theyuareasonable under Kansas
law.""® In A.J. Lane finally, because the court borrowed entirely froammon law

"1d. (citing Teachers Ins. & Annuity Ass'n of Am. vutBer, 626 F. Supp. 1229, 1236 (S.D.N.Y. 1986)).

"2 n re Kroh Bros. Dev. Co., 88 B.R. 997, 1000 (Bankr. WNbo. 1988);In re Skyler Ridge, 80 B.R.
500, 502, 505 (Bankr. C.D. Cal. 1987).

3Kroh Bros, 88 B.R. at 1000-0Bkyler Ridge80 B.R. at 505.

"4 Relying onSkyler RidgeandKroh Brothers a district court in the Northern District of Hbis likewise
held that a prepayment clause that used a tredmsgd reinvestment rate did not pass muster ulideid
liquidated damages lavgeeRiver East Plaza, L.L.C. v. Variable Annuity Li@o., No. 03 C 4354, 2006
WL 2787483, at *10 (N.D. Ill. Sept. 22, 2006). Oppaal, the Seventh Circuit reversed the districtrt®
decision; in doing so, the court concluded thattteasury-based formula wast a penalty, because the
purpose of the clause was to serve as an "alteenpéirformance” option rather to compel performanme
the borrower under the original contraRiver East No. 06-3856, 2007 WL 2377383, at *5 (7th Cir. Aug
22, 2007). According to the court, even though ldreder might end up benefiting from prepayment by
reinvesting in a comparable credit, the borrowarelited from prepayment by shedding the obligatmn
pay most of the interest remaining on the Iddn.Later in the opinion, the court went on to sugdkat,
even if the YMF at issue were viewed as a liquidatathages clause, it would be enforceable given the
various risks and uncertainties attendant to reitoaent.Seeid. at *6—7. For a further discussion of whether
prepayment fees are properly viewed as alterngiarformance clauses rather than liquidated damages
clause, semfra Part 111.B.1.

S Kroh Bros, 88 B.R. at 1001.

6 Skyler Ridge80 B.R. at 507. The only difference identifiedthe Skyler Ridgesourt between state law
and section 506(b) is that, while Kansas law reglidisallowance of thentire charge at issue, section
506(b) may permit the reasonable portion of a feed enforcedld. On the other handroh Brothers
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to fill in section 506(b)'s "reasonableness" staddtne court concluded its analysis
when it determined that the fixed charge at issues wnenforceable under
nonbankruptcy law.

b. In a second body of cases, most of which hagerain the Second Circuit,
courts have sustained prepayment fees as validddted damages clauses
regardless of whether they are based on a formudé @pproximates actual
damages. At the same time, however, some of thosds have also concluded
that federal bankruptcy law is more exacting thatediquidated damages law.

The Second Circuit's decisioim re United Merchants and Manufacturers,
Inc.”” is a leading case supporting the enforcement epgyment fees under a
liquidated damages analysis. That case, whicheawnosgler the Bankruptcy Act of
1898, involved an unsecured loan evidenced by aeeagent that included a
liquidated damages provision under which, in thenéwf default and acceleration,
the borrower had to pay a sum equal to the amdwattwould be payable in the
event of a prepaymefit.The Second Circuit held that, as a matter of NewkY
law, the prepayment fee provision in the loan age® was an appropriate
liquidated damages clause. The court found thatdéimages resulting from
prepayment of a large loan are difficult to deterenin advance and (ii) the amount
stipulated in the loan agreement was not "plairigpbportionate” to the lenders'
possible los$? In concluding that damages are difficult to estenshe court relied
on its earlier decision itWalter E. Heller & Co. v. American Flyers Airlines
Corp.,*° which had identified multiple variables that makéender's losses difficult
to pin down: "rate of return, duration of the loaisk, extent and realizability of
collateral, and the other obvious uncertaintiesight in this particular contract
[that] combined to make it difficult to foresee thé time the contract was executed,
the extent of damages which might arise from theadin of the loan agreemefit."

Applying the liquidated damages approach set fortbhinited Merchantsthe
bankruptcy court irin re Financial Center Associategpproved a prepayment fee
under section 506(b) that amounted to approxima2&6 of the $26.75 million
loan at issué® The debtor claimed that this fee was unreasonbbtmuse the
formula chosen by the parties used a discountbased on the yield for United
States Treasury Bonds rather than for real propedytgages, the result of which
was a fee that was not commensurate with actuahdam In rejecting the debtor's
position—precisely the one acceptedikyler RidgeandKroh Brothers—the court

found that the charge at issue could be sustaimeléruMissouri law to the extent of damages actually
incurred.Kroh Bros, 88 B.R. at 999.

7674 F.2d 134 (2d Cir. 1982).

8 1d. at 140-42 & n.7. The prepayment fee at issue leaed on a formula that is omitted from the
Second Circuit's decision.

|d. at 142-43.

80459 F.2d 896 (2d Cir. 1972).

8 1n re United Merchs.674 F.2d at 143 (quotirideller, 459 F.2d at 900).

n re Fin. Ctr. Assocs., 140 B.R. 829, 839 (Bankr. E.[Y.NL992).
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concluded first that prepayment damages are ndtyeascertainable, because
"many unknown factors" go into quantifying themgluding:

the loss upon pre-payment of all of the intereswiich the lender
is entitled; the cost and expenses of procuringbastitute borrower
and the attendant risk and delay involved; the iapbple rate of
return; the duration of the loan and the risk iweol in each
specific transaction; the extent and realizabibfythe collateral;
and "other obvious uncertainties inherent in thiartipular
contract.®®

According to the court, therefore, even if the gahdormula for calculating
damages is relatively simpiéapplying that formula at the time of breach isr"fa
from simple," because the court needs to deternmineyr, alia, what reinvestment
rate to compare to the interest rate on the 18aNext, the court determined that
the sum resulting from the treasury-based formulas wnot "plainly
disproportionate" to the lenders' potential damagesh because hindsight cannot
be used to determine reasonableness and becawsedfitract provides for a
formula to be used in computing the charge, notftiked sum.* On those bases,
the court upheld the makewhole at issue as a liglidlated damages clau$e.

While Financial Center Associatemvolved a formula rather than a fixed
charge, at least one case under the Bankruptcy Gaseconcluded that a fixed
charge is likewise sustainable under section 50&¢ka liquidated damages clause.
In In re Schaumburg Hotel Owner Ltd. Partnersffipthe bankruptcy court
approved a prepayment fee set at 16R4he outstanding principal amount of a
loan®® In doing so, the court embraced the argumentstaddp Financial Center
Associatesincluding (a) that the reasonableness of ligeidatamages estimates
should not be evaluated based on hindsight (inratleeds, the difference between

81d. at 836 (quotindn re United Merchs.674 F.2d at 143-44).

8 |t is "the difference in the interest yield betwethe contract rate and the market rate at the tifne
prepayment, projected over the term of the loanthad discounted to arrive at present valle.'{quoting
A.J. Lang 113 B.R. at 829).

®1d. at 837.

%d.

87 Accord In reCP Holdings, Inc., 332 B.R. 380, 389-92 (W.D. Mo0ZD(sustaining treasury-based
YMF under Missouri law and section 506(b)) (emphasjzsophistication of parties, market practice of
using treasury benchmarks, and difficulty in prédig losses incurred upon reinvestmeaff,d, 206 Fed.
App'x. 629 (8th Cir. 2006) (unpublished); re Vanderveer Estates Holdings, Inc., 283 B.R. 122 13
(Bankr. E.D.N.Y. 2002) (sustaining treasury-basedFYunder New York law and section 506(b) and
rejecting the "presum|ption] that the lender will Bble immediately to invest the prepaid moniea lnan
of comparable risk, size and maturitylt); re Hidden Lake Ltd., 247 B.R. 722, 727-29 (Bankr. SObio
2000) (sustaining treasury-based YMF as valid ligted damages clause under Ohio law).

897 B.R. 943 (Bankr. N.D. Ill. 1989).

#1d. at 953-54.
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actual damages and agreed-upon damages is besidmitit)®® and (b) that the
damages resulting from prepayment are difficutstablisi?*

BecauseUnited Merchantsand its progeny have concluded that prepayment
fees may be sustained under state law even if ey overcompensate a creditor,
those cases have had to determine whether sedi®fb)simposes an additional
"reasonableness” requirement above and beyond lstate They have reached
somewhat different conclusions on this questionUnited Merchantstself (which
did not involve section 506(b)), the Second Cirdedft open the possibility that a
court could exercise its discretion under the Baptay Act to invalidate a valid
prepayment clause under New York law-the debtor could prove that no actual
damages were suffered by the lendéFhat approach would differ from one under
which lenders must prove actual damages only insérese that the debtor would
bear the burden of disproving damages rather tmather way around.

Cases applying section 506(b) of the BankruptcyeCloave taken a narrower
view of the bankruptcy court's power. Hinancial Center Associateshe court
stated, that "[a]t best we are willing to view theasonable' standard of § 506(b) in
the context of pre-payment clauses as a safetyewshich must be used cautiously
and sparingly as all discretionary powers thatraresubject to close scrutiny and
statutory standard® Although the court noted that there may be charbhes
survive state-law scrutiny but are "so large andusfust to the estate and its
creditors” that they should be disallowed undetise&G06(b), the court concluded
that the 25% charge at issue did not fall in tiégory>*

2. No Calls

There are fewer cases applying section 506(b) efBankruptcy Code to no
calls than cases applying that provision to premynfees. With one exception,
the cases that do apply section 506(b) to no egitee on one thing: A contractual
prohibition on prepayment should not be specificahforced in bankruptcy to

0 1d. at 953 ("It is immaterial that the actual damagaffered are higher or lower than the amount
specified in the clause." (citing re United Merchs.674 F.2d at 142)). Notably, the lenderShaumburg
submitted proof showing that its actual prepayndarhages were almost $1 million greater than the 10%
contractual pre-payment feigl.(at 954); thus, it is not clear that the court vdobive upheld the fee if the
a(%tllJaI damages to the lender were below 10%.

Id.

2 United Merchs. & Mfrs. v. Equitable Life Assurancecy of the U.S.If re United Merchs. & Mfrs.,
Inc.), 674 F.2d 134, 143 (2d Cir. 1982).

93140 B.R. 829, 839 (Bankr. E.D.N.Y. 199a}cord Vandervee283 B.R. at 133.

% Fin. Ctr. Assocs.140 B.R. at 839. At least one court has perceivetiarper distinction between state
law and section 506(b). IBuralite, the bankruptcy court agreed with tRimancial Center Associatesourt
that New York law does not require a prepaymenttéeapproximate actual damages. However, the court
concluded that under section 506(b), prepaymentselsdo have to approximate actual damagesre
Duralite Truck & Body Container Corp., 153 B.R. 708.3-14 (Bankr. D. Md. 1993). The court thus
rejected a formula that "presumel[d] a loss"; acogydo the court, the fact that the parties hadotiated a
floating rate loan, along with the fact that thader could have reinvested at a similar rate, mewaitthe
prepayment charge at issue was not "reasondtleat 715.
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preventprepayment® Given that the breach of a no call is not likaybe remedied
outside of bankruptcy through a decree of spepéidormancé? this consensus is
neither surprising nor informative.

The real issue is whether, when a debtor prepdgarain the face of no call,
the damages resulting from such prepayment shoeldallowed under the
Bankruptcy Code. In cases involving oversecuredlitors, courts have taken two
approaches. In one group of cases, courts hadettal, because @rohibition on
prepayment (as opposed to a prepayment fee) ia hatarge|[] provided for under
the agreement” for purposes of section 506(b), dasaesulting from violation of
that prohibition arenot part of a secured claifi. These cases adopt the view that,
while section 506(b) will protect a lender thatiidates the damages resulting from
prepayment, a lender that does not insist uporepgyment fee is not entitled to a
secured claim for prepayment damafeslthough it may be entitled to an
unsecured claim for those amoufits.

In a second group of cases involving oversecuregtlitars, courts have
likewise declined to include the measure of damagsslting from breach of a no
call in the lender's secured claim. However, nathan providing no relief under

% E.g, Contl Sec. Corp. v. Shenandoah Nursing Home P'st98 B.R. 769, 774 (W.D. Va. 1996)
(affirming bankruptcy court decision that no cathsv'not enforceable in this [Chapter 11] contexdfj'd
104 F.3d 359 (4th Cir. 1996kn re Vest Assocs., 217 B.R. 696, 699 (Bankr. S.D.N.Y98)9(noting the
absence of any dispute that prepayment could tilee motwithstanding a contractual no cdt)re Skyler
Ridge, 80 B.R. 500, 502 (Bankr. C.D. Cal. 1987)ofybition on prepayment "not enforceable in a
bankruptcy case")jn re 360 Inns, Ltd., 76 B.R. 573, 575-76 (Bankr. N.DxTd987) (authorizing
repayment of a note despite no cadlge also In reCalpine Corp., 365 B.R. 585, 597 (S.D.N.Y. 2007)
(permitting repayment of outstanding principal nithatanding no call; repayment "stopped the unresogs
loss of funds from Debtors' estates"). In one eunttiase, a bankruptcy court refused to allow acdetot
repay a debt subject to a no c8léeln re Premier Entm't Biloxi LLC, No. 06-50975 (Bankr. S.Miss. Feb.

2, 2007) [Docket No. 300]. The court offered nolaergtion as to why specific performance, as opptsed
damages, was an appropriate remedy for the deptop®sed breaclsee id

% SeeTeachers Ins. & Annuity Ass'n of Am. v. Ormesa Geomal, 791 F. Supp. 401, 415-16 (S.D.N.Y.
1991) (damages for breach of no call measured bgrmeing discounted present value of incremental
interest income lost as result of breach).

9 Vest Assocs217 B.R. at 699Shenandoah Nursindl93 B.R. at 774. Notably, these cases do not
consider the effect of a broad indemnity clauseeundhich a borrower must indemnify its lenders dir
amounts owing in respect of a loan agreementcltigded in a loan agreement, such a clause woulgabtyg
mean that all damages for breach of the agreementdwbe "provided for under the agreement" for
purposes of section 506(b).

% Vest Assocs217 B.R. at 699-700 (bankruptcy court cannotdrizdo a contract damage provisions
which the parties themselves have failed to insgrarding the liquidation or calculation of damagesing
out of the prepayment of a loan'$henandoah Nursindl93 B.R. at 774 ("While there is a prepayment
prohibition, which is not enforceable in this cotitehere is no prepayment penalty provision predidor
anywhere in the contract. Therefore, there candprapayment fees, costs, or charges allowed uhder
confirmed Plan as none are provided for in the nwiger § 506(b).")¢cf. In re Adelphia Commc's Corp.,
342 B.R. 142, 153 (Bankr. S.D.N.Y. 2006) (oversedurreditors not entitled to charge a higher irsterate
as a result of the debtor's misrepresentationsomptiance certificates where credit agreement ditl n
specifically provide for such an adjustment asraedy (citingShenandoah Nursind 93 B.R. at 774-75)).

% In Calpine the bankruptcy court agreed that section 5068s) o application to a no call, but found
that lenders were entitled to an unsecured clamadonages resulting for breach of the no &gle Calping
365 B.R. at 399-400. Saefra Part IV for a further discussion of unsecuredmkaibased on prepayment
clauses.
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section 506(b), courts have searched the partigeement for a prepayment fee
that would survive under section 506(b), and hafectgvely substituted that fee
for an unenforceable no call. Bkyler Ridgefor example, the loan agreement at
issue prohibited prepayment for two years, durirgctv time the debtor filed for
bankruptcy protection and proposed to repay itst.deDespite the fact that the
contract's prepayment fee clause was not yet aiydic the court looked to the fee
imposed by that clause and concluded that, if iteweeasonable," it would be the
basis for a secured claim under section 508f%imilarly, in In re 360 Inns,
Ltd.,'°* the loan agreement forbade voluntary prepaymanmisgithe first ten years
of its term; nonetheless, the court looked to thepayment fee applicable to
involuntary payments, and concluded that the delypdals could only be confirmed
if it proposed to pay that fee to the lenders i ¢lwvent of a prepayment during the
no call period.

In sum, the cases consistently hold, without extenanalysis, that the full
measure of damages for breach of a no call areowared by section 506(b). The
cases part ways, however, with respect to whetleua should essentially craft a
replacement prepayment fee that survives scrutimleusection 506(b). Notably,
in holding that section 506(b) does not protect alges for breach of a no call,
courts apparently have not been troubled by theé flaat, according to their
interpretation of section 506(b), the Bankruptcyd€aespects liquidated damages
clauses (makewholes) aimed at quantifying prepayndamages but offers no
secured claim for such damages themselves, evéreyf are readily quantifiable
under state law.

B. Prepayment Clauses under section 506(b): ArabysCase Law

The cases summarized above, nearly all of whiclmeée prepayment clauses
through the lens of state liquidated damages ldarescommon premisesirst,
they assume that a prepayment clause is propedyedl as a liquidated damages
clause because it is a provision "inserted [inanlagreement] to compensate the
lender for thebreachof early payment®? Secondthey assume that any payment
obligation resulting from a prepayment clause isessarily a "charge" or a "fee"
under section 506(b), and therefore has to be dredde” and "provided for under
the [loan] agreement."

Each of these premises requires scrutiny. It is seif-evident thatall
prepayment fees, including those that make no attémapproximate the actual
damages resulting from prepayment, should be tleate liquidated damages
clauses as opposed to alternative performanceedault also is not self-evident
that the payment obligations arising out of prepagtclauses arall "charges" or

100 gpyler Ridge80 B.R. at 504-07.

10176 B.R. 573, 576 (Bankr. N.D. Tex. 1987).

19215 re A.J. Lane & Co., Inc., 113 B.R. 821, 827 (Bankr.NIass 1990) ("The prepayment charge . . . is a
natural result of treating prepayment as a breaoth the charge should be considered in that light."
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"fees," even though the evident purpose of sontbexe provisions (YMFs and no
calls) is to calculate the value of a stream oénest payments. Here, we conclude
(a) that fixed-fee prepayment clauses are bettearacierized as alternative
performance clauses than liquidated damages claasds(b) that the obligations
arising out of no calls and yield maintenance fdasware better characterized as
"Iinterest” than as "charges” or "fees.”

1. Alternative Performance versus Liquidated Damsdgiauses

At common law, "[a] contract may give an optiondoe or both parties to
either perform a specified act or make a paym&atAlthough such an option
cannot be used "as a cover for the enforcementpenalty,” if "at the time fixed
for performance, either alternative might prove tiigre desirable, the contract will
be enforced according to its term&*1n determining whether an apparent option is
really a disguised penalty clause, "[a] chief facto resolving the question is
whether the promisor has free choice between pagnces!® Other factors,
which are consistent with the notion that eachradtive has to be clearly
preferable in some real-world circumstances, "idelwhether the promisor had a
'true option' on which alternative to perform, wiest the money payment is
equivalent to performance of the option, and théatike values of the
performances"ile., whether one "option" will always have a highefueato the
counter-party than the other, as with a penaffy/].

Outside of bankruptcy, prepayment fees have relgulaeen treated as
alternative performance claus8§indeed, the Seventh Circuit recently embraced
this approach, concluding that, under lllinois lanprepayment fee (in particular, a
YMF) was enforceable against a borrower as an raltere performance (as

igj 14RICHARD A. LORD, WILLISTON ON CONTRACTS§ 42:10(4th ed 2000).
Id.

195 1d. (quoting from Bellevue Sch. Dist. No. 405 v. Hept 684 P.2d 793 (Wash. Ct. App. 1988fe
RESTATEMENT (SECOND) OF CONTRACTS § 356 cmt. ¢ ("A court will look to the substarafethe agreement
to determine whether . . . the parties have attechfib disguise a provision for a penalty that is
unenforceable . . . . In determining whether a remttis one for alternative performances, the inedatalue
of the alternatives may be decisive.").

106 14 RICHARD A. LORD, WILLISTON ON CONTRACTS § 42:10,(4th ed.2000) (quoting from Bellevue
School Dist. No. 405 v. Bentle684 P.2d 793 (Wash. App. 19843eell HDSEPHM. PERILLO, CORBIN ON
CONTRACTS § 58.18, at 509 (2006) ("Interpretation dependsthen expressions of the parties, but those
expressions are given legal effect only when undeds in the company they keep. If for a single
consideration, a person promises to pay $100 by May $500 thereafter, and states that the conisaot
be interpreted as in the alternative, a court woefdse to accept the indicated interpretation.").

107 peRILLO, supranote 106, § 58.18, at 505 & n.5 (citirgyg, Atl. Ltd. P'ship-XI v. John Hancock Mut.
Life Ins. Co., 95 F. Supp. 2d 678, 683-84 (E.D. Mi2B00);see, e.g.Nw. Mut. Life Ins. Co. v. Uniondale
Realty Assocs., 816 N.Y.S.2d 831, 835 (N.Y. Sup2006) ("When a prepayment clause is includedaais p
of the loan obligation, it is generally analyzedaasoption' for alternative performance on thenJand any
premium is deemed consideration or a quid pro guahfe option."); Lazzareschi Inv. Co. v. San Fiscw
Fed. Sav. & Loan Assn., 22 Cal. App. 3d 303, 30t @ist. 1971). For additional citations to statses
treating prepayment clauses as options, see Jolhu@ay, Prepayment Premiums: A Bankruptcy Court
Analysis of Reasonableness and Liquidated Damd@&sC@Mm. L. J. 217, 229 & n.33 (2000).
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opposed to a liquidated damages) cldd$&he court viewed the prepayment fee at
issue as dona fideoption because, by paying the fee, the borrowes alze to
escape future interest payments that exceede@¢fi& f

Where a prepayment fee is fixed at an amount thaldcbe easily eclipsed by
the savings upon refinancing.¢, 2% of the prepaid amount), the conclusion that
the fee should be treated as an alternative pedocm clause is easily supportable.
In that circumstance, there is no doubt that thedveer "has free choice between
performances”ife., paying early or adhering to the original scheflaled has a
"true option" between alternatives that could edmh preferable in certain
circumstances. Moreover, by agreeing to suchedfiee, it is apparent that, rather
than trying to simplify an otherwise complicatedndayes calculation, the loan
parties have decided instead to share the risk dédine in the interest rates
available to the borrower. A fixed prepaymentife@ot an estimate of the interest
that would otherwise be payable in exchange forudee of borrowed funds; rather,
it is a charge to the borrower "for the privilegé repaying the loan before
maturity."*°

YMFs are different. Where loan parties use a fdamo fix the lender's
projected reinvestment, their goal is not to altecdsk but rather to simplify the
judicial process that follows from breach. The rbarer's "option" in that
circumstance is similar to any contract party'stitop' to breach when the cost of
such breach is surpassed by its benefits. Theoparpf using a formula is to
liquidate damages, and the decision to pay suchagashdoes not result from
exercise of a "true option" between different modegerformancebut rather from
the unusual circumstances that makédraach efficient (.e., the benefits to a
borrower from prepayment exceed the lender's das)ag&or that reason, the
Seventh Circuit's decision iRiver East which treated a YMF as an alternative
performance clause, is not entirely convincing.e Beventh Circuit's decision is
predicated on the notion that, unlike a "penalty YMF does not necessarily deter
prepayment, because it allows the borrower to awidre interest payments by
paying a fee equal to a small fraction of thosenpenyts (indeed, an amount
significantly lower than their present valdé&) The same point, however, could be

198 seeRiver East Plaza v. The Variable Annuity Life 1@0., No. 063856, 2007 WL 2377383, at *5-6
(7th Cir. Aug. 22, 2007).

1991d. The court also suggested that the YMF could bereafl under liquidated damages law. As in cases
such asFinancial Center Associatesnd Vanderveerthe court noted that there are numerous factab t
determine the lenders' yield upon reinvestmentudiong "potential fluctuations of interest ratesgulatory
pressures faced by insurers like [the lender], teamm risk of depressed real estate markets, dititjaof
suitable replacement property owners, and any wiydad other factors.1d. at *7. Given this analysis,
along with language in the opinion suggesting ligaidated damages law might be used as an "analagy
evaluating prepayment clausés,at *6, the decision does not squarely supporttrelusion that YMFs or
other prepayment clauses should never be analyzkglédated damages clauses.

10 Boyd v. Life Ins. Co., 546 S.W.2d 132, 133 (Teiv.@pp. 1977).

11 River East 2007 WL 2377383, at *4 ("By electing an optionpgay early, [the borrower] avoided
paying the $13 million in remaining interest payisetinat would have been due between 2003 and 2020,
and instead paid only $3.9 million.").
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made about a no call, which clearly is not an taléve performance” clause.
Unless breach of a no call leads to some harm égsidmages (for example, a
cross-default), such a breach puts the borrowdrdrsame position as a YMHA-e.,

it allows the borrower to pay current damagesHhdré are any) rather than future
interest. The Seventh Circuit's analysis, thegef@r persuasive insofar as it rejects
the notion that prepayment fees are necessarilydiéed damages clauses; it is less
persuasive, however, insofar as it distinguishéwden a YMF in particular from a
liquidated damages clause. Unlike a fixed prepayniee, which presents the
borrower with a "true option" other than breacle thption" presented by a YMF is
in substance no different from a breach.

Notwithstanding the apparent distinction betweenpfapayment fee clauses
that function as alternative performance optiond #m) those that function like
liuidated damages clauses, bankruptcy courts hgeaerally treatedall
prepayment fee clauses as liquidated damages slaugéhile most courts have
done so without comment, tieJ. Lanecourt specifically addressed and dismissed
the suggestion that a prepayment fee should beedieas an "alternative contract.”
It did so on two groundszirst, the court noted that "the courts of this couratng
England have regarded prepayment as a breach ofactiti*? "[ulnder a true
alternative contract," however, "performance doats of itself, constitute a breach
of the alternative promisé*® In other words, since a prepayment is necessarily
breach, it cannot be an alternative method of perdmce. Second the court
contended that, while an alternative contract ie onwhich "either alternative is
equally open to the promisof** prepayment imot equally open to the borrower as
payment over time; "if it were, the Debtor would have borrowed the money:*

The strength ofA.J. Lané first contention—namely, that prepayment is
necessarily a breach of contract—depends in tkeifistance on the vitality of the
perfect tender in time rule. While that rule renmithe law in some states,
including New York!* it has been rejected in othét§Even in jurisdictions that
accept the perfect tender rule, howeved. Lanés reliance on that rule as a basis to
treat any prepayment fee as a liquidated damageselis questionable. Carlyle
Apartments Joint Venture. AlG Life Insurance Cg?® the Court of Appeals of
Maryland construed a prepayment clause in a comatelwan agreement as

“21n re AJ. Lane Co., Inc., 113 B.R. 821, 827 (Bankr. D.skla1990) (citing Abbe v. Goodwin, 7 Conn.
37123(1829) and Brown v. Cole, 14 L.J. Ch. 167 (3845
Id.

114
Id

115 |d

116 SeeNw. Mut. Life Ins. Co. v. Uniondale Realty, 816 NSr2d 831, 835 (N.Y. Sup. Ct. 2006) (citing
Arthur v. Burkich, 131 A.D.2d 106, 107 (N.Y. App.wD 1987)) ("Under the perfect tender in time rale
mortgagor has no right to prepay a note priorgantturity date 'in the absence of a prepaymenselin
the mortgage or contrary statutory authority' andhsrule 'has been settled law since the early 19th
century.").

17 E g, Hatcher v. Rose, 407 S.E.2d 172, 177 (N.C. 199kyleS v. Burge, 789 S.W.2d 116, 119
(Mo. Ct. App. 1990); Mahoney v. Furches, 468 A.28 4Ba. 1983).

118635 A.2d 366 (Md. 1994).
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offering the borrower an alternative method of perfance rather than an amount
of damages to be paid in the event of breathAlthough recognizing that
Maryland law creates a default rule under whicloadwer does not have the right
to prepay, the court found that, where the pamigsout of that default rule by
agreeing to a prepayment fee, prepayment is ndireath" that would justify a
resort to the law of liquidated damagdé&sThe court dismissed the suggestion that a
prepaymentpermitted by contracis a breach as "Orwellian," concluding instead
that such prepayment is "contract-conforming” bseaihe parties have opted out
of the common law rule under which prepayment wdidda breacf?! The court's
basic point is hard to contest: If a loan agreenuemtains a provision permitting
prepayment on certain termsgitherof the alternative performances contemplated
by the contract is a breach. And if the prepaynubairge at issue is a true option,
the right to payment that it generates is not ariages" amount?

The Maryland court also addressed and reje&tddLané second argument—
that prepayment is not an option because it is"egtially open” to the borrower
upon entry into a loan agreement. The court caleduhat, even if "the possibility
of the borrower's actually exercising the optian ftepay] may seem remote at the
time the loan is made,” once a borrower "volunyanirepalys]' its debts
notwithstanding a prepayment fee, prepayment haarlgl become the "more
desirable" of the alternative performance optiondar the loan agreeme®t. This
argument too is hard to contest: Regardless of wengirepayment is undesirable at
the time of entry into a loan (which is itself gtiesable given that a borrower
would presumably prepay a loan with the proceeds oiew loan with slightly
better terms), prepayment becomes a "true optiooé dhe expected benefits from
prepayment are greater than the prepayment charge.cases in which a
prepayment charge is fixed and interest rates ablailto the borrower have
declined by more than that fixed amount, it is ag#rd to conceive of the right to
payment created by the prepayment clause as a {ge'hamount.

119 ike River EastCarlyle Apartmentstself involved a yield maintenance formula tiedtteasury rates.
SeeCarlyle Apartments635 A.2d at 366—67. The court did not consider Wwhetsuch a formula is
meaningfully different from a fixed fee.

12014, at 368 (citing West Raleigh Group v. Mass. MuteLiifis. Co., 809 F. Supp. 384, 391 (E.D.N.C.
1992) (rejecting premise that prepayment provisias liquidated damages clause because it "ignotie¢d]
fact that there has been no breach of contradtisncase; rather, [the borrower] is attempting dtumtarily
invoke a contract term—the privilege and optionpoépayment”);seeRiver East Plaza v. The Variable
Annuity Life Ins. Co., No. 06-3856, 2007 WL 2377388 *5 (7th Cir. Aug. 22, 2007) ("Certainly undary
ordinary view of the contract's unambiguous terths, prepayment is not a breach: the parties efplici
provided that River East would be allowed to prefay

121 carlyle Apartments635 A.2d at 36970 (specifically addressid. Lang.

122 The New York Supreme Court in thrthwesterrcase also treated a prepayment clause as an ;option
like the Maryland court, thBlorthwesterrcourt reasoned that "such a premium is not enfoasedjuidated
damages because there has been no breach of thagmsement, merely alternative performance wtsch i
intended to preserve the lender's income streayietst.” Nw. Mut. Life Ins. Co. v. Uniondale Realt$16
N.Y.S.2d 831, 835 (N.Y. Sup. Ct. 2006). Unlike Maryland court, however, the New York court did not
analyze the issue further.

123 Carlyle Apartmentss35 A.2d at 371-72.
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Finally, the Maryland court brushed aside Profe$3ale Whitman's argument
that, in the prepayment clause context, the diffeeebetween a clause providing for
liquidated damages and an alternative performataese is "entirely illusory™®*
The bases for this argument, as stated by Whitmenthat (i) "it is payment on
time, rather than early payment with a fee, thatlénder primarily desires and for
which the lender bargains" and (ii) "prepayment ncayse the lender substantial
damage, and the fee's obvious purpose is to comfeefsr that damagé?® For
Whitman, therefore, all prepayment fees are in tsuic® no different from
liquidated damages.

The shortcoming of Whitman's analysis is that, ttke Seventh Circuit iRiver
East (although with opposite results), Whitman groupls prepayment clauses
together. Whitman is probably correct that lendexge bargained for payment on
time and full expectancy damages when a prepaysianse, by estimating actual
damages, effectively deters refinancing. But waédender has given up the right to
collect full expectancy damages, and has insteagledgthat prepayment damages
will be capped at a certain percent of a loan,dhggestion that the parties have
agreed to a liquidated damages clause is uncomgncrhat suggestion is likewise
guestionable when the loan parties have agreedeXample, that the borrower's
debts may be repaid in the event of an asset shlesum, the contention that
prepayment clauses necessarily function to pratestream of payments through
the term of a loan does not comport with commermiattice.

Treating fixed prepayment fees as options avoidsnied to apply the law of
liquidated damages to such fees—an exercise thes dot yield sound results.
Under the Restatement of Contracts, "[dlamage®feach by either party may be
liquidated in the agreement but only at an amohat is reasonable in the light of
the anticipated or actual loss caused by the braadhthe difficulties of proof of
loss."™® There is some confusion in the case law as to hveehehe difficulty in
estimating damages is evaluated only as of entoytive contract or if the difficulty

124 SeeCarlyle Apartments635 A.2d at 373 (analyzing Whitmasypranote 1, at 888). IRiver Eastthe
Seventh Circuit likewise invoked Whitman's artidbeit downplayed his argument that prepayment ctause
are in substance no different from liquidated daesaglauses. The court of appeals focused instead on
language in Whitman's article suggesting that stdtave made a mess of liquidated damages law,
concluding based on that language that prepaynem# ére better analyzed as alternative performance
clausesSee also River East Plgz22007 WL 2377383, at *6.

125 Whitman, supranote 1, at 890. The Maryland court rejected Whitsiamalysis on the basis that it
"treats an economic objective as a covenant, aréatb reach that objective as a breach of contaact the
shortfall from that objective as damages for breafcbontract”; in other words, Whitman does notsseate
the economic purpose of prepayment clauses fromftivenal legal statusCarlyle Apartments635 A.2d at
372. Here, the court appears to dismiss Whitmamsitipn too quickly. Whitman's point is that theyde
status of prepayment clauses should be linked é& #rconomic purpose of protecting yield; to reject
Whitman's position because he treats prepaymerd beeach is to restate rather than respond to his
argument.

126 RESTATEMENT (SECOND) OF CONTRACTS § 356(1).SeeU.C.C. § 2-718(1) (2007).
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of measuring damages post-breach is also considférdthe cases that have
analyzed prepayment clauses, however, are faimgistent on this subject: They
focus on whether, as of entry into the agreemdmd, garties could reasonably
expect to be able to determine the lenders' logses prepaymenat the time of
breach'® While some cases, such @sited Merchantshold that lost yield cannot
be easily calculated at the time of breach, casels asA.J. Laneconclude that loan
parties can calculate their losses based on alstfaiward formula. Few of these
cases, however, take the view that the mere imipitissiof predicting, upon entry
into the loan agreement, whether interest rates nigé or decline means that
prepayment damages may be fixed at a sum that bearslation to the lenders'
actual losg?®

Since courts focus on whether damages are calewddiler a breach, they may
tolerate the use of liquidated damages clausessthmilify the accepted damages
formula (f they believe that damages under that formula ateasily calculable).
However, co