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INTRODUCTION

In October 1994, Congress enacted the Bankruptcy Reform Act of
1994 ("BRA"), a broad package of amendments to the Bankruptcy
Code. 1 The BRA includes important changes to the treatment of home
mortgages under Chapters 11 and 13. This Article examines the 1994
amendments regarding home mortgages.

More than half of individual debtors in bankruptcy are homeown-
ers with mortgages, and many debtors have not one, but two or three
mortgages.2 Yet most of these homeowners are determined to keep
their homes. Even in bankruptcy, however, debtors normally have to
pay their home mortgage lenders in full to keep the home. Six years
ago, three scholars observed:

In current bankruptcy policy, home ownership is not the pro-
tected status; mortgage lending is.... [I]n bankruptcy, all
creditors give up something .... Home mortgage lenders,
however, give up less .... 3

Special solicitude for the home mortgage lender has been premised on
the belief that such solicitude was necessary to keep home mortgage
funds flowing. 4

Prior to the BRA, home mortgage lenders enjoyed at least three
advantages. First, most creditors faced modification of their claims in
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1. The Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, 108 Stat. 4106
(1994).

2. TERESA A. SuLLrvAN, ELIZABETH WARREN, AND JAY L. WESTBROOK, As WE FOR-
GIVE OUR DEBTORS 141 (Oxford University Press 1989) [hereinafter SULLivAN, WARREN
& WESTBROOK].

3. Id.
4. Federal Land Bank of Louisville v. Glenn (In re Glenn), 760 F.2d 1428, 1434

(6th Cir. 1985), cert. denied, 474 U.S. 849 (1985). The United States Court of Appeals
for the Sixth Circuit stated, "Congress had to face the reality that ... every protection
Congress might grant a homeowner at the expense of the holders of security interests on
those homes would decrease the attractiveness of home mortgages as investment oppor-
tunities" and reduce the availability of home mortgage loans. Glenn, 760 F.2d at 1434.
See Grubbs v. Houston First Am. Say. Ass'n, 730 F.2d 236, 245-46 (5th Cir. 1984) (en
banc).
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reorganization, and, if undersecured, possible lien stripping. Home
mortgage lenders, by contrast, achieved virtual immunity from modifi-
cation and lien avoidance in Chapters 7 and 13. Second, in some juris-
dictions, debtors had to file bankruptcy petitions to fend off foreclosure
on a home earlier than to halt foreclosure on other property. Third,
home mortgage lenders were the principal, though not the only, bene-
ficiaries of a recent United States Supreme Court case requiring that
interest on arrearages be cured in bankruptcy.

The 1994 amendments do not fundamentally alter the rule that
home mortgage lenders give up less; in fact, the BRA extends the rule
by barring home mortgage modification in Chapter 11 and giving
mortgage lenders more control over interest rates on arrearages.
However, debtors make important gains as well. The Chapter 13 debt
ceiling is more than doubled, allowing more debtors to use Chapter
13's cure provisions. Time limits for initiating cure are extended, and
limited modification of mortgages with a short remaining term is
permitted.

This Article discusses under four headings the BRA provisions
relevant to home mortgages: 1) Chapter 13 debt limits, 2) treatment
of undersecured claims, 3) cure of defaults, and 4) interest rates on
cure. For each of these areas, this Article first reviews pre-BRA devel-
opments to show where these developments left the debtor and mort-
gage lender and, second, examines the changes the BRA makes. 5

I. RAISING THE ROOF IN CHAPTER 13

A. THE PROBLEM: Low CEILING

The first of the 1994 amendments addressed in this Article
changes Chapter 13's eligibility provisions. Since 1978, Chapter 13
had been open only to individuals and their spouses who had 1) a reg-
ular income, and 2) prepetition debts no greater than $100,000 un-
secured and $350,000 secured, not counting unliquidated or
contingent debts.6 If these figures were ample in 1978 to cover Chap-

5. For a discussion of the Bankruptcy Reform Act of 1994, see Arnold B. Cohen,
The 1994 Reform Act Amendments and the Home Mortgage, 4 J. BANKR. L. & PRAC. 443
(1995) (Professor Cohen's wonderful examples inspired my pale imitations); Alan R.
Resnick, How the Bankruptcy Act of 1994 Affects Secured Creditors and Mortgagees in
Business Cases, 28 UCC L.J. 91 (1995); Mary Jo Wiggins & Maj-Le Tate, Bankers to
Battle Stations! 5 Bus. L. TODAY 24 (Sept.-Oct. 1995); Janet A. Flaccus, A Potpourri of
Bankruptcy Changes: 1994 Bankruptcy Amendments, 47 ARK. L. REV. 817 (1994); Barry
L. Zaretsky, Real Estate Issues in the Code Amendments, 212 N.Y.L.J. 3 (Oct. 17, 1994).

6. 11 U.S.C. § 109(e)(1988). The pre-BRA version at § 109(e) provided in perti-
nent part:

Only an individual with regular income that owes, on the date of the filing of
the petition, noncontingent, liquidated, unsecured debts of less than $100,000
and noncontingent, liquidated, secured debts of less than $350,000, or an indi-
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ter 13's intended beneficiaries, inflation has since taken its toll. By
the early 1990s, many consumer debtors with sufficient disposable in-
come to succeed in Chapter 13 found themselves ineligible for Chapter
13 because they had too much debt. This was especially true on both
coasts, where high housing costs meant very sizable mortgage debts.7

Several adverse consequences flowed from the low debt limits.
First, increasing numbers of consumer debtors wanting to save their
homes were not able to do so in Chapter 13. Those debtors with too
much debt for Chapter 13 had to choose between liquidating in Chap-
ter 7 or trying to reorganize in Chapter 11. These choices were often
disadvantageous to both debtors and creditors. Over 90% of consumer
Chapter 7 cases are no-asset cases in which general creditors receive
nothing. Thus, pushing more debtors into Chapter 7 might not help
creditors.

Debtors also encounter additional problems in Chapter 7. Chap-
ter 7 debtors with disposable income may face dismissal under section
707(b) for "substantial abuse."8 Further, Chapter 7, unlike Chapter
13, gives the debtor no right to cure defaults and reinstate regular
payments on long-term debts. While reaffirmation, or even just keep-
ing the checks in the mail, may allow a Chapter 7 debtor to keep the
debtor's home in and after bankruptcy, that determination depends on
the creditor's consent. For debtors in default on the home mortgage,
consent may not be forthcoming. Chapter 11 is also disadvantageous;
its complex procedures mean added expense for debtors and creditors
alike and make successful reorganization less likely for consumers. 9

vidual with regular income and such individual's spouse... [whose combined
debts do not exceed the foregoing figures] may be a debtor under Chapter 13 of
this title.

Id.
7. For example, the median price of owner-occupied single-family housing units

reached $487,000 in New York City and $298,000 in San Francisco by 1990, almost five
years before the passage of the BRA. See 1994 CrrY AND CouNTY DATA BOOK, U.S. Dept.
of Commerce, Top 25 County Ranking by Selected Subject (12th ed. 1994).

8. See, e.g., In re Walton, 866 F.2d 981, 984 (8th Cir. 1989) (noting that a crucial
factor in determining "substantial abuse" was whether a debtor's income could fund a
repayment plan under Chapter 13); In re Fitzgerald, 155 B.R. 711 (Bankr. W.D. Tex.
1993). For a criticism of the "substantial abuse" standard, see Wayne Wells, Janell
Kurtz & Robert Calhoun, The Implementation of Bankruptcy Code Section 707(b): The
Law and the Reality, 39 CLEV. ST. L. REv. 15 (1991).

9. See Toibb v. Radloff, 501 U.S. 157 (1991) (stating that individual debtors not
engaged in business are eligible to file in Chapter 11). Even if eligible for Chapter 13,
some debtors preferred Chapter 11 because: 1) before the 1994 amendments, stripping
the lien on undersecured home mortgages was allowed in Chapter 11; and 2) Chapter
11, unlike Chapter 13, does not require the debtor to devote all disposable income to the
plan. Compare 11 U.S.C. § 1129 (1994) (not requiring the debtor to devote all disposa-
ble income to the plan) with 11 U.S.C. § 1325(b) (1994) (requiring debtor to devote all
disposable income to the plan).
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Another regrettable result of the low ceilings in Chapter 13 was
wasteful litigation over classification of debt. Where a debtor's eligi-
bility was challenged on debt limit grounds, the bankruptcy court's
time was spent litigating which debts were sufficiently liquidated and
noncontingent and how much was of the debt secured and unsecured
for purposes of Chapter 13 eligibility.10

B. THE STATUTORY SOLUTION: RAISE THE ROOF

Congress' solution to the low ceiling in Chapter 13 was to raise
the roof, more than doubling the Chapter 13 debt limits to $1 million
dollars - $250,000 unsecured debts and $750,000 secured debts."
To avoid future obsolescence through inflation, these dollar figures
were tied to the Consumer Price Index. The recent amendment ad-
justs the figures every three years without the need for congressional
attention. 12

10. For purposes of Chapter 13 eligibility, a debt is treated as secured only to the
extent of the value of the collateral; the rest is unsecured. See In re Ballard, 4 B.R. 271,
275 (Bankr. E.D. Va. 1980).

A debt is contingent if the debtor's legal duty to pay "does not come into existence
until triggered by the occurrence of a future event" that was reasonably within the pre-
sumed contemplation of the parties at the time the original relationship between the
parties was created. In re All Media Properties, Inc., 5 B.R. 126, 133 (Bankr. S.D. Tex.
1980), aff'd, 646 F.2d 193 (5th Cir. 1981) (per curiam).

"A debt is liquidated if it is capable of ready determination and precision in compu-
tation of the amount due," In re Nicholes, 184 B.R. 82, 89 (9th Cir. 1995); Fostvedt v.
Dow (In re Fostvedt), 823 F.2d 305, 306 (9th Cir. 1987).

11. 11. U.S.C. § 109(e)(1994). Section 109(e) provides in pertinent part:
(e) only an individual with regular income that owes, on the date of the filing of
the petition, noncontingent, liquidated, unsecured debts of less than $250,000
and noncontingent, liquidated, secured debts of less than $750,000, or an indi-
vidual with regular income and such individual's spouse... that owe, on the
date of the filing of the petition [total debts not exceeding the preceding figures]
may be a debtor under Chapter 13 of this title.

Id.
12. 11 U.S.C. § 104(b)(1) (1994). Section 104(b)(1) provides in pertinent part:
On April 1, 1998, and at each 3-year interval ending on April 1 thereafter, each
dollar amount in effect under sections 109(e), 303(b), 507(a), 522(d) and 523
(a)(2)(C) immediately before such April 1 shall be adjusted -

(A) to reflect the change in the Consumer Price Index for All Urban Con-
sumers, published by the Department of Labor, for the most recent 3-year pe-
riod ending immediately before January 1 preceding such April 1, and

(B) to round to the nearest $25 the dollar amount that represents such
change.

Id.
The BRA doubled the federal homestead exemption from $7500 to $15,000, or

$30,000 in a joint case. 11 U.S.C. § 522(d)(1) (1994). This exemption, along with the
federal bankruptcy exemptions, § 522(d), is subject to automatic adjustment under
§ 104(b)(1). 11 U.S.C. § 104(b)(1) (1994).

While most states have opted out of the federal exemptions, changes to those ex-
emptions may spur similar revisions to state exemptions. For example, a Nebraska
State Bar Association Committee is redrafting that state's exemptions and will likely
propose an automatic escalator clause like that of the BRA.
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The new debt limits are effective for cases filed after October 4,
1994.13

The text of this amendment does not mention home mortgages,
and the House Report accompanying the bill says only that the intent
was to encourage more debtors to choose Chapter 13 over Chapter 7
because "[cireditors generally benefit when a debtor elects Chapter
13."14 However, the higher ceiling will clearly help consumer debtors
with large home mortgages, especially those in default who need
Chapter 13's cure provisions.

A few caveats are in order at this juncture. First, even though
debtors with a much greater debt load may now enter Chapter 13,
these debtors are not granted additional time to handle their debt, and
the Chapter 13 failure rate was very high even under the old debt
limits. 15 Second, courts may now be even more willing to use a section
707(b) dismissal for substantial abuse against higher income debtors,
because those debtors may now elect Chapter 13 as well as Chapter
11.16

This amendment does not seem to raise new interpretive ques-
tions, and the more generous limits should reduce, though not elimi-
nate, debt classification litigation for Chapter 13 eligibility purposes.
Existing case law remains relevant in this area.

13. Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, § 702, 108 Stat. 4106
(codified as amended at 11 U.S.C. § 101 (1994)). Section 702 of the BRA provides, with
exceptions not relevant to Chapter 13's debt ceilings, that "the amendments made by
this Act shall not apply with respect to cases commenced under Title 11 ... before the
date of the enactment of this Act." Id.

This would seem to make the new Chapter 13 debt ceilings unavailable to debtors
who filed under Chapters 7 or 11 before the BRA but who wish to convert to Chapter 13
after Oct. 4, 1994.

14. See H.R. 5116, 103rd Cong., 2d Sess. (1994); 140 CONG. REC. H10764, H10765
(daily ed. Oct. 4, 1994) (statement of Rep. Brooks).

15. See, e.g., William Whitford, The Ideal of Individualized Justice: Consumer
Bankruptcy as Consumer Protection, and Consumer Protection in Consumer Bank-
ruptcy, 68 AM. BANKR. L.J. 397, 410-12 (1994); Jean Braucher, Lawyers and Consumer
Bankruptcy: One Code, Many Cultures, 67 AM. BANKR. L.J. 501, 534-37 (1993); SULLI-
VAN, WARREN & WESTBROOK, supra note 2, at 215. On a national basis, a recent study
found that only 31% of Chapter 13 cases filed ended successfully with the debtor com-
pleting all payments under a confirmed plan. Id. Some districts, including Nebraska,
have relatively high success rates for Chapter 13. Id. However, many of these districts
may routinely confirm Chapter 13 plans paying very little to unsecured creditors. The
disappointing success rate has led some to call for substantial changes to Chapter 13.

16. Cf. In re Mastroeni, 56 B.R. 456 (Bankr. S.D.N.Y. 1985) (finding that substan-
tial abuse did not exist when a Chapter 7 debtor was not eligible for Chapter 13 because
of high debts).
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II. STRIPPING LIENS ON UNDERSECURED CLAIMS:
CATCHING THE LENDER WITH HIS EQUITY DOWN

Home mortgage lien stripping has been a bankruptcy battle-
ground in recent years. Many home mortgages are undersecured -
some from the outset, usually junior liens, and others due to subse-
quent, possibly temporary, declines in property values. As a general
rule, the Bankruptcy Code reflects economic reality by dividing, or "bi-
furcating," undersecured claims into two parts: 1) a secured claim
equal to the value of the collateral, and 2) an unsecured claim for the
balance of the debt.17

Let's look at an example of an undersecured claim and how it
might be stripped in a bankruptcy reorganization:

EXAMPLE ONE
Ron and Rhonda Redfern bought Property X for

$150,000 in 1988. After a $30,000 downpayment, the
Redferns borrowed the $120,000 balance and gave
Lender a security interest in Property X. The loan was
payable in monthly installments of $1,053.09 over
thirty years.

In 1991, after three years of timely payments, Ron's
severe illness interrupted the Redferns' income, and
they missed several payments. Lender has initiated re-
plevin or foreclosure. Property X, by 1991, had a fair
value of only $40,000. The unpaid principal of the loan
was $117,781.98.18
If Property X is forty bushels of bubblegum, an antique car collec-

tion, a small office building, a vacation condominium, or anything
other than Ron and Rhonda's principal residence, the filing of a peti-
tion in Chapters 11 or 13 will give the debtors expansive powers to
deal with Lender and to retain Property X. First, even if Lender has a
judgment of foreclosure or possession in replevin but has not yet sold
the property, a bankruptcy petition will be in time to stop the sale,
effectively giving Ron and Rhonda time to negotiate with Lender and
to propose a plan of reorganization under which they will keep Prop-
erty X.19 Second, in Chapters 11 and 13 and to a much more limited
extent Chapter 7, debtors may be able to force Lender to sell the prop-

17. See 11 U.S.C. § 506(a) (1994); see infra note 23.
18. This example is based, loosely, on the facts of Dewsnup v. Timm, 502 U.S. 410

(1992).
19. 11 U.S.C. § 362(a) (1994). The automatic stay will halt foreclosure and sale

regarding any property. United States v. Whiting Pools, Inc., 462 U.S. 198 (1983). The
normal lien stripping powers in reorganization will allow the claim to be modified under
the plan, or, if the term is long enough, allow payments to continue even after the plan
in Chapter 13. See 11 U.S.C. § 1322(b)(5) (1994).
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erty to them for its current fair market value free and clear of liens,
rather than for the full unpaid balance of the debt.20

Lender will be treated as having a secured claim of $40,000 and
an unsecured claim for the remaining $77,781.98. Debtors may free
Property X from the security interest and become its owners free and
clear by paying Lender only the present value of the secured claim.
They could do this in Chapter 13 over five years at say 9% with
monthly payments of only $830.33. Lender's unsecured claim would
be paid, if at all, only by the same percentage due to other general
creditors.

21

Reorganization would enable Ron and Rhonda to keep Property X
by reducing both the monthly payment (down almost $200) and the
term (down to five years with twenty-seven years yet to go). They
have saved $77,781.98 in principal and many thousands more in
interest.22

There are many justifications for such treatment of undersecured
claims. First, claim biffircation merely reflects economic realities that
predated and were not created by bankruptcy. The creditor was un-
dersecured regardless of bankruptcy. If the creditor went ahead with
foreclosure, the creditor could recover only the value of the collateral,
at least in the near term, and would be left with an unsecured claim
for the deficiency. To bifurcate and then pay off the creditor in install-
ments, with a present value equal to the collateral's value, gives the
creditor the economic equivalent of foreclosure while benefitting the
debtor.

Second, bifurcation promotes equality of treatment among simi-
larly situated creditors. Undersecured creditors are, to the extent of
the deficiency, unsecured in fact and should be treated as such in law.
Allowing undersecured creditors to extract extra dollars from the es-
tate merely because they took a partly or mostly unsecured security
interest gives these undersecured creditors an unfair share of the as-
sets of the estate. In effect, some undersecured creditors would get a
larger piece of the pie than other undersecured creditors.

20. 11 U.S.C. §§ 1325(A)(5), 1129(A)(7) (1994). In Chapter 7, forced sale at collat-
eral value is available under § 722, which does not reach real estate. 11 U.S.C. § 722
(1994).

21. 11 U.S.C. § 1325(a)(4) (1994) (stating that, in Chapter 13, the unsecured por-
tion of an undersecured claim must be paid at the same percentage as if debtor had filed
a Chapter 7). Often, this percentage is zero. Chapter 13 also requires, in most cases,
that the debtor pay into the plan all his disposable income; however, most or all of this
disposable income may be used to pay secured and priority claims. 11 U.S.C. § 1325(b)
(1994).

22. The loan amortization figures used in Examples One through Five in this Arti-
cle were calculated and cross-checked using computer programs FSTBUCKS and
TVALUE.
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Third, not bifurcating would promote the taking of collateral for
its hostage value rather than as a true secondary source of repayment.
If the lien of an undersecured claim could not be reduced in bank-
ruptcy to the collateral value, then creditors would have incentive to
take a security interest in whatever property the debtor valued -

even if that property had little resale value or was already heavily
encumbered. The lien has value to the creditor, not because reposses-
sion and resale would bring any real recovery, but because the mere
threat of those acts might lead the debtor to heroic efforts to pay one
creditor instead of another, especially unsecured creditors.

A. BuT CAN You Do THAT TO THE HOME MORTGAGE LENDER?

Suppose Property X in Example One was Ron and Rhonda's prin-
cipal residence. Let's see how that changes the outcome.

For reasons ranging from recession to changes in lending prac-
tices, some home mortgage lenders in the late 1980s and early 1990s
found their portfolios full of undersecured home mortgages. Often the
debtors on such loans were in bankruptcy. In many cases, both debtor
and creditor expected the home to rise in value relatively soon, and
each side tried to capture that increase. Debtors aimed the weapon of
lien stripping at their undersecured home mortgages, primarily in
Chapters 7 and 13.

B. HOME MORTGAGE LIEN STRIPPING IN CHAPTER 7: THE DEwsNUP
DILEMMA

Let's follow developments in Chapter 7 first. In Chapter 7, if the
creditor's post-bankruptcy lien could be limited to the home's value at
time of bankruptcy, several advantages would accrue to the debtor.
First, if property values rose before a foreclosure sale, the creditor
would be entitled to only the proceeds that equaled the home's value
set in bankruptcy; any more would belong to the debtor. Second, if the
debtor wanted to keep the home, the limits on the creditor's lien gave
the debtor leverage to negotiate refinancing at less than the full un-
paid balance.

Section 506 was the statutory basis for Chapter 7 lien stripping.
Subsection (a) of section 506 clearly mandates dividing an under-
secured claim into an allowed secured claim and an allowed unsecured
claim, defining those terms in relation to the value of the collateral. 2 3

The second crucial step in Chapter 7 lien stripping is to avoid the lien

23. 11 U.S.C. § 506(a) (1994). Section 506(a) provides in pertinent part:
(a) An allowed claim of a creditor secured by a lien on property in which the
estate has an interest.... is a secured claim to the extent of the value of such
creditor's interest in the estate's interest in such property, . . . and is an un-
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to the extent that the lien exceeded the collateral's value. The power
to do this, according to some debtors' attorneys, lay in subsection (d) of
section 506, which provides, "To the extent that a lien secures a claim
against the debtor that is not an allowed secured claim, such lien is
void .... "24

Because subsection (a) describes "allowed secured claim" as ex-
cluding the part of any debt not actually backed by collateral value,
one could reasonably argue that use of the same three words in sub-
section (d) carried the same meaning. Thus, some claimed that sub-
section (d) authorized voiding the lien to the extent the lien was
undersecured. The lien could be stripped down to collateral value.

Many courts, including the United States Courts of Appeals for
the Third and Eleventh Circuits, accepted this argument in Chapter 7
cases.25 However, the mortgage loan industry mounted a powerful,
and eventually successful, defense. In 1992, the United States
Supreme Court decided the case of Dewsnup v. TinmM. 2 6 Mr. and Mrs.
Dewsnup, Chapter 7 debtors, owed $120,000 to their mortgagee on
Utah real estate valued at only $40,000 and sought to limit their
lender's post-bankruptcy lien to that amount.

In a 6-2 opinion written by Justice Harry A. Blackmun, the
United States Supreme Court held that, on these facts, lien stripping
was not authorized by section 506(d). To reach that result, the
Supreme Court adopted the lender's view that the phrase "allowed se-
cured claim" used in 506(d) was "not . . .an indivisible term of art
defined by reference to 506(a).... Rather the words should be read
term-by-term to refer to any claim that is, first, allowed, and, second,
secured."2 7Because this claim had been allowed and the underlying
debt was partly secured, the claim, in the Court's view, was both al-
lowed and secured so as to bar avoidance under section 506(d).28

The Court departed from the plain language of the Bankruptcy
Code, stating that section 506 was ambiguous, therefore justifying a
study of the legislative history and the pre-Code practice under the old
Bankruptcy Act of 1898.29 The Court found that pre-Code practice

secured claim to the extent that the value of such creditor's interest.., is less
than the amount of such allowed claim....

Id. See United States v. Ron Pair Enter., Inc., 489 U.S. 235, 235 n.3 (1989) (approving
claim bifurcation).

24. 11 U.S.C. § 506(d) (1994).
25. See, e.g., Gaglia v. First Fed. Say. & Loan Ass'n, 889 F.2d 1304, 1306-11 (3rd

Cir. 1989); In re Folendore, 862 F.2d 1537, 1539 (11th Cir. 1989) (stating that lien strip-
ping under § 506 is the majority view).

26. 502 U.S. 410 (1992).
27. Dewsnup v. Timm, 502 U.S. 410, 415 (1992).
28. Dewsnup, 502 U.S. at 417.
29. Id. at 417-18.
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was to leave the lien attached to the collateral for the full amount of
the debt in liquidation bankruptcy. The Court noted that the legisla-
tive history was silent as to any intent to change that practice. From
that silence, the Court presumed a congressional intent to continue
prior practice. 30

Justice Antonin Scalia, joined by Justice David H. Souter, dis-
sented. In this dissenting opinion, Justice Scalia argued that "allowed
secured claim" had the same meaning in all subparts of section 506
and, indeed, throughout the Bankruptcy Code. Justice Scalia was es-
pecially critical of the majority's reliance on pre-Code practice where
"the statutory language plainly reveals Congress' intent to alter pre-
Code regimes."31

The Court in Dewsnup slammed the door on lien stripping in
Chapter 7. In Chapter 7, the Court stated that "[the] creditor's lien
stays with the real property until the foreclosure .... Any increase
over the judicially determined valuation during bankruptcy rightly ac-
crues to the benefit of the creditor .... -32

Returning to Example One, the Dewsnup decision indicates that,
when the stay is lifted after Ron and Rhonda's Chapter 7, Property X
is still encumbered by a lien for the full unpaid balance of $117,781.98.
Ron and Rhonda's personal liability for the debt will have been dis-
charged, but Lender's in rem rights remain in full as a lien on Prop-
erty X. Debtors can retain their home only if Lender agrees, and the
price of that agreement will likely be reaffirmation for more than the
property's bankruptcy valuation. Unless Property Xs value rebounds,
however, foreclosure will not net Lender more than $40,000. This
gives Ron and Rhonda leverage to push the price of reaffirmation be-
low the unpaid balance.

C. HOME MORTGAGE LIEN STRIPPING IN CHAPTER 13: NIPPED BY

NOBELMAN

After Dewsnup, the focus shifted from Chapter 7 to the reorgani-
zation chapters, which are premised on allowing the debtor to keep
the property and to pay debts out of ongoing income. In reorganiza-
tion chapters, liens normally are stripped down to collateral value.
The debtor then "buys" the collateral from the creditor by repaying,
over the life of the plan, only the amount of the secured claim.

30. Id. at 419-29.
31. Id. at 432-33 (Scalia, J., dissenting). See Margaret Howard, Dewsnupping the

Bankruptcy Code, 1 J. BANKR. L. & PRAc. 513, 524-29 (1992) (criticizing the Court's
reading of pre-Code history).

32. Dewsnup, 502 U.S. at 417.
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In Chapter 13, there were two barriers to using. this technique to
guard against foreclosure on the family home. First, Chapter 13 con-
tains an express "no modification" rule for home mortgages, and, sec-
ond, it was unclear whether Dewsnup barred lien stripping beyond
Chapter 7.

D. CHAPTER 13's No MODIFICATION TO THE HOME MORTGAGE
CLAUSE

Section 1322(b)(2) allows Chapter 13 plans to "modify the rights
of holders of secured claims, other than a claim secured only by a se-
curity interest in real property that is the debtor's principal
residence. . .. "33

Section 1322(b)(5) provides an important exception to the no mod-
ification rule. "Notwithstanding paragraph (2) of subsection (b)," this
section allows the plan to "provide for the curing of any default.., and
maintenance of payments while the case is pending on any ... claim
on which the last payment is due after the date on- which the final
payment under the plan is due."34 Long-term debts cured under sec-
tion 1322(b)(5) are excepted from the Chapter 13 discharge awarded to
a debtor who successfully makes all payments under a confirmed
plan.35

Debtors and their counsel soon found ways to limit the no modifi-
cation rule in Chapter 13. Some loans were declared outside the rule's
reach for the following reasons: 1) there was collateral in addition to
"real estate that is the debtor's principal residence",36 and 2) senior
liens used up all collateral value, so the junior lien was not "se-
cured."37 Some courts found that section 1322(b)(2) was intended to

33. 11 U.S.C. § 1322(b)(2) (1994) (emphasis added).
34. 11 U.S.C. § 1322(b)(5) (1994).
35. See 11 U.S.C. § 1328(a) (1994). Section 1328(a) provides in pertinent part:
(a) As soon as practicable after completion by the debtor of all payments under
the plan.... the court shall grant the debtor a discharge of all debts provided
for by the plan. . . , except any debt -

(1) provided for under section 1322(b)(5) of this title; ....
Id.

36. See, e.g., Hammond v. Commonwealth Mortgage Corp. of Am. (In re Ham-
mond), 27 F.3d 52 (3rd Cir. 1994); Sapos v. Provident Inst. Say. in Town of Boston, 967
F.2d 918 (3rd Cir. 1992); Wilson v. Commonwealth Mortgage Corp., 895 F.2d 123 (3rd
Cir. 1990); In re French, 174 B.R. 1 (Bankr. D. Mass. 1994). See also, David J. Jesual-
itis, Lien Stripping After Nobelman v. American Savings Bank: What is "Additional
Collateral"?, 32 Hous. L. REV. 201-30 (1995); Mary Jo Wiggins & Mgj-Le Tate, Bankers
to Battle Stations!, 5 Bus. L. TODAY 24, 28 (Sept.-Oct. 1995).

37. See infra note 43. The number of totally underwater "secured loans" may be
growing for reasons unrelated to recession. For example, Professor Douglas Baird notes
that tax considerations encourage taking a lien on the debtor's residence even if there is
no equity to support it. DOUGLAS G. BAmn, ThE ELEMENTs OF BAiRui-rcy 59 (2d ed.
1993). After the 1986 tax reforms, "interest on loans secured by the debtor's principal
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protect only the long-term residential loan industry and therefore ex-
cluded junior liens held by personal finance companies from its
protection.

3 8

For liens squarely within the no modification clause, a more direct
tactic was used; namely, the claim that lien stripping was not prohib-
ited by section 1322(b). Some argued that the words "secured claim"
in the no modification rule meant the same as "allowed secured claim"
in section 506(a), so that a lien on the debtor's principal residence was
protected from modification only if and to the extent that the lien was
in fact secured. Unsecured portions were simply outside the scope of
1322(b)(2)'s protection. Eventually four circuit courts of appeal agreed
that section 1322(b)(2)'s no modification clause did not bar strip-down
of an undersecured mortgage.3 9 In the view of these courts, all that
section 1322(b)(2) required was that the debtor continue making the
regular monthly payments. Of course, where the claim had been sub-
stantially undersecured, those payments could cease much earlier, as
soon as the debtor had paid off only the allowed secured claim. Re-
member Example One, where strip-down to current collateral value
would have shortened the remaining term from twenty-seven years to
five years.

This issue came before the United States Supreme Court in 1993
in Nobelman v. American Savings Bank.40 Mr. and Mrs Nobelman's
condominium, valued at an "uncontroverted" $23,500, was subject to a
purchase money mortgage of $71,000. Debtors proposed to strip the

residence remained ... deductible ... while interest on other consumer loans did not."
Id.

38. See, e.g., In re Shaffer, 84 B.R. 63 (Bankr. W.D. Va. 1988), aff'd in part, re-
manded in part, 116 B.R. 60 (Bankr. W.D. Va. 1988). The court discussed the problem
as follows:

[T]he purpose of Section 1322(b)(2) is to protect the long-term home mort-
gage industry. Junior liens are not thought to be protected.

Although the legislative history is silent, the plain intent of the exception
is to provide stability to the long-term home financing industry and market. It
is to specifically protect institutional lenders engaged only in providing long-
term home mortgage financing and not to lenders primarily engaged in con-
sumer or other areas of financing but who take security interests in a residence
or homestead to secure non-home financing debts.

Id. at 65.
See Hougland v. Lomas & Nettleton Co. (In re Hougland), 886 F.2d 1182 (9th Cir.

1989) (citing In re Shaffer, 84 B.R. 63 (Bankr. W.D. Va. 1988)); In re Williams, 109 B.R.
36 (Bankr. E.D.N.Y. 1989); In re Morphis, 30 B.R. 589, 592 (Bankr. N.D. Ala. 1983); In
re Neal, 10 B.R. 535 (Bankr. S.D. Ohio 1981). Contra In re Bradshaw, 56 B.R. 742 (S.D.
Ohio 1985); In re Stratton, 30 B.R. 44 (Bankr. W.D. Mich. 1983).

39. Wilson v. Commonwealth Mortgage Corp., 895 F.2d 123, 127 (3d Cir. 1990);
Hougland v. Lomas & Nettleton Co. (In re Houghland), 886 F.2d 1182 (9th Cir. 1989);
Hart v. Hart (In re Hart), 923 F.2d 1410 (10th Cir. 1991); Bellamy v. Federal Home
Loan Mortgage Co. (In re Bellamy), 962 F.2d 176, 180-81 (2d Cir. 1992) (holding that
Dewsnup did not bar lien stripping in Chapter 13).

40. 113 S. Ct. 2106 (1993).
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lien down to a $23,500 secured claim on which the debtors would con-
tinue payments. No payments would be made on the unsecured
balance.

The Supreme Court, in an opinion by Justice Clarence Thomas,
rejected the view that such treatment was allowed by section
1322(b)(2)'s "no modification" clause. Justice Thomas began by admit-
ting that, for purposes of Chapter 13, section 506(a) limited the value
of the mortgagee's secured claim to $23,500. However, Justice
Thomas stated that section 1322(b)(2) did not focus on a creditor's
"claim" so much as on the creditor's "rights."41 The bank was the
holder of a secured claim on the debtor's residence, and even though
that claim was limited in amount, the "rights" the bank enjoyed as a
mortgagee were not limited by that amount. The bank's rights, which
may not be modified:

are reflected in the relevant mortgage instruments.... They
include the right to repayment of the principal in monthly in-
stallments over a fixed term at specified adjustable rates of
interest, the right to retain the lien until the debt is paid off,
the right to accelerate the loan upon default and to proceed
against petitioner's residence by foreclosure and public sale,
and the right to bring an action to recover any deficiency re-
maining after foreclosure. These are the rights that were
"bargained for... ," and are rights protected from modifica-
tion by [slec. 1322(b)(2). 42

Justice Thomas' broad recitation of the unmodifiable rights of the
home mortgage lender clearly barred lien stripping for senior home
mortgages within section 1322(b)(2)'s "no modification" clause. The
Court did not discuss junior liens; however, the opinion's general lan-
guage could sweep junior liens into section 1322(b)(2)'s protection. 43

Because Nobelman was based on Chapter 13's no modification clause
rather than on Dewsnup, Nobelman left Dewsnup's reach uncertain.
For liens outside the no modification clause and home mortgages in
Chapter 11 that lack a "no modification to the home mortgage" provi-
sion, Dewsnup left doubts as to lien stripping.

41. Nobleman v. American Sav. Bank, 113 S. Ct. 2106, 2109-10 (1993).
42. Nobleman, 113 S. Ct. at 2110 (citations omitted).
43. A number of courts, even after Nobelman, have allowed lien stripping on

wholly undersecured liens on the debtor's principal residence on the basis that a com-
pletely undersecured debt is not "secured" within the meaning of § 1322(b)(2). See, e.g.,
In re Williams, 161 B.R. 27, 29 (Bankr. E.D. Ky. 1993); In re Hornes, 160 B.R. 709, 713-
16 (Bankr. D. Conn. 1993); In re Plouffe, 157 B.R. 198, 199-200 (Bankr. D. Conn. 1993);
In re Kidd, 161 B.R. 769, 770-71 (Bankr. E.D.N.C. 1993); In re Lee, 161 B.R. 271, 272-74
(Bankr. W.D. Okla. 1993); In re Brown, 1993 WL 544385, at *1-2 (Bankr. E.D.N.C.
1993).
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E. THE DEWSNUP PENUMBRA - WOULD IT SPREAD TO RE-
ORGANIZATION?

The three little words dealt with in Dewsnup, "allowed secured
claim," are used throughout the reorganization chapters. Dewsnup
raised the possibility that previously well accepted meanings may not
survive. Justice Harry A. Blackmun in Dewsnup gave little express
guidance; for example, one cryptic footnote states that "we express no
opinion as to whether the words 'allowed secured claim' have different
meanings in other provisions of the Bankruptcy Code." 44

Even before Nobelman, courts wrestled with Dewsnup's possible
extension to Chapter 11. After Nobelman, more undersecured home
mortgage cases found their way into Chapter 11 because it did not
have a no modification clause. Initially, a few lower courts held that
section 506 must apply the same way in all chapters, so that if lien
avoidance was barred in Chapter 7, it must be barred in reorganiza-
tion as well. 45 Other better reasoned decisions, however, such as
Wade v. Bradford46 from the United States Court of Appeals for the
Tenth Circuit and Dever v. Internal Revenue Service,47 held that
Dewsnup could not be imported into the reorganization chapters. 48

These cases noted that the United States Supreme Court in Dewsnup
had considered only liquidation in its discussion of the statute, legisla-
tive history, and pre-Code practice and that Dewsnup had taken pains
to make clear that reorganization was a question not reached.49

These courts stated that, at least in Chapter 11 statutory context, leg-
islative history and established practice all clearly supported lien
stripping.

50

In Dever, a married couple first filed a Chapter 7 and sought to
strip $140,000 in tax liens from their home, which was encumbered by
three deeds of trust. Their case was still pending when the Supreme

44. Dewsnup, 502 U.S. at 417 n.3.
45. See Taffi v. United States (In re Taffi), 144 B.R. 105, 114 (Bankr. C.D. Cal

1992), rev'd on other grounds, 1993 WL 558844 (C.D. Cal. 1993), aff'd in part, rev'd in
part, 1995 WL 592800 (9th Cir. 1995) (stating that Dewsnup governs even in Chapter 11
because § 506(a) has the same meaning in all chapters); Blue Pacific Car Wash, Inc. v.
St. Croix (In re Blue Pacific Car Wash), 150 B.R. 434, 435 (W.D. Wis. 1992) (discussing
the unreasonableness of applying different meanings to § 506 in Chapters 7 and 11).

46. 39 F.3d 1126 (10th Cir. 1994).
47. 164 B.R. 132 (Bankr. C.D. Cal. 1994).
48. Wade v. Bradford, 39 F.3d 1126, 1129 (10th Cir. 1994); Dever v. Internal Reve-

nue Serv. (In re Dever), 164 B.R. 132, 141-46 (Bankr. C.D. Cal. 1994); see 680 Fifth Ave.
Assocs. v. Mutual Benefit Life Ins. Co. (In re 680 Fifth Ave. Assocs.), 156 B.R. 726, 732
(Bankr. S.D.N.Y. 1993); Gibbons v. Opechee Distribs., Inc. (In re Gibbons), 164 B.R. 717,
718-19 (Bankr. D.N.H. 1993); In re Jones, 152 B.R. 155, 172-75 (Bankr. E.D. Mich.
1993); In re Butler, 139 B.R. 258, 259 (Bankr. E.D. Okla. 1992).

49. See Wade, 39 F.3d at 1128; Dever, 164 B.R. at 137.
50. Wade, 39 F.3d at 1128; Dever, 164 B.R. at 137.
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Court's decision in Dewsnup was handed down. The Devers promptly
converted their case to Chapter 11 to escape Dewsnup. Their debts
were too high to convert to Chapter 13. The Nobelman case was de-
cided after conversion but before the bankruptcy court ruled on confir-
mation of the Devers' plan.51

After a detailed review of lien stripping in Chapters 7, 11, 12, and
13, the court in Dever concluded that lien stripping was central to re-
organization and that sections 1129 and 1111(b) could not be read sen-
sibly if lien stripping were prohibited.5 2 The court explained:

Modifying the rights and interests of secured creditors is at
the heart of most reorganizations. Many Chapter 11 cases
would be pointless . . . if debtors could not reduce secured
debt on property that had declined in value.... To hold that
debtors remain burdened by exactly the same liens after con-
firmation as before, would radically change life as we know it
in Chapter 11 cases.53

The Dever court recognized the anomaly of allowing debtors to
"achieve opposite results merely by the tactic of converting a case from
Chapter 7 to Chapter 11 and doing a liquidating plan."54 But the
Dever court found it "even harder to envision Chapter 11 without lien-
stripping powers."55 The court confirmed the plan that stripped down
the tax liens on the debtors' home.

After Dewsnup and Nobelman but before the BRA, a debtor's op-
tions for dealing with the home mortgage lender were clearly limited.
First, the debtor could opt for Chapter 11, which did not then contain
a no modification clause and where strip down was still a possibility.
While Chapter 11 is much more complex and expensive than Chapters
7 and 13 with creditors getting to vote on the plan, the savings from
stripping a substantially undersecured mortgage might offset the
disadvantages.

If the debtor chose Chapter 7, the creditor's lien survived for the
full amount of the debt. Only if the creditor agreed might the debtor
retain the home after the stay was lifted. Where the debtor was not
seriously in default, the creditor would likely allow reaffirmation or
even retention without a formal reaffirmation so long as the checks
kept rolling in on schedule. 56

51. Dever, 164 B.R. at 134.
52. Id. at 145.
53. Id. at 143.
54. Id. at 145.
55. Id.
56. The secured creditor need not agree to a reaffirmation and instead, after the

debtor's Chapter 7 discharge is granted or denied, may initiate a foreclosure sale of the
home. The secured creditor may either accept a third party's bid or purchase the prop-
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In Chapter 13, the debtor's options were only a little more open.
The debtor could seek to take his mortgage out of the no modification
clause if the mortgage was entirely undersecured, there was other se-
curity, or the security was not his principal residence. If successful,
the debtor might be able to strip a lien. Assuming the no modification
clause controls, however, the debtor must continue to meet the regular
payments during and after the Chapter 13 case. If the debtor is in
default at the outset of the case, the debtor might have the right to de-
accelerate, cure the defaults within a reasonable time, and thus fend
off foreclosure. But the debtor must make the regular contract pay-
ments as well.5 7

Dewsnup and Nobelman may have substantially increased the
value of taking a mortgage on the home, even if there is little equity to
support it. Even if the lien was so junior that only 1% of the debt was
secured at the outset and that percentage has not grown, these cases
arguably hold that the creditor's lien on the home cannot be reduced
in or after bankruptcy except through payment or surrender of the
home to the creditor.

F. THE LIEN STRIPPING Fix - EXTEND THE No MODIFICATION

CLAUSE TO CHAPTER 11

The BRA's answer to these quandaries was minimal. Once again,
home mortgage lenders were singled out for special protection as Con-
gress simply added a "no modification to the home mortgage" clause to
Chapter 11, effective for cases filed after October 4, 1994. Section
1123 of the Bankruptcy Code, on the contents of the reorganization
plan, now contains language identical to that in section 1322(b)(2),
prohibiting modification of claims "secured only by a security interest
in real property that is the debtor's principal residence."5 8 The House
Report states that this "conforms the treatment of residential mort-
gages in Chapter 11 to that in Chapter 13" and adds that the Chapter
11 provision should apply only when the debtor is an individual, pre-
sumably because other entities do not have a principal residence as
used here. 59

Under new section 1123(b)(5), home mortgages are protected from
lien stripping to the same extent as in Chapter 13; the language would
seem to come into Chapter 11 carrying the Nobelman gloss as well as

erty himself. If the creditor purchases and property values soon rebound, the creditor
may resell to capture the increased value.

57. See 11 U.S.C. § 1322(b)(5) (1994).
58. 11 U.S.C. § 1123(b)(5), as amended by The Bankruptcy Reform Act of 1994,

§ 206 (1994).
59. 140 CONG. REC. H10764, H10767 (daily ed. Oct. 4, 1994) (statement of Rep.

Brooks) (pertaining to BRA § 206).

[Vol. 29



HOME MORTGAGES ISSUES

the statutory limits. For example, where there is other collateral, the
no modification rule would not apply. Case law developed under
Chapter 13 is relevant here.

When the higher Chapter 13 debt limits and the no modification
clause in Chapter 11 are taken together, they all but eliminate incen-
tives for most individual homeowners to use Chapter 11.

More problematic is the BRA's failure to address remaining un-
certainties about Dewsnup and junior liens. One can, of course, argue
that no modification clauses are quite unnecessary in either Chapter
11 or 13 if Dewsnup's reading of section 506(d) independently barred
lien stripping in reorganization. Nobelman's reliance on the Chapter
13 no modification clause, rather than on the year old precedent of
Dewsnup, also casts doubt on the United States Supreme Court's will-
ingness to extend Dewsnup beyond liquidation. But under section
103, the provisions of section 506 are applicable not only in Chapter 7
but also in Chapters 11, 12, and 13.60 The BRA did not end the Dews-
nup problem.

Further, neither Nobelman nor the BRA address the extent to
which the no modification clauses protect undersecured junior liens.
An earlier reform bill, Senate bill 540, included provisions protecting
undersecured junior liens only if, and to the extent that, these liens
had been backed by real collateral value at the time the loan was
made. 6 1 That is, junior liens would have been strippable if they had
been undersecured from the outset. This provision was not included
in the BRA. Its exclusion is ambiguous; it could mean that Congress
believed junior liens were included in and completely protected by the
no modification clause. On the other hand, it could mean that Con-
gress believed junior liens not only were not so protected, but should
not be, and for that reason the proposal was dropped.

III. O.K., IF CURING DEFAULTS IS THE MOST DEBTORS CAN
HOPE FOR IN CHAPTER 13, JUST WHAT DOES THAT
ENTAIL?

Nobelman's broad reading of Chapter 13's no-modification-to-
home-mortgages clause focused increased attention on the one big ex-
ception to that rule: the debtor's right to cure defaults and thereafter
maintain payments under section 1322(b)(5). Section 1322(b)(5) al-
lows the debtor's Chapter 13 plan:

notwithstanding [the no-modification-to-home-mortgages
clause in § 1322(b)(2)], [to] provide for the curing of any de-

60. 11 U.S.C. § 103(a) (1994).
61. See S. 540, 103rd Cong., 1st Sess., § 306 (1993).
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fault within a reasonable time and maintenance of payments
while the case is pending on any unsecured claim or secured
claim on which the last payment is due after the date on
which the final payment under the plan is due. 62

The extent of this right to cure is a third important area ad-
dressed in the BRA. Two main difficulties arose under the pre-BRA
case law. First, how long did the right endure? That is, at what stage
in the state law foreclosure process did the-debtor lose the right to
cure in a subsequent Chapter 13 by making up late payments and con-
tinuing to make the ongoing payments under the original loan con-
tract? Second, was cure allowed on loans with fewer than three to five
years yet to run?

A. WHEN IS IT Too LATE TO TAKE THE CURE?

EXAMPLE TWO
Hannah Homeowner missed four monthly pay-

ments of $225 each to Friendly Finance, which held a
second mortgage on her home to secure a loan with an
unpaid balance of $15,175 and more than sixty pay-
ments still to go. Friendly gave notice of acceleration
and filed a foreclosure proceeding in state court before
Hannah fied a Chapter 13 petition.
For secured debts such as home mortgages, section 1322(b)(5) al-

lows both cure of defaults, usually by making up missed payments,
and reinstatement - that is, the right to retain the collateral by mak-
ing those easy monthly payments. 63 But how long, before the BRA,
did that right last? If the creditor accelerated, got a judgment, or
otherwise became entitled under state law to immediate payment of
the full unpaid balance before the debtor filed bankruptcy, was it too
late to invoke Chapter 13's cure and reinstatement right?

Before the BRA, Chapter 13 contained no express federal rule,
and case law developed wide variations, some cutting off the right as
soon as the lender accelerated or got a judgment 64 while others al-
lowed cure much longer, even past a foreclosure sale if state law al-
lowed post-sale redemption.65 The earliest cutoffs eventually became

62. Id. § 1322(b)(5).
63. Id. § 1322(b)(5).
64. See, e.g., In re Roach, 824 F.2d 1370, 1373 (3rd Cir. 1987); Percy Wilson Mort-

gage and Finance Corp. v. McCurdy, 21 B.R. 535, 539 (Bankr. S.D. Ohio 1982); In re
Maiorino, 15 B.R. 254, 256-57 (Bankr. D. Conn. 1981); In re Pearson, 10 B.R. 189, 194
(Bankr. E.D.N.Y. 1981).

65. See, e.g., In re Ragsdale, 155 B.R. 578, 586 (Bankr. N.D. Ala. 1993) (stating that
the debtor's Chapter 13 right to cure and reinstate regular monthly payments extends
to the end of state law post-sale redemption period); In re Carr, 52 B.R. 250, 262-63
(Bankr. E.D. Mich 1985) (noting that as soon as the debtor comes under "protection of
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a minority view, with most jurisdictions following the United States
Court of Appeals for the Second Circuit's holding in Di Pierro v. Tad-
deo66 that section 1322(b)(5) overrides state law to give debtors a fed-
eral right to "de-accelerate." Allowing cure to be cut off merely by
acceleration or the filing of a foreclosure action "would prompt un-
seemly and wasteful races to the courthouse" and undermine "the
overriding rehabilitative purpose of Chapter 13."67

Eventually, the majority of courts allowed cure and reinstatement
at least until a foreclosure sale. For example, the United States
Court of Appeals for the Sixth Circuit held in Federal Land Bank of
Louisville v. Glenn68 that cure and reinstatement were allowed until a
foreclosure sale but not thereafter, even if state law afforded a post-
sale redemption period. The Sixth Circuit stated that, after the sale,
third-party rights and other considerations cut off the right. Before
the sale, debtors would have had notice and opportunity to obtain
counsel and a reasonable chance to refinance. 69 The Sixth Circuit in
Glenn offered a uniform federal rule not dependent on widely variant
state laws.

The United States Court of Appeals for the Third Circuit, how-
ever, declined to follow Taddeo and Glenn; instead, the Third Circuit
adhered to a more restrictive view. In In re Roach,70 a Chapter 13
debtor proposed to cure and reinstate a mortgage after a foreclosure
sale but before the state law redemption period had run. The Third
Circuit not only refused to confirm the plan but also held that the
right to cure had been cut off as soon as the judgment of foreclosure
was entered, well before sale.71

B. THE BRA ALLOWS CURE AT LEAST UNTIL FORECLOSURE SALE

Congress' response in the BRA was to add subsection (c)(1) to sec-
tion 1322 which provides that:

[n]otwithstanding subsection (b)(2) [the no-modification
clause] and applicable nonbankruptcy law - (1) a default
with respect to, or that gave rise to, a lien on the debtor's
principal residence may be cured under paragraph (3) or (5)
of subsection (b) until such residence is sold at a foreclosure

the Bankruptcy Code with an equitable interest in the property, the stay affords him
the opportunity to protect that interest).

66. 685 F.2d 24 (2d Cir. 1982).
67. Di Pierro v. Taddeo (In re Taddeo), 685 F.2d 24, 27-29 (2d Cir. 1982) (citations

omitted).
68. 760 F.2d 1428 (6th Cir. 1985), cert. denied, 474 U.S. 849 (1985).
69. Federal Land Bank of Louisville v. Glenn (In re Glenn), 760 F.2d 1428, 1435

(6th Cir. 1985), cert. denied, 474 U.S. 849 (1985).
70. 824 F.2d 1370 (3rd Cir. 1987).
71. In re Roach, 824 F.2d 1370, 1378-79 (3rd Cir. 1987).
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sale that is conducted in accordance with applicable nonbank-
ruptcy law; .... 72

The legislative history indicates that Congress intended specifically to
overrule In re Roach with this provision.73

The new rule on curing home mortgage defaults leaves several
questions open. First, the statutory fix applies only to cure of defaults
in regard to the debtor's principal residence. The statutory fix does
not reach cures on other long-term loans to which Chapter 13's cure
provisions apply. For example, if a debtor defaulted on a mortgage on
a duplex he held as rental property rather than as the debtor's resi-
dence, new section 1322(c)(1) would not apply to determine whether a
Chapter 13 filing was in time to allow cure and reinstatement.

Second, while the amendment clearly establishes a federal rule
that it is never too late to cure until the foreclosure sale has been held,
the new provision does not provide a uniform federal definition of
"foreclosure sale" nor does it expressly say that the date of sale is al-
ways the cut-off. When is the foreclosure sale completed for this pur-
pose? Nebraska, for example, has no post-sale redemption period.
However, foreclosure sales must be judicially confirmed, and arguably,
a sale has not been completed "under applicable nonbankruptcy law"
until the creditor obtains that judicial seal of approval. 74 Thus, a pre-
BRA decision that a Chapter 13 filed after sale but before sale confir-
mation was in time for full cure and reinstatement would seem to be
good law. 75 A post-BRA decision agrees. 76

What about states that allow a lengthy post-sale redemption pe-
riod? The House Report accompanying the BRA indicates an intent to
allow debtors the benefit of these periods as well, stating:

[T]his section of the bill safeguards a debtor's rights in a
[C]hapter 13 to cure home mortgage defaults at least through
completion of a foreclosure sale under applicable nonbank-
ruptcy law. However, if the State provides the debtor more ex-
tensive "cure" rights (through, for example, some later

72. 11 U.S.C. § 1322(c)(1) (1994).
73. 140 CONG. REC. H10764, H10769 (daily ed. Oct. 4, 1994) (statement of Rep.'

Brooks). The congressional debate provides in pertinent part:
Until the Third Circuit's decision in Matter of Roach, all of the Federal

Circuit Courts of Appeal had held that such right continues at least up until
the time of the foreclosure sale .... The Roach case, however, held that the
debtor's right to cure was extinguished at the time of the foreclosure judgment,
which occurs in advance of the foreclosure sale. This decision is in conflict with
the fundamental bankruptcy principle allowing the debtor a fresh start....

Id. (citations omitted).
74. See NEB. REV. STAT. § 25-1531 (Reissue 1989).
75. In re Eynetich, 98 B.R. 966, 969 (Bankr. D. Neb. 1988).
76. In re Fischbach, No. BK95-80727 (Bankr. D. Neb, July 19, 1995) (holding that

a Chapter 13 filed before judicial confirmation of foreclosure is time to allow cure and
reinstatement under § 1322(c)(1)).
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redemption period), the debtor would continue to enjoy such
rights in bankruptcy.77

Some commentators see section 1322(c)(1) as clearly allowing
debtors to cure until state law redemption periods expire. 78 In sup-
port, these commentators cite the fact that foreclosure sale is appar-
ently left for definition under state law, arguing that a foreclosure sale
is therefore not complete under state law until the debtor has been
completely divested of any legal or equitable rights to the property.
Where the'debtor retains a state law right of redemption, arguably the
foreclosure sale process has not been completed within the meaning of
new section 1322(c)(1). Some also look to a Depression-era United
States Supreme Court decision interpreting a statute intended to help
debtors save their homes after default. In Wright v. Union Central
Life Insurance Co. ,79 the Supreme Court stated that:

[tihe person whose land has been sold at foreclosure sale and
now holds a right of redemption is, for all practical purposes,
in the same debt situation as an ordinary mortgagor in de-
fault: both are faced with the same ultimate prospect, either
of paying a certain sum of money, or of being completely
divested of their land.8 0

There is reason to question, however, whether courts will extend
the right to cure so far. First, of course, some may not find sufficient
ambiguity in section 1322(c)(1) to justify looking at the legislative his-
tory.8 1 Those who do may note that the House Report's reference to
post-sale redemption periods was apparently. written to explain an
earlier proposal, one which Congress did not adopt. The earlier ver-
sion would have allowed cure and reinstatement so long as the debtor,
at time of filing Chapter 13, still had "any legal or equitable interest,
including a right of redemption, in real property securing a
claim .... ,,82 Further, the same House Report cited, with apparent
approval, the Sixth Circuit's ruling in Glenn that the date of the fore-

77. See H.R. REP. No. 103-834, 103d Cong., 2d Sess. 33-34 (1994); 140 CONG. REC.
H10769 (daily ed. Oct. 4, 1994) (emphasis added).

78. See, e.g., Barry Zaretsky, Real Estate Issues in the Code Amendments, N.Y.L.J.,
Nov. 17, 1994; 5 COLIER ON BANKupcy, 1322.34-1322.36 (15th ed. 1995) (noting that
the BRA strengthened arguments that "the* right to cure should extend to the end of
state law any redemption period").

79. 304 U.S. 502 (1938).
80. Wright v. Union Cent. Life Ins. Co., 304 U.S. 502, 514-15 (1938); see 5 COLLIER

ON BAR~upwrcy, 1322.26 (15th ed. 1995) (citing Wright, 304 U.S. at 514).
81. United States v. Ron Pair Ent., Inc., 489 U.S. 235, 240-41 (1989) (stating that,

when the text of the statute is coherent and unambiguous, there is no need to look at
legislative history).

82. See S. 540, 103d Cong., 2d Sess., § 301 (1994). There is no explanation in the
legislative history of the change in wording before final enactment of the BRA.
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closure sale was the cut-off, regardless of post-sale redemption rights
under state law. s 3

While Congress clearly extended cure rights up to the date of sale,
it is less clear that Congress extended these rights further. One thing
is clear - Hannah, in Example Two, who filed her Chapter 13 petition
before a date had even been set for foreclosure sale of her home, would
be allowed to de-accelerate her mortgage, cure by making up the
missed payments, and reinstate the regular monthly payments
through and after her Chapter 13.

In any event, factors other than section 1322(c)(1) may often pre-
vent cure after foreclosure sale. For a debtor's plan to be confirmed, a
debtor must show that it is feasible: (1) to cure; that is, make up all
the missed payments, usually with interest, within a reasonable time
not to exceed the life of the plan; (2) to maintain regular mortgage
payments as the case progresses; and 3) to make all the payments
Chapter 13 requires to other creditors.8 4 The further behind the
debtor is on the mortgage payments, the less likely it is that the
debtor will be able to carry these multiple burdens. Chapter 13's high
failure rate should raise a flag of caution. On a national basis, two-
thirds of Chapter 13 debtors never finish a plan so as to qualify for the
Chapter 13 discharge.8 5 These debtors either fail to get a plan con-
firmed or are unable thereafter to make the required payments. Their
cases are eventually dismissed or converted to Chapter 7.

C. WHAT ABouT SHORT-TIME LOANS - Is CURE ALLOWED ON

THESE?

A second cure problem arose because section 1322(b)(5) expressly
applies only to long-term loans whose original payment schedule ex-
tends at least three to five years into the future, longer than the
debtor's proposed Chapter 13 plan.86 There was no exception to the no
modification clause for short-term home mortgages. This left some
debtors without a right to cure.

Let's look at two examples:

EXAMPLE THREE
Madame X bought a $75,000 home, subject to a fif-

teen-year mortgage. After thirteen years of timely (for
the most part) payments, she missed four payments
and filed a Chapter 13.

83. 140 CONG. REc. H10764, H10769 n.14 (daily ed. Oct. 4, 1994).
84. See 11 U.S.C. § 1325 (1994).
85. See supra note 15.
86. See 11 U.S.C. § 1322(b)(5) (1994).
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EXAMPLE FOUR
Sally Sanford owned a home worth $83,000, subject

to Bank's first mortgage of $80,000 on which she was
current, and Nadir Home Improvement's second mort-
gage of $5,000 securing a loan for vinyl siding on the
home on which she had missed three monthly pay-
ments. This loan has a final balloon payment of $1500
due in one year.
Because the final payment on the delinquent loans in these exam-

ples falls due in less than three years, neither Madame X nor Sanford
had the right to cure and reinstate under pre-BRA section 1322(b)(5).
The automatic stay offered temporary respite from foreclosure, but no
other modification was possible without the lender's consent. In Mad-
ame X's case, this seems particularly tragic; she likely has considera-
ble equity that may be lost in a forced sale.8 7 The second example
may also be a situation in which consumer debtors need special pro-
tection. Mortgages with a short original term, especially non-
purchase money loans, often carry very high interest rates and other
burdensome terms. In fact, Congress recently subjected such loans to
special disclosure and substantive limitations.8 8

D. NOT JUST CURE BUT MODIFICATION Too ON SHORT-TERM

MORTGAGES

The BRA offers relief for both debtors in new section 1322(c)(2)
which provides:

[I]n a case in which the last payment on the original payment
schedule for a claim secured only by a security interest in real
property that is the debtor's principal residence is due before
the date on which the final payment under the plan is due,
the plan may provide for the payment of the claim as modified
pursuant to section 1325(a)(5) .... 89

Interestingly, the relief is not limited to cure and reinstatement of the
original payment schedule, as it is for long-term loans. Instead, the
BRA expressly authorizes debtors to "modify" these short-term mort-
gages under section 1325(a)(5). Modification would seem to include
power to extend the term, reduce the periodic payments, and change

87. Of course, in a Chapter 13 plan, the debtor who has nonexempt equity must
make payments to unsecured creditors under § 1325(a)(4), the so-called best interests of
creditors provision. 11 U.S.C. § 1325(a) (1994). If Madame X lives in a state with a
relatively low homestead exemption, this may require sizeable payments to unsecured
creditors in addition to payments to cure and service the mortgage. This may put a
Chapter 13 plan out of her reach.

88. See Home Ownership and Equity Protection Act of 1994, Pub. L. No. 103-325,
108 Stat. 2190 (codified as amended at 15 U.S.C. § 1602 (1994)).

89. 11 U.S.C. § 1322(c)(2) (1994) (emphasis added).
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the interest rate. Section 1325(a)(5), part of the confirmation require-
ments, provides in pertinent part:

[W]ith respect to each allowed secured claim provided for by
the plan -

(B)(i) the plan provides that the holder of such claim retain
the lien securing such claim; and
(ii) the value, as of the effective date of the plan, of property
to be distributed under the plan on account of such claim is
not less than the allowed amount of such claim .... 90
This would afford both debtors in Examples Three and Four sig-

nificant relief. Madame X, facing a fully secured claim, may pay off
the unpaid balance in equal installments over the life of her plan. She
could stretch the loan out for as long as five years, the maximum term
of a Chapter 13 plan, if necessary and thus significantly reduce her
monthly payments. 91 Sanford could do the same, avoiding the balloon,
payment and instead setting level payments to run through the three
to five years of her plan.

E. JUST How MUCH MODIFICATION ARE WE TALKING ABOUT?

Sanford's case, however, raises another question. Does new sec-
tion 1322(c)(2) allow a far greater modification as well; that is, strip-
ping liens on undersecured short-timer mortgages? If so, Sanford
could reduce the lien of Nadir's second mortgage from $5000 to $3000
and then free her home of the lien by paying off the $3000 plus inter-
est through the plan.

For undersecured claims with liens on collateral other than the
home, such lien stripping is, of course, the usual fate under section
1325(a)(5). 92 That section speaks of "allowed secured claims" and of
paying the creditor the present value of that claim under the plan.
"Allowed secured claim," as we have seen, for section 1325(a)(5) pur-
poses is normally interpreted according to its section 506(a) meaning
to include only that part of the creditor's total claim that is in fact
backed by collateral value.93 While Dewsnup interpreted the term dif-
ferently in the Chapter 7 context, that holding has not clearly been

90. Id. § 1325(a)(5).
91. Chapter 13 plans usually extend for three years, although a court may for

cause allow up to five years. See 11 U.S.C. § 1322 (d)(1994). Except as permitted under
§ 1322(b)(5), or unless the creditor consents, Chapter 13 plans may not stretch out pay-
ments to secured creditors beyond the three to five year life of the plan. See In re Moli-
tor, 133 B.R. 1020, 1022-23 (Bankr. D.N.D. 1991) (citing 5 COLLIER ON BANKRuPTcY,
1322.15 (15th ed. 1982)); In re Thomas, 123 B.R. 552, 554 (Bankr. W.D. Tex. 1991); In re
Harmon, 72 B.R. 458, 462 (Bankr. E.D. Pa. 1987).

92. See supra notes 17-23 and accompanying text.
93. See supra note 23.
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extended to Chapter 13; Nobelman relied exclusively on Chapter 13's
"no modification" clause.

It is unclear whether Congress intended to allow stripping of
these short-term undersecured loans. The House Report accompany-
ing the BRA indicates only that the purpose here was to overrule a
specific United States Court of Appeals for the Third Circuit case, 94

First National Fidelity Corp. v. Perry.95 In Perry, the debtor filed a
Chapter 13 after her mortgage lender got a foreclosure judgment.9 6

Cure and reinstatement were unavailable to her, not because the loan
was originally short term, but rather because of the Third Circuit's
earlier ruling in Roach that a foreclosure judgment cut off normal cure
rights under section 1322(B)(5). 97 The debtor in Perry therefore pro-
posed an alternative plan; she would pay off the full $13,562 balance
at the 10% judgment rate of interest in installments over the five
years of her plan.98 The Third Circuit adhered to the Roach rule that
the foreclosure judgment turned the loan into one requiring immedi-
ate full payment.99 Under this view, paying the judgment over five
years under the plan was no better than reinstating the original pay-
ment schedule; both were impermissible modifications of the lender's
right to full and immediate payment. 100

Perry involved a fully secured loan, so no issue of lien stripping
was raised there. Because new section 1322(c)(2) is preceded by the
words "notwithstanding subsection (b)(2) and applicable nonbank-
ruptcy law," Chapter 13's no modification clause as read in Nobelman
would not apply. 10 1 The plain language of the amendment seems to
allow lien stripping in this limited context. It would tend to target
only those riskier mortgages which were probably undersecured from
the outset. If the debtor is near the end of the payments on a long-
term purchase money mortgage before she defaults, as in Example
Three, the remaining unpaid balance will almost certainly be fully se-
cured. If the mortgage was originally short-term, however, and is un-
dersecured at the time of bankruptcy, as in Example Four, it may well
have been undersecured from the time it was made. Such loans were,
after all, expressly targeted for stripping in an earlier reform bill. 102

Despite this apparently plain language and narrow focus, some
courts may hesitate to strip a home mortgage lien here in the belief

94. 140 CONG. Rxc. H10764, H10769 (daily ed. Oct. 4, 1994).
95. 945 F.2d 61 (3d Cir. 1991).
96. First Natl Fidelity Corp. v. Perry, 945 F.2d 61, 62 (3rd Cir. 1991).
97. Roach, 824 F.2d at 1371-79.
98. Perry, 945 F.2d at 62.
99. Id. at 65.

100. Id.
101. See 11 U.S.C. § 1322(c)(2) (1994).
102. See S. 540, 103rd Cong., 1st Sess., § 306 (1993).
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that, for home mortgages at least, Dewsnup might be extended to
Chapter 13. Further, while the other home mortgage provisions of the
BRA open Chapter 13 to more debtors and extend the time to cure and
pay, these provisions do not allow the debtor to pay less than the full
unpaid balance.

IV. THIS MAY PIQUE YOUR INTEREST: RAKE V. WADE AND
THE COST TO CURE

The fourth and final BRA topic to be examined here is interest on
cure of arrearages on home mortgages. Let's start by reviewing the
Bankruptcy Code's general treatment of interest on claims.

The statutory basis for requiring interest on claims in bankruptcy
depends on the stage of the proceeding. Three periods are relevant:
pre-filing, post-filing to date of confirmation, and post-confirmation.
Liability for interest accrued before the filing of a bankruptcy petition
is, of course, controlled by nonbankruptcy law and the underlying
agreement. When the debtor files a bankruptcy petition, pre-petition
interest becomes part of the creditor's claim. If that claim is over-
secured, under section 506(b), interest continues to accrue post-peti-
tion and increases the creditor's secured claim until the debtor's plan
is confirmed or the debt has grown to equal the value of the collateral;
that is, when the claim is no longer oversecured. 10 3 On the other
hand, if the claim is undersecured on date of filing, no additional inter-
est accrues between the filing and confirmation dates. 10 4

Once the plan is confirmed, the authority for post-confirmation in-
terest lies in section 1325(a)(5), which requires that the holder of a
secured claim receive the present value of that claim in deferred pay-
ments under the plan. Present value, of course, means adding inter-
est to the creditor's claim to compensate for the further delay in
receiving his due.

A. R4KE v. WADE REQUIRED INTEREST ON CURE EVEN IF THE LOAN
DOCUMENTS AND STATE LAw Do NOT

Until 1993, debtors argued with some success that these general
rules simply did not apply to cure of arrearages. Debtors argued that

103. 11 U.S.C. § 506(b) (1994). Section 506(b) provides in pertinent part:
(b) To the extent that an allowed secured claim is secured by property the

value of which ... is greater than the amount of such claim, there shall be
allowed to the holder of such claim, interest on such claim, and any reasonable
fees, costs, or charges provided for under the agreement under which such
claim arose.

Id.
104. Thompson v. Kentucky Lumber Co. (In re Kentucky Lumber Co.), 860 F.2d 674,

676-77 (6th Cir. 1988) (stating that there is an exception for a solvent debtor).
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cure under section 1322(b)(5) was quite different from the normal
treatment of secured creditors under section 1325(a)(5) because only
the arrearages and not the balance of the debt were paid through the
plan and that Congress had not intended to require interest on
cure.10 5 Debtors also pointed out that, because the arrearages them-
selves contained pre-petition interest and fees, state law in some cases
prohibited interest on interest.106

In 1993, the United States Supreme Court decided the case of
Rake v. Wade.10 7 In Rake, the debtor was in default on a home mort-
gage that did not require or provide for interest on amounts in default.
The debtor's Chapter 13 plan. proposed to pay the arrearages without
interest. The lender objected. The lender argued and the Supreme
Court agreed that the Code required interest to be paid both before
and after confirmation without regard to the agreement or state law.

Writing for a unanimous court in Rake, Justice Clarence Thomas
held first that section 506 entitled all oversecured creditors to post-
filing pre-confirmation interest. 08 Justice Thomas stated:

While sec. 1322(b)(5) authorizes a Chapter 13 plan to provide
for payments on arrearages . . . , nothing in that provision
dictates the terms of the cure. In particular, 1322(b)(5) pro-
vides no indication that the allowed amount of the arrearages
cured under the plan may not include interest otherwise
available as part of the oversecured claim under sec.
506(b).10 9

Further, in the post-confirmation period, Justice Thomas found that
the amounts being cured were provided for by the plan within the
meaning of section 1325(a)(5) and that the "plain language" of that
section entitled the creditor to interest on the cured amounts." 0

The decision in Rake was a clear victory for secured creditors and
especially mortgage lenders, the usual recipients of cure payments in
Chapter 13. The Court in Rake granted them some protection from
the real economic costs of an extended cure in bankruptcy. However,
the decision was criticized for many reasons. First, where neither the
underlying agreement nor state law required interest on cure, Rake

105. Prior to Rake v. Wade, 113 S. Ct. 2187 (1993), at least four circuits held that
§ 1322 did not entitle a mortgagee to interest on a cure. See Shearson Lehman Mort-
gage Corp. v. Laguna (In re Laguna), 944 F.2d 542, 545 (9th Cir. 1991), cert. denied, 503
U.S. 966 (1992); Landmark Fin. Serv. v. Hall, 918 F.2d 1150, 1153-1155 (4th Cir. 1990);
In re Capps, 836 F.2d 773, 776 (3rd Cir. 1987); Foster Mortgage Corp. v. Terry (In re
Terry), 780 F.2d 894, 895-96 (11th Cir. 1985). Contra Cardinal Federal Sav. & Loan
Ass'n v. Colegrove (In re Colegrove), 771 F.2d 119 (6th Cir. 1985).

106. See Landmark Fin. Serv. v. Hall, 918 F.2d 1150, 1156 (4th Cir. 1990).
107. 113 S. Ct. 2187 (1993).
108. Rake v. Wade, 113 S. Ct. 2187, 2191 (1993).
109. Rake, 113 S. Ct. at 2192.
110. Id. at 2192-93.
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was seen as a windfall for already favored creditors. Second, even if
the debtor could afford it, paying interest on cure transferred more of
the debtor's dollars to the mortgage lender, often at the expense of
unsecured creditors. Third, many debtors could not afford it. Adding
interest on arrearages to all the other payments required by Chapter
13 was simply too much for these debtors, especially where the arrear-
ages were large, the time to cure was long, or the court-imposed inter-
est rates were high. Rake was seen as preventing cure, causing
debtors to lose their homes, and often forcing them into Chapter 7,
again a detriment to unsecured creditors.'11

B. THE STATUTORY Fix: RA&K OVERRULED. BANKERS, CALL YOUR

DRAFTERS

The solution adopted in the BRA was to overrule Rake and to re-
turn control of interest and other charges on cure to the underlying
agreements and nonbankruptcy, mostly state, law in all three reor-
ganization chapters. New subsection (e) added to section 1322, Chap-
ter 13's cure provision, for example, provides in pertinent part,
"Notwithstanding ... sections 506(b) and 1325(a)(5).... if it is pro-
posed ... to cure a default, the amount necessary to cure the default,
shall be determined in accordance with the underlying agreement and
applicable nonbankruptcy law."11 2 However, the new rule applies
only to agreements entered into after the BRA; loans already out-
standing are still subject to the rule of Rake.113 The House Report on
the bill indicates that the new rule should also apply to loans refi-
nanced after October 4, 1994, even if originally made earlier.

The House Report emphasizes an intent to avoid Rake's unbar-
gained for benefits to mortgage lenders more than a wish to expand
debtor's cure rights. The House Report states that Rake is overruled
to avoid giving secured creditors "a windfall at the expense of un-
secured creditors" and "to limit the secured lender to the benefit of the
initial bargain .... ,u114

111. See Arnold B. Cohen, The 1994 Act Amendments and the Home Mortgage, 4 J.
BANKR. L. & PRAc. 443, 451-52 (1995); Marcia B. Pine, Paul L. Alpern & Terrence R.
Allen, The Treatment of Claims in Bankruptcy, PLI Comm. LAW & PRACTICE COURSE
HANDBOOK SERIES No. A 4-4469 (1995).

112. 11 U.S.C. § 1322(e) (1994). See also 11 U.S.C. §§ 1123(d), 1222(d) (1994) for
equivalent changes to Chapters 11 and 12.

113. See The Bankruptcy Reform Act of 1994 Pub. L. No. 103-394, § 305, 108 Stat.
4106 (codified as amended at 11 U.S.C. § 1123 (1994)) (overruling Rake v. Wade, 113 S.
Ct. 2187 (1993)). However, BRA § 702 provides that the amendments "made by section
305 shall apply only to agreements entered into after the date of enactment of this Act."
The Bankruptcy Reform Act of 1994, Pub .L. No. 103-394, § 702, 108 Stat. 4106 (codified
as amended at 11 U.S.C. § 101 (1994)).

114. See 140 CONG. REc. H10764, H10770 (daily ed. Oct. 4, 1994).
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While this statutory overruling of Rake will limit unbargained for
interest, it raises other problems and certainly is no unalloyed victory
for debtors or unsecured creditors. First, because the new rule is en-
tirely prospective, it creates a two-tiered system for years to come with
cure of older loans still subject to interest as a matter of federal bank-
ruptcy law and cure of post-BRA loans controlled by other law.

Second, new section 1322(b) certainly does not free debtors from
interest on cure. Instead, section 1322(b) simply shifts the focus from
federal bankruptcy law to other law and invites bankers to call their
drafters. Interest and other charges will now become part of the cost
of cure in bankruptcy so long as 1) the underlying agreement provides
for the interest and fees, and 2) the charges are not prohibited by ap-
plicable nonbankruptcy law.

C. How MUCH WILL BE DUE?

It is quite possible that standard loan documents redrawn in light
of the BRA will include higher interest charges than the bankruptcy
courts would have imposed as a matter of federal law under section
506 following Rake. Rake did not decide the proper rate of interest. 115

The practice has been for the court to set a rate, and that rate was
often tied to current market rate rather than the original contract or
contract default rate even after Nobelman.116 The 1994 amendments
would seem to require payment of a higher default rate if the agree-
ment contains one, and nonbankruptcy law does not bar it.11 7 Thus,
pre-Rake v. Wade cases so holding become again good law. 118

To gauge the impact of these developments, let's use an example.

115. Rake, 113 S. Ct. at 2187 n.8. The footnote stated that "[b]ecause the issue is
not presented in this case, we express no view on the appropriate rate of interest that
the Debtors must pay on arrearages cured pursuant to 1322(b)(5)."

116. For example, In re Crawford, No. 495CV80204 slip op. (Bankr. S.D. Iowa June,
1995), is a post-Rake, pre-BRA decision that applied a 7% market rate to $10,000 in
home mortgage arrearages to be cured in Chapter 13, following the Eighth Circuit's
decision in In re Doud, 869 F.2d 1144 (8th Cir. 1989). The court refused the lender's
requests to use either the contract's regular rate of 8.25% or the default rate of 12.25%
on the arrearages. The district court affirmed on appeal. See Hawkeye Bank & Trust v.
Crawford, No. 495CV80204 slip op. (Bankr. S.D. Iowa June, 1995).

But see, In re Sauls, 161 B.R. 794 (Bankr. S.D. Tex. 1993) (stating that the contract
rate applies for cure under Nobelman rationale).

117. See Gerald K. Smith & Randolph J. Haines, Bankruptcy Reform Act of 1994 -

Significance for Business Chapter 11 Cases, NORTON BANxR. L. ADVISER 15 (December
1994) [hereinafter SMrrH & HAINES].

118. For enforcement of default rates of interest, see, e.g., In re Capps, 836 F.2d 773
(3rd Cir. 1987); Foster Mortgage Corp. v. Terry (In re Terry), 780 F.2d 894 (11th Cir.
1985); In re Stamper, 84 B.R. 519 (Bankr. N.D. Ill. 1988), In re Brown, 91 B.R. 19
(Bankr. E.D. Va. 1988).
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EXAMPLE FIVE
In 1987, Dirk and Diana Debtor borrowed

$84,625.60 at 8.25% for twelve years and two months
and gave Lender a purchase money mortgage on their
home. Monthly payments were $921.79. In early 1994,
Debtors filed a Chapter 13 plan, listing Lender as hold-
ing a fully secured claim of $81,195.81. Of that, $10,733
was arrearages. 119

If Debtors in Example Five were not required to pay interest on
arrearages, they could cure over three years at only $298.14 a month.
If a market rate of interest is applied, then 7%, they could cure with
thirty-six payments of $331.41. If Debtors must pay the regular con-
tract rate of 8.25, it will take $ 337.57 a month to cure. If the con-
tract's default rate of 12.25% is applied, required cure payments rise
to $ 357.77, and the total interest on cure will be $2146.68.

Two commentators noted that, unlike section 506, new section
1322(e) does not even contain a reasonableness limit on interest and
other charges that could be imposed under the terms of the con-
tract.120 While lenders might not want to deter cure and reinstate-
ment in general, high fees and rates could be used to bar cure on loans
that bear interest rates far below current market, giving the lender
leverage to renegotiate a higher ongoing rate in exchange for waiving
some of the onerous default provisions. 121

A question sure to arise is whether a default rate will be applied
only to the late payments being cured or to the full principal balance
as well while cure is in progress or even after. One could argue that, if
the agreement levies a default rate on the entire balance and
nonbankruptcy law allows the default rate, section 1322(e) would obli-
gate the bankruptcy court to enforce the agreement in full. Arguably,

119. The example is based on the facts of Hawkeye Bank & Trust v. Crawford, No.
495CV80204 slip op. (Bankr. S.D. Iowa June, 1995).

120. See SMirrH & HAINEs, supra note 117, at 15.
One new federal limit on default rates of interest is found in the 1994 Home Owner-

ship & Equity Protection Act of 1994 ("HOEP"), 15 U.S.C. § 226.32 (1994). HOEP pro-
hibits the imposition of a default rate on loans categorized as "high rate mortgage
loans," a category limited to closed-end, non-purchase-money loans with an original,
nondefault, annual percentage rate that exceeds, by more than 10%, the rate on Treas-
ury securities of the same maturity. Id. Loans with high fees, that is in excess of the
greater of $400 or 8% of the loan amount, are also within the default rate ban. Id.
HOEP, of course, is part of the "applicable nonbankruptcy law" that controls rates for
loans made after the BRA.

For a further discussion of HOEP, see Kathleen Keest, Jeffrey I. Langer & Michael
Day, Interest Rate Regulation Developments: High-Cost Mortgages, Rent-to-Own Trans-
actions, and Unconscionability, 50 Bus. LAw. 1081, 1081-85 (1995).

121. SMrrH & HAnms, supra note 117, at 15.
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the default rate is among the home mortgage lender's rights protected
from modification under Nobelman.122

However, the better view would limit the default rate to the cure
payments and would not extend it to the regular on-going payments in
and after bankruptcy. First, extending the default rate beyond the
cure payments is not authorized by new section 1322(e), which excepts
from section 506 and section 1325 only "the amount necessary to cure
the default" rather than the creditor's secured claim or some equally
expansive term.123 Second, extending the default rate beyond the
cure payments is inconsistent with the concept of cure. Cure, as men-
tioned above, is really cure and reinstatement. Cure includes not only
compensating the creditor for a past default, but also forgiving that
default and removing its consequences for the debtor. The debtor who
cures is to be restored to his pre-default position and rights.1 24 As the
House Report on the BRA says, "[A] cure pursuant to a plan should
operate to put the debtor in the same position as if the default had
never occurred." 125

Home mortgage lenders are probably the greatest winners here.
Congress did not adopt the pre-Rake view that no interest is payable
on cure under section 1322(b)(5). Instead, the BRA makes interest on
cure dependent on the initial contract and nonbankruptcy law, but
does so only prospectively. That protects the interest entitlement of
existing loans, while giving lenders the chance to redraft their docu-
ments for post-BRA loans and refinancings to provide for all interest
allowed under nonbankruptcy law. For pre-BRA loans, interest is a
matter of federal law and will be set by the court. For loans made or
refinanced after October 4, 1994, interest is determined under the con-
tract and nonbankruptcy law.

CONCLUSION

The Bankruptcy Reform Act of 1994 ("BRA") made important
changes to the treatment of home mortgages in bankruptcy. The BRA
raised the debt ceiling in Chapter 13, allowing more homeowners ac-
cess to that chapter's helpful cure provisions. The BRA extended the
ban on lien stripping of home mortgages to Chapter 11, thus removing

122. See, e.g., In re Sauls, 161 B.R. 794 (Bankr. S.D. Tex. 1993).
123. 11 U.S.C. § 1322(e) (1994).
124. See Florida Partners Corp. v. Southeast Co. (In re Southeast Co.), 868 F.2d 335

(9th Cir. 1989), a pre-Rake Chapter 11 decision refusing to impose default rates of inter-
est on the entire unpaid balance of a debt being cured. Southeast Co., 868 F.2d at 338.
Cure, in the court's view, allowed more than just reversing acceleration. Id. at 338.
Confirmation of a plan including cure meant returning the debtor to his pre-default
status under the contract. Id. at 338.

125. 140 CONG. REC. H10770 (daily ed. Oct. 4, 1994).
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the possibility for debtors to do an end run around Dewsnup and
Nobelman in that chapter. The BRA also ensured that the debtor's
right to cure lasts at least until a foreclosure sale and allowed modifi-
cation on short-term mortgages as well. Finally, Rake was over-
turned, making interest rates dependent on the agreement and
nonbankruptcy law.

The home mortgage lender's favored position in bankruptcy still
stands. The home mortgage lender remains virtually immune from
lien stripping in reorganization, unlike other undersecured creditors.
And, while the debtor gained some extra time to start a cure under the
BRA, it comes at the likely cost of added interest.

Further, the BRA did not address the biggest Chapter 13 issue of
all, the problem of debtor failure in that chapter. If anything, the
higher debt ceilings combined with the longer time to initiate cure and
the interest rate changes may tend to increase the failure rate by in-
creasing the amounts the debtor will undertake to pay.


