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In re

CANDELARIO and VERONICA

U.S. BANKRUPTCY COURT

FOR THE DISTRICT OF ARIZONA

MENDOZA,

Debtors.

In Chapter 13 proceedings

Case No.: 10-18364

MEMORANDUM DECISION
UPHOLDING OBJECTION TO PROOF
OF CLAIM and DENYING MOTION FOR
RELIEF FROM STAY

N N N N N N N N N N

Late fees. It’s all about the late fees. Are over $70,000 in late fees reasonable on

$33,000 worth of loans? Under Arizona law, no. As such, the Court upholds the Debtors’

objection to Charles Martin’s proof of claim and denies Mr. Martin’s motion to lift stay.

I. Background & Facts

Between February 1997 and June 2005 Mr. Martin made four loans to Mr.

Mendoza.

Loan One
Date:
Makers:

Total Lent:
Interest Rate:
Monthly Payment:
Term:

Late Fee:

Prepayment Penalty:

Default Penalty:
Default Interest:
Deed of Trust filed:
Secured Property:

Loan Two
Date:
Makers:

Total Lent:
Interest Rate:
Payment:
Term:

Late Fee:

February 27, 1997

Candelario Mendoza

Anna Bustamante

$9,000

15%

$214.11

60 Months

$5.00 per day

25% of early principal reduction

10 day cure — declare entire amount due and payable
18%

February 28, 1997

15845 N. Jerry St, Surprise AZ 85374 (“Property”)

September 9, 1998

Candelario Mendoza

Anna Bustamante

$4,400

15%

$4,400

Entire amount due November 9, 1998
$2.00 per day
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Prepayment Penalty: none

Default Penalty: At Payee’s option entire amount due and payable.
Default Interest: 18%
Deed of Trust: November 30, 1998

Secured Property: Property

Loan Three
No details provided on terms of the loan. Both parties agree that it is paid in full.

Loan Four

Date: June 28, 2005

Makers: Candelario Mendoza
Total Lent: $20,000

Interest Rate: 15%

Payment: 263.36

Term: open — first of each month
Late Fee: $3.00

Prepayment Penalty: none

Default Penalty: At Payee’s option entire amount due and payable.
Default Interest: none

Deed of Trust: none

Mr. Martin claims that Loan Four is secured by the Property via cross collateralization
provisions in Loans One and Two. The Debtors dispute this claim.

The Debtors began payments of $214.11 on the loans on April 1, 1997. According
to Mr. Martin’s records, Debtors continued making $214.11 payments, some occasionally
late, until December 21, 1998. Thereafter, the Debtors made irregular payments — as to
both amounts and dates-- until May 24, 2004 when the payments stopped completely.
Payments, again irregular, resumed on June 11, 2005. The Debtors made their last
payment on December 14, 2008. The Debtors did not designate any payments towards
any specific loan.

According to his testimony, Mr. Martin applied payments to the loans in what he
believed would be most advantageous to the Debtors. Mr. Martin did charge interest, but
despite late payments, did not charge default interest. Instead, Mr. Martin charged late
fees, as shown on Exhibits 3, 6, and 8, totaling $40,620, $15,460, and $17,316 for Loans
One, Two, and Four respectively.

Mr. Martin testified that he provided the Debtor with statements regarding his
loans that did reflect the late fees. However, Mr. Martin did not provide these statements

during the trial and they are not part of the record. Mr. Martin did provide Exhibit 12
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which, according to his testimony, he prepared and gave to the Debtors as a summary of
all payments made by the Debtors and how Mr. Martin credited them to each loan.
Notably, Exhibit 12’s second column — Days Late — and Third column — Late Charge —
are empty throughout the document.

The Debtors filed for bankruptcy on June 11, 2010. According to the Debtors’
schedules and statements and plan (“Plan”), Mr. Martin holds a $9,000 claim against the
Mr. Mendoza and a $4,400 claim against the community. Mr. Martin disagrees with the
Debtors, insisting that he is owed at least $118,107.53." Mr. Martin, claiming that the
Property is worth only $66,000, objects to the Plan and asks the Court to lift stay so he
can foreclose.

The Court held a trial on the matter on April 26, 2011. The parties completed
post-trial briefing on May 19, 2011.

I1. Analysis

Are the late fees allowed? Late fees are liquidated damages as they are “meant to
compensate the lender for its internal costs in administering the delinquent borrower,
such as contacting the borrower to prompt its payment, or selecting a lawyer to initiate
foreclosure.” Michael T. Madison, Jeffry R. Dwyer, and Steven W. Bender, Law of Real

Estate Financing § 5:106 (July 2011). In Arizona, liquidated damages clauses are

generally enforceable, but “will be deemed to be to a penalty, and therefore
unenforceable, if [they] provide[] for an unreasonably large sum of damages.” Mining
Investment Group, LLC v. Roberts, 177 P.3d 1207, 1212 (Ariz. App. Div. 1 2008).
Whether a contract provision is a penalty or not is a question of law. Pima Sav. and Loan
Ass’n v. Rampello, 812 P.2d 1115, 1119 (Ariz. App. 1991). Liquidated damages clauses

are only enforceable at “an amount that is reasonable in the light of the anticipated or

! The amount Mr. Martin claims he is owed varies from document to document.

Proof of claim : $126,000.00
Objection to Plan: $125,707.91
Motion for relief from stay: $122,400.73
Joint pretrial statement: $118,107.53
Post-trial brief: $126,008.01

For purposes of the decision, the Court will accept the amount stated on the joint pretrial statement .
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actual loss caused by the breach and the difficulties of proof of loss. A term fixing
unreasonably large liquidated damages is unenforceable on grounds of public policy as a
penalty.” RESTATEMENT (SECOND) OF CONTRACTS § 356(1).

As a preliminary matter, the Court is unconvinced that Mr. Martin was actually
charging late fees. The left hand column of Exhibit 12 is a document prepared by Mr.
Martin as part of a reconciliation meeting between the parties. Notably, Exhibit 12’s
second and third columns — Days Late and Late Charge — each are empty throughout the
document. This indicates to the Court that Mr. Martin was either not making late charges
or, if he was, he did not disclose them to the Debtors.

Even if Mr. Martin was making late charges, they are unreasonable and meant as
a penalty. Loans One, Two, and Four provide for monthly penalties of up to $155, $62,
and $93 respectively. For loans that go unpaid for months at a time, these amounts
obviously have no connection to Mr. Martin’s losses on the various loans. Tellingly, the
late fee provisions in the notes for Loans Two and Four both state that the late fee “shall
be charged as a penalty on any payment that is past due.” In all, Mr. Martin asks for
21,626 days of late charges on all the loans. Twenty-one-thousand-six-hundred-twenty-
six days of late charges are not intended to cover for anticipated or actual losses that were
difficult to prove. Rather, they are meant as a penalty and are therefore unenforceable on
public policy grounds.

Now that the Court has determined that there are no late fees, calculating the
amount paid on the loans turns into a mathematical problem. Exhibit 12, prepared by Mr.
Martin, is the best evidence of the payments made by the Debtors on all four loans. The
Court has prepared a reconciliation showing the payments made by the Debtors against
each loan (attached as Exhibit A). Exhibit A shows that the Debtors paid off Loans One
and Two in August 2003.> Thereafter, the Debtors continued making payments until Loan
Three was paid off in July 2004. However, between August 2003 and July 2004 the

Debtors were also still making payments on Loans One and Two, resulting in

* The Debtors Exhibit B shows payments on Loan 2 which are not reflected on Mr. Martin’s exhibits. The
Court accepts Exhibit 12 as the best evidence of payments received.
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overpayment of just over $4,000. When this amount is pre-applied to Loan Four, which
was not originated until 2005, the beginning loan balance drops to just under $16,000.
Because Loan One, Two, and Three are paid off by July 2004, all payments made by the
Debtors beginning in June 2005 are applied to Loan Four leaving a total balance due on
Loan Four of just over $2,000 by the time the bankruptcy is filed.

Having determined the claim amount, the Court must now determine if the claim
is secured or unsecured. Both parties acknowledge that the Loan Four deed of trust is
signed only by Mr. Mendoza. In Arizona, the signature of both spouses is required to
encumber the community’s interest in real property. A.R.S. §25-214(C)(1). Therefore,
Mr. Martin’s claimed secured status depends on provisions in Loans One and Two. As

explained in his closing arguments:

Mendoza was to keep payments of any prior mortgage and real property
taxes up to date (Trial Ex. 2 at Provision 3; Trial Ex. 5 at Provision 3) and
if he did not, the amounts required to be paid to Martin could be and were,
in the case of the $20,000.00 Note, added to the balance of the loans.
(Trial Ex. 2 at provision 21; Trial Ex. 5 at Provisions 8& 16).

PL.’s Post-Hr’g. Memo. 9 9. Mr. Martin’s logic fails because by the time Mr. Martin lent
the $20,000 to Mr. Mendoza, Loans One and Two were paid off thereby extinguishing
any cross collateralization provisions they contained.
III1. Conclusion

The Debtors have paid all but $2,257.87 on their loans to Mr. Martin. The
$2,257.87 is unsecured. Accordingly, the Debtors objection to the proof of claim is
sustained to that extent and Mr. Martin’s motion for relief from stay is denied. Counsel
for Debtors is to upload a separate form of order for each matter.
So ordered.

Dated: September 26, 2011

Wiceetf2Zce

CHARLES G. ﬁ{SE 11 o~

UNITED STATES BANKRUPTCY JUDGE
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COPY of the foregoing mailed by the BNC and/or
sent by auto-generated mail to:

All interested parties




EXHIBIT A
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