UNI TED STATES BANKRUPTCY COURT
DI STRICT OF M NNESOTA
THI RD DI VI SI ON

In Re:
CHAPTER 11

Consul Restaurant Corporation
Bky. 3-91-4902

Debt or .

CORDER

This matter is before the Court on contested confirmation
hearing of two conpeting plans. One plan is proposed by the Debtor
and the Unsecured Creditor's Committee (Joint Plan); the other by
the Debtor's franchisor, Chi-Chi's Incorporated (Chi-Chi's Plan).
Appearances are noted in the record. The Court, having heard and
received all relevant evidence, and having heard argunents and
reviewed briefs submtted by the parties, now being fully advi sed
in the matter, nakes this ORDER pursuant to the Federal and Local
Rul es of Bankruptcy Procedure.

l.
THE JO NT PLAN
Brief History.

Consul Restaurant Corporation is a public corporation that
hol ds a franchise to construct and operate Chi-Chi's Mexican style
restaurants within a defined territory in the United States and,
until recently, in Canada. The Debtor was organi zed for that
purpose in 1978. At filing of the case, there existed a total of
16, 500, 000 out st andi ng comon shares shares of the Debtor

Begi nning in 1983, under forner managenent, the Debtor
began an aggressive expansion program of restaurants (stores)
within its franchise territory.(1) At its peak devel opnent and
operation, the Debtor owned and operated as many as 52 stores in
the United States and Canada. Financial difficulties ensued, in
|arge part the result of an inadequate managenent infrastructure to
deal with and supervise its grow ng geographically diverse
operations, and inadequate capitalization. Managenent's response
strategy to its problens was an attenpt to "grow out of thent
t hrough nore expansi on.

Footnote 1

The Debtor held a | arge geographic territory in the United
States, including Southern California, Oegon, Washington, Texas,
Loui si ana and what would |later conme to be referred to as its core area
of key states in the upper mdwest. Additionally, it held an exclusive
franchi se covering nuch of Canada
End Foot note

By June 1991, it becane apparent to the Debtor's board of



directors that the strategy would fail and, under new nanagenent,
the Debtor determined to reverse its course. A petition was filed
under 11 U.S.C. Chapter 11 on Septenber 1, 1991, and the Debtor
began a program of market and store-by-store analysis with the
obj ective of shrinking its geographic nmarket and divesting itself
of unprofitable stores. During pendency of the case, the Debtor
sold its Canadi an operation and gave up the Canadi an franchise. It
al so shrank the U. S. franchise to its m dwest core area and took
steps to sell or close unprofitable stores both within and w thout
the core area. The Joint Plan proposes a reorgani zed operation of
21 stores in its core area, with future expansion under its
franchi se agreement within the core area of eight nore stores over
a four year period.
The Pl an
Following is the Joint Plan's classification of clains and
interests in the anounts determned by the Court for purposes of
considering confirmation issues regarding the Plan
Cass 1 - Priority Non-tax d ai ms.
$1, 300, 000 Administrative.
Class 2 - Anerican Bank Mankato Claim
$300, 000 fully secured rea
estate.
Cass 3 - Chrysler Capital Caim
$2,425,544 fully secured rea
estate and personal property.
Class 4 - First National Bank d ai m
$68, 000 fully secured persona
property.
Class 5 - Ford Motor Credit Claim
$9, 000 uni npai r ed.
Class 5A - GQVAC Caim
$10, 400 uni npai r ed.
Class 6 - CGircle Business Credit Caim

6A Secured $1, 200, 000 persona
property. (2)

6B Unsecured $1, 094, 000
subordinating debt to Cl asses 7,
8.(3)

Class 7 - Senior Debentures.
Unsecured $6, 233, 000 subordi nati ng
debt to C ass 8.
Class 8 - Subordi nat ed Debent ures.
Unsecured $3, 249, 000.
Cass 9 - Ceneral Unsecured C ains.
$6, 293, 000.
Class 10 - Administrative Conveni ence d ai ns.
$200, 000.
Cass 11 - Ad Preferred Stock
Cass 12 - Add Common Stock
Cass 13 - Equity Interests (not including Ad
Pref. Stock and O d Common Stock).
O asses 2,3,4,8,9,10 and 11 voted to accept the Plan, while O asses
6 and 7 voted to reject it. Additionally, Class 6 objected to
confirmation on | egal grounds of unfair discrimnation and failure
to neet the fair and equitable standard; and, Class 7 filed a post-
hearing brief expressing concern that the Plan nmight not conply
with its absolute priority rights. Chi-Chi's filed simlar
obj ections and al so objected on grounds of feasibility.

Footnote 2



The parties dispute the allowable anount of this claim The Debtor
contends that postpetition adequate protection paynents reduced the
principal to $960,000. CBC argues that the postpetition payments sinply
mai nt ai ned the status quo. The issue is not addressed in this opinion
since resolution of the case is controlled by determ nation of other

i ssues.

End Footnote

Footnote 3

The Debtor clainms that only $400, 000 of this ambunt is senior
subordinati ng debt. However, the entire debt is of the type covered
by the contract docunents as subordi nating debt, and the Debtor, until
confimation, recognized that by separately classifying the entire
unsecured amount. |f only $400,000 is subordinating debt, then the
bal ance of $694, 000 shoul d have been classified with the general
unsecured Class 9. No legitimte purpose has been stated for classifi-
cation of CBC s unsecured debt separately fromCass 9 other than its
seni or subordinating rights regarding Cl asses 7 and 8.

End Foot note

Following is a general presentation of the Joint Plan's
proposed paynent and treatnment of clains and interests on the
effective date of the Plan:

Cass 2 - American Bank Mankato Claim fully
secured note 5 year term
Cass 3 - Chrysler Capital daim fully secured
note 12 year anort., balloon 10th
year.
Class 4 - First National Bank Caim fully secured
note 5 year term
Cass 5 - Ford Motor Credit Caim fully secured
note per contract.
Cass 5A - GVAC daim fully secured note per
contract.
Class 6 - Circle Business Credit Caim
6A, secured note, 12 year anort., balloon end
of 7th year.
6B, $400, 000 cash, 321,000 new equity
shares, unsecured note to the
extent present value of new shares is
| ess than $2. 16 per share.
Class 7 - Senior Debentures, $1,469, 000 cash,
1,518, 000 shares new equity,
$997, 000 unsecured not e.
Class 8 - Subordi nated Debentures, 820,000 shares
new equity, 263,000 contingent warrants.
Class 9 - General Unsecured d ains, $1,131, 000
cash, 1,608,000 shares new equity.
Class 10 - Administrative Conveni ence d ai ns,
$120, 000 cash.
Class 11 - A d Preferred Stock, O.
Cass 12 - Add Conmon Stock, 0.(4)
Cass 13 - Equity Interests (not including Ad
Pref. Stock and A d Common Stock), O.
Cl asses 7 and 8 are subordi nated by prepetition agreenent to CBC s
Cass 6 unsecured claim Cass 8 is subordinated by prepetition
agreement to the Senior Debentures Class 7 clains. C asses 6B, 7,
and 8 are of equal priority with the Cass 9 CGeneral Unsecured
d ai ns.
CBC argues that the paynment and distribution schenme of the



Joint Plan is unfairly discrimnatory against it, and is not fair
and equitable, because it does not recognize CBC S subordination
rights as to Classes 7 and 8. CBC notes that the proposed cash
paynment to its subordinated Cass 7 on the effective date of the
Joint Plan exceeds the entire anmount of CBC s subordinating
unsecured claim According to CBC, the Joint Plan not only pays
t he subordi nated cl ass before paying CBC in full pursuant to its
subordination rights, but circunmstances of the Debtor and the Joint
Pl an are such that subsequent payment of CBCin full is

specul ative. Simlar concerns are expressed on behalf of Cass 7
as its treatnent relates to Cass 8.(5)

Footnote 4

Ol asses 11 and 12 woul d be issued contingent warrants whose val ue

has been assessed by the Debtor at not value for distribution purposes.
End Foot note

Footnote 5
Both CBC and the Seni or Debentures argue that the paynent to junior
cl asses of stock and/or warrants violates the absolute priority rule if

t he senior classes have received |l ess than full payment. In order for
recei pt of shares by Cass 7 Senior Debentures to constitute ful
paynent when added to the cash and note the Class is to receive, the

new y created
equity under the Joint Plan nust have value of at |east $2.48 per share.
End Foot note

The Debt or argues that nonbankruptcy subordination rights
need not be recognized in cramdown under 11 U.S. C. Section 1129(b),
hone of the concepts of "unfair discrimnation” and "fair and
equitable”. But even if they need be, the Debtor asserts, the
Joint Plan does not violate the subordination rights of either
Class 6 with regard to Classes 7 and 8, or Cass 7 with regard to
C ass 8, since both classes are "paid in full" for purposes of
crandowm on the effective date of the Joint Plan. The Debtor
argues that neither subordination, nor absolute priority fair and
equi tabl e concepts, require that a senior class be paid in cash
bef ore paynents are made to junior classes. Al that is required
under 11 U.S.C. Section 1129(b), according to the Debtor, is that
seni or cl asses receive property of a present value equal to the
al | owed anobunt of their clainms. The Debtor argues that the Joint
Pl an satisfies the requirenment through distribution of property to
t hese subordinating classes in conbinations of cash, new equity and
notes equal to the allowed anounts of their clains.

The positions of the parties on these issues of
application of nonbankruptcy subordination rights, unfair
di scrimnation, and fair and equitable standards under 11 U S.C
Section 1129(b), as they relate to the paynment and distribution
scheme of the Joint Plan, are appropriately analyzed in Iight of
feasibility of the Joint Plan and value of the Debtor as a going
concern. Accordingly, it is necessary to digress from11l U S.C
Section 1129(b) issues for the nonent to consider these inportant
related matters.

Feasibility of The Joint Plan And Val ue of The Debtor as a Going
Concern. ( 6)

Anal ysis of feasibility of the Plan and val ue of the
Debt or as a goi ng concern involve many of the same consi derations.
Feasibility, froman operational standpoint, is considered in |ight



of future projected cash flow probability. Value of the Debtor is
determ ned by using the same cash flow probability over the

rel evant future, and then reducing it to present value by a

di scount variable that represents a weighted average cost of
capital. The discussion focuses first on feasibility, then on

val ue.

Footnote 6

The Joint Plan provides for the issuance to CBC of an accel erating
unsecured note for any deficiency that mght otherwise result in the
payment of its unsecured claimfroma finding that the value of the
new y created equity under the Joint Plan is | ess than $2. 16 per share.
The Seni or Debentures are to get a note in the anmount of $997,000 in
addition to the cash and shares provided it.

End Foot note

Feasibility. Considerations of feasibility are viewed in
the Iight of a preponderance standard. See: In re Morp
Fi nancial, 137 B.R 219, 225 (Bankr. S.D. Tex. 1992); Honme Savi ngs
Ass'n. v. Wodstock Assoc. (In re Wodstock Assoc.), 120 B.R 436,
453 (Bankr. N.D. I1l. 1990); In re Arnold, 80 B.R 806 (Bankr. MD.
La. 1987). Accordingly, the Joint Plan woul d be consi dered
feasible in satisfaction of 11 U. S.C. Section 1129(a)(11), if it
could be said that, nore likely than not, confirmation will not be
followed by liquidation, or the need for further financial
reorgani zati on. The Joint Plan proponents bear the burden of proof
regarding feasibility. The burden has not been net.

Accurate prediction of any future course of events is an
uncertai n endeavor. Accurate prediction of future financial
performance of a reorgani zed busi ness operation often presents
significant challenges, particularly where the structure and
operations of the reorganized entity bear little relationship to
the old one. Prudent prediction of the future financi al
performance of the Debtor under the proposed reorgani zati on does
not support the projected cash flows that drive the Joint Plan.(7)

Footnote 7

Prudence has been described as the art of accessing nenory, analyzing

it in light of present circunstances and environnment, and applying the
analysis to the future for purposes of selecting a course of action that
best serves the legitimate interests of the inquirer. See generally:
The Art OF Menory, Frances A Yates, Univ. Ch. Press, 1966.

End Foot note

Prudent prediction of future financial performance in this
case i s made sonmewhat easier because the Plan does not propose
significant changes in either the structure or operation of the
Debtor's core stores; nor does the Joint Plan call for the
i ntroduction of any new and untried busi ness endeavor. The Joint
Plan is not prem sed on the infusion of outside capital, but the
proposed reorgani zation is based on a downsi zed operation in a nore
limted market with focus on selected profitable stores.

The projected cash flows in the Joint Plan are based on
future performance of core stores that would survive the
reorgani zation. The inquiry to determine validity of the
proj ections begins by conmparing themw th the historica
performance of the sanme stores. Sane store projections reflect
substantially higher predicted gross sales and significantly | ower
predi cted key costs of sales than experienced in the past.



G oss sales of sane stores project a growh of 2.8%for
the 1993 fiscal year over 1992. Goss sales for fiscal year 1992
fell approximately 3.5%from 1991.(8) &Goss sales during the sunmer
months of this year failed significantly to neet the cash fl ow
proj ections, causing the Debtor to postpone or reduce schedul ed
capital expenditures and reduce its nedia budget. G oss sales
during the weeks imedi ately preceeding, and during the hearing
were m xed, at best, in neeting the projections.

Footnote 8

The Debtor prepared a store-by-store analysis (Joint Exhibit 36),

conmparing annual sales figures, citing what it refers to as unique
factors

t hat caused past poor performance, and offering reasons supporting

expected i nproved future performance. However, the factors cited for
t he poor performance, such as road construction inpeding access to a
store and

whi | e not general comon occurences, are certainly within the scope of

occurrences that one mght expect to experience in the industry from
time to time. Those factors cited in support of expected growth
proj ecti ons

for the near termfiscal yearsw,k while positive in nature, are only

some of nyriad factors that can be expected to determ ne actual store

per f or mance.

End Foot note

Those factors cited in support of expected growth projections for
the near termfiscal years, while positive in nature, are only sone
some of nyriad factors that can be expected to determ ne actua
store perfornance
On the cost side, projections are significantly | ower or
are projected to remain flat during the period. Key costs include:
food and beverage; |abor; nmedia; and other. The Debtor's genera
expl anation for |lower costs in its post-hearing Fact Menorandumis
Once the Conpany energes from bankruptcy and is not
di stracted by that process and the other extraordinary matters
whi ch have occupi ed managenent, such as the divestiture of Canada,
it is inevitable that managenent's renewed focus on the business
will result in significantly better operations. Fact Memin Sup. O
Conf. Jt. Plan, p.11.

VWhat ever the intended nmeaning of "significantly better
operations™ is, it certainly is not inevitable that managenent
could significantly reduce key costs as a percentage of sales. In
light of present general economc conditions and intense
conpetition within the industry, the nore reasonable conclusion is
that operating margins will likely shrink, reflecting greater
absorption of costs, thereby increasing key costs as a percentage
of sales rather than decreasing them (9)

Footnote 9

For instance, the Debtor's cost of food and beverage for the 1992
fiscal year (26.5% is already substantially below the industry average
(32.3% for 1991). See Exhs. 12 and 72. In part it is due to the
relatively | ess expensive ingredients that historically made up the
Chi-Chi's cuisine. According to Chi-Chi's, menus will be changed in the
near future to include nore expensive ingredients as a strategy to

mai ntai n market share in an intensely conpetitive and shrinki ng market
environnent. In an intensely conpetitive market, nore |likely than not,
t hese increased costs would tend to be absorbed (thereby increasing the
cost closer to the industry average), rather than passed along to



consuners through higher prices. The cost of liquor, all agree, wll

likely continute to rise. Again, in an environnent of |ingering
recession

(or post-recession recovery, dependi ng upon one's choice of econoni sts)

and intense conpetition in a shrinking market, it cannot sinply be

assuned that these increased costs can be passed along to consumners.

Projected decreases in the cost of |abor are based |argely on general

observations and intentions rather than specific substantive
initiatives.

If the cost does not decrease, or if labor costs increase, the extent to

whi ch the unantici pated expense can be passed on to consumers, is
i kew se

in recognition of the value, if not necessity, of this form of
advertising to maintain market share and grow. The Debtor's projections
reduce this

cost to 3.5% explaining that |ocal advertising is becom ng nore and
nor e

important in the overall advertising schene. The explanation is not

End Foot note

per suasi ve

In short, explanations furnished to reconcile projected

cash flows with substantially underperform ng historical individua

and col | ective sanme store cash flows, are insufficient to overcomne

t he di screpancy. Furthernore, the projections, when viewed in

light of present and near future likely econom c and industry

conditions, do not fare any better. Econom c and conpetitive

forces are nore likely than not in the near termto keep prices

down, shrink operating margins, and require significant capita

expenditures, all of which will be necessary to maintain market

share, and none of which will have a positive influence on cash

flow

The Debtor has al ready postponed capital expenditures due

to recent shortfalls in actual sales fromprojected sales. Aside

fromthat, the projections allow for m nimal amounts avail able for

store enhancenents, with little or no margin for costs exceeding

estimates. (10)

Foot note 10

According to Chi-Chi's, the cost of store enhancenents that the Debtor

has provided for, and which are necessary to maintain market share, are

substantially underestimated. The Debtor's projections call for

expendi tures of $40,000 to $50, 000 per store. According to Chi-Chi's,
an average of $150,000 is needed for enhancenents.

End Footnote

The projections assume buil der financed construction of
new stores under a "build to suit” concept, without initial capita
outlay required of the Debtor. Chi-Chi's challenged the
availability of the "build to suit” alternative in the current
market, and offered testinony that Chi-Chi's itself, with access to
nore than $25, 000,000 in equity, could not attract such an offer
froma builder. The Debtor offered no evidence of the availability
of "build to suit" construction for its new store construction
Simlarly, Chi-Chi's challenged the Debtor's estimted costs of
openi ng new stores, claimng that the actual cost woul d be
substantially higher. Again, the Debtor's projections appear to be
thin with no margin for error in cost estimates. (11)

Footnote 11
The Debtor clainms that its cash flow projections have margin for error



regarding these matters because they do not fully value a note receivable
in the face amount of $1,200,000 resulting fromthe Canadi an sal e,

and anticipated revenues fromthe sale of two Louisiana stores. However,
val uation of the note discounted reflects the uncertainty of paynment, and
the full face value provides little margin unless and until it is
collected. No evidence was offered regarding collectibility of the note.

No purchase agreenment exists for either of the stores, and no buyer has

been identifi ed.
End Foot note

The Joint Plan cash flow projections do not appear
realistic under either historical conparison or present conditions
anal ysis. Recent history of operations and present econom c and
i ndustry conditions indicate a substantial risk of failure of the
projections. Aggravating the risk is the weak liquidity position
of the Debtor that would result from consunmation of the Joint
Plan. The Debtor intends to distribute approximately $3, 000,000 in
cash to various classes of creditors on the effective date of the
Pl an, which would | eave, after paynent of admi nistrative expenses
and ot her adjustnents, |ess than $1, 000,000 cash going forward. (12)
Chi-Chi's offered testinmony that, under nore conservative but
historically consistent cash flow projections, the Debtor would
have only $660, 000 avail abl e going forward, and that the Debtor
woul d run out of cash by August 1993.(13)

Footnote 12

The Debtor boosted its cash position as of the effective date of
the Joint Plan by providing for realization of income through wire
transfers schedul ed earlier than in the ordinary course during the case
and by reduction of schedul ed capital expenditures during the period.
End Foot note

Foot note 13

In an appraisal of the Debtor nmade for the Unsecured Creditor's
Conmittee, Ernst & Young concluded that prudent managenent of the Debtor
woul d requi re maintenance of a cash position going forward of

approxi mately

time

$2,000,000. M. Tanosui nas, author of the report, hedged somewhat from
that conclusion in his testinmony at trial, but unpersuasively. At the

t he appraisal was nmade, relationship of the Committee and the Debtor
was adversarial. O course, the Committee is a proponent of the Joint
Plan, and at trial pursued identical interests.

End Foot note

In Iight of the foregoing, the Court finds that the Debtor

has not proven by a preponderance that the Joint Plan is feasible.

Val ue. Six expert witnesses testified relating to the

goi ng concern value of Consul. One expert witness (Arthur Cobb),
however, did not provide the Court with an i ndependent val uation. (14)
These val uati ons were received:

(1) Dai n Bosworth | ncorporated val ued Consul at an
aggregate value in excess of $29 mllion
conservatively, as high as $34 nmillion under nost
i beral assunptions. Larsen, Joint 67, Joint
53, Joint 54.

(2) R Steven Tanner val ued Consul at a "break-up
value" in excess of $24 mllion. Tanner, Chi-
Chi's EE



(3) Ernst & Young found that the reorganization val ue
of Consul exceeded $19 million. Tanosui nas,
Chi-Chi's BB

(4) Don Ni chol son adjusted and reduced the Ernst &
Young valuation to approximately $10 mllion
Ni chol son, Chi-Chi's KK, Chi-Chi's LL

(5) Based on Nichol son's projections, Houlihan, Lokey,
Howard & Zukin val ued Consul at approximately $12
mllion. Daniels, Chi-Chi's OO
Interestingly, the experts agreed on the better mnethodol ogy that
shoul d be used in valuing the Debtor, the discounted cash fl ow
method. Simlarly, each used essentially the sanme fornula in the
anal ysis. Yet, a $20,000,000 spread exists in opinions on the
val ue of the Debtor's business, between $10, 000, 000 and
$30, 000, 000. Each expert's opinion is purportedly based on a
conservative estimate. The differences are largely accounted for
by the use of different assunptions in determ ning the variables
upon whi ch the fornul a operates. (15)

Foot note 14

M. Cobb's anal ysis exam ned and critiqued the val uati on report
prepared by Dain Boswort h.

End Foot note

Foot note 15

The record on this issue verifies that fornulas, |ike trained ani nals,
perform according to what they are fed.

End Foot note

At the outset, M. Larsen's valuation is rejected for
several reasons. NMbst inportant is that the Joint Plan is not
based on his valuation. M. Larsen performed the valuation for the
Debtor at a tinme when the Debtor and the Unsecured Creditor's
Conmittee were not getting along. The Joint Plan is nore the
Committee's influence than the Debtor's and is based on the Ernst
& Young val uation. (16) Seenmingly, the Larsen valuation is offered by
the Joint Plan proponents as a frontier position to nmake the Ernst
& Young val uati on appear nore conservative and reasonabl e.

Foot note 16

If M. Larsen's valuation is correct, it would appear that at |east

$7, 000,000 in value of the Debtor rightfully belongs to prepetition
equity security holders, including cormmon holders. This Plan is not
funded by any postpetition capital infusion. Total debts are

approxi mately $21, 000,000 with adm ni strative expenses at approxi mately
$1, 000, 000. Yet, the Debtor explained that the comon hol ders were not
solicited regarding the Joint Plan because they were to receive nothing
of value and it would be too costly.

End Foot note

M. Larsen's valuation apparently assumes a turned around,
financially healthy Debtor in a robust econony like the [ate
1980's. The Debtor is struggling in an intensely conpetitive and
hostil e financial and economic environnent that is nothing like the
late 1980's. Furthernore, the Debtor does not struggle froma
position of strength, and would energe fromthe protection of the



Bankruptcy Court as a relatively weak player in its market. The
valuation is sinply not credible.

The Ernst & Young val uation presents a nore accurate
frontier position of the going concern value of the Debtor. That
val uation, $19, 000, 000, assunes the cash flow projections of the
Debtor's managenent. It also draws key cost of capital information
from 1980's industry conparables. Despite assertions to the
contrary, the valuation is, as a result, a very liberal assessment.
A conservative Ernst & Young valuation results fromthe adjustnents
made to its assunptions by M. N cholsen in his rework of it with
cash flow projections nore historically consistent with the sanme
store operations of the Debtor, and with cost of capita
assunptions (particularly cost of equity), that are nore realistic
in the current econom c environnent.

Havi ng carefully considered all of the substanti al
rel evant testinony and docunentary evi dence regarding the issue,
the Court finds that the npbst that can be said with any integra
degree of certainty about the going concern value of the Debtor is
that the value |lies somewhere between $10, 000, 000 and $19, 000, 000,
probably toward the | ower end of the range.

Treatnent of CBC And Seni or Subordi nated Debentures Under
11 U.S.C. Section 1129(b). dass 6, CBC, objects to confirmation
and the Seni or Subordi nated Debentures express concern on grounds
that their subordination rights are being inproperly ignored under
the Joint Plan. The Joint Plan proponents disagree.

11 U.S.C. Section 1129(b) (1) provides:

(b)(1) Notwithstanding section 510(a) of this title, if
all of the applicable requirenents of subsection (a) of this
section other than paragraph (8) are net with respect to a plan
the court, on request of the proponent of the plan, shall confirm
the plan notw t hstandi ng the requirenments of such paragraph if the
pl an does not discrimnate unfairly, and is fair and equitable,
with respect to each class of clains or interests that is inpaired
under, and has not accepted, the plan. (enphasis added)

The Joint Plan proponents' first argue that subordination rights of
cl asses are not enforceable in crandown by the plain | anguage of 11
U S.C Section 1129(b)(1). However, it is generally understood
that such rights are enforceable under the discrimnation and fair
and equitable concepts of the statute. See: 5 Collier on
Bankruptcy 1129.03 [3] [b], 1129-67 (15th ed. 1992); K. Klee, A
You Ever Wanted to Know About Cram Down Under the New Bankruptcy
Code, 53 Am Bankr.L.J. 133, 142 n.70 (1979).

Next, the Joint Plan proponents argue that the
subordination rights of these dissenting classes are satisfied
because Classes 6 and 7 will receive paynment in full on the
effective date of the Joint Plan. For Cass 7, the Senior
Debentures, the question is whether the value of the proposed new
shares to be issued the class will have a present value of at |east
$2.48 per share. For CBC, the question is whether a conbination of
cash, shares and an accel erating unsecured note with an appropriate
interest rate, is fair and equitabl e when substantial cash paynents
are proposed for distribution to a subordinated class on the
effective date of confirmation

The burden of proof is with the Joint Plan proponents on
t hese issues. The standard of neasure is not clear. A nunber of
courts have held that confirmation of a plan pursuant to section
1129(b) requires proof by clear and convincing evidence.(17) Inre
Mcorp Financial, 137 B.R at 225; B.W Alpha v. First Cty Nat'
Bank of San Angelo (In re B.W Alpha), 100 B.R 831 (Bankr. N. D
Tex. 1988); In re Rusty Jones, 110 B.R 362, 373 (Bankr. N.D. 111I.



1990); In re Future Energy Corp., 83 B.R 470, 481 (Bankr. S.D
Chio 1988); In re Agawam Creative Mtg Assoc., 63 B.R 612, 618-19
(Bankr. D. Mass. 1986); In re Stoffel, 41 B.R 390, 392 (Bankr. D
M nn. 1984). |If so, conclusive proof is not required. Anerican
Cyanamd Co. v. Electrical Indus., 630 F.2d 1123, 1127 (5th Cr.
1980). But see: Gogan v. Garner, 111 S.Ct. 654, 659 (1991); and
Addi ngton v. Texas, 441 U. S. 418, 99 S. . 1804 (1979). These
Supreme Court cases indicate that a preponderance standard m ght
apply. Here, the burden has not been net under either standard.

Foot note 17
"The standard requires a higher degree of proof than a preponderance

of the evidence . . . . The standard requires that the exi stence of
di sputed facts be highly probable, that is, much nore probable than its
non- exi stence." Anerican Cyananmid Co. v. Electrical Indus., 630 F.2d

1123, 1127 (5th Cr. 1980). 1d. (citation omtted.)
End Foot not e

For the present val ue of the new proposed shares to equa
at |east $2.48 per share, the present value of the Debtor as a
goi ng concern nust be at |east $19, 000,000. For reasons already
di scussed, that is unlikely. Accordingly, the Joint Plan
proponents have not shown that Class 7 would be paid in full on the
effective date of the Joint Plan so as to conply with the fair and
equi tabl e standards of 11 U . S.C. Section 1129(b). The schene
appears to violate the absolute priority rule in that a
subordi nated class woul d receive property while the subordinating
class would be left without full paynent.

The Joint Plan would pay CBC s subordi nating cl ai m of
$1, 094, 000 by $400,000 in cash on the effective date, 321,000 newy
i ssued shares of equity of the Debtor ($694,000 at $2.16 per
share), and an accel erati ng unsecured note for any deficiency
resulting froma finding that the new equity has a present val ue of
| ess than $2.16 per share. For the proposed new shares to have a
present val ue of $2.16 per share, the going concern val ue of the
Debt or nust be approximately $17, 700, 000. For the reasons al ready
di scussed, that is not |ikely.

The proposed distribution scheme is not fair and equitable
to CBC because it would pay out on the effective date of the Joint
Plan to CBC s subordinated creditor, Cass 7 Senior Debentures,
cash exceeding the entire subordi nati ng unsecured debt. CBC would
receive 63%of its "paynent in full" on the sane date in new stock
and an unsecured accel erating note.

Under the Bankruptcy Act, such a scheme was not
perm ssible. See: Inre Central RR Co. of New Jersey, 579 F.2d
804 (3d Cir. 1978); and United States v. Key, 397 U S. 322, (1970),
concurring opinion of Justice Douglas. Under the Bankruptcy Code,
the statute specifically allows for the concept of fair and
equi tabl e to acconmodat e paynent of senior secured debt through
retention of liens and deferred present val ue paynents, with
interimdistributions of cash to junior classes, secured and
unsecured. See: 11 U.S.C Section 1129(b)(2). Recognition of such
a distribution schenme under the Code is essential to the entire
concept of reorganization. The senior secured class is protected
by retention of the collateral interest and is conpensated for the
ri sk, presumably slight, in going forward by the terns of the note.

The sane cannot be said with respect to the distribution
scheme here. First, no apparent legitimte purpose is served the
reorgani zati on of the Debtor by distributing to the subordinated
class avail able cash that, if distributed to the senior



subordinating class, would pay that senior class in full. Such a
schenme would materially shift the risk of failure of the Plan from
t he subordi nated to the subordinating class for no apparent reason
other than to secure acceptance of the junior class by allowing it
to overreach the senior class. Even absent the finding on
feasibility, it can hardly be questioned that, should the Joint

Pl an be confirmed, the Debtor would have significant risk of
failure going forward. A class "paid in full” with new equity and
unsecured notes has paynent wi thout currency when the debtor fails
before the note is paid or before the shares can be sold.(18) In the
meantime, the junior class would have received irretrievable
currency paynent at the real cost to the senior class.

Foot note 18

Interestingly, none of the experts would record an opinion

of what the new shares would be worth in spendabl e value, that is,

at what price they would trade in the nmarketplace. The Joint Plan
provi des for the new shares to be publicly traded |ike the prepetition
equity shares. Those shares traded for 31 cents per share on the |ast
day they were traded.

End Foot note

The concept of fair and equitable involves nore than the
application of a nechanical calculation of absolute priority based
on distribution of property valued abstractly. Wen the proposed
di stribution would substantially shift the risk of failure of the
plan froma junior class to a senior dissenting class for no
legitimate purpose, the plan is not fair and equitable to the
di ssenting class.(19) Such is the case here.

Foottnote 19

VWhy the Joint Plan proponents chose to distribute cash to
G ass 7 Senior Debentures and shares and notes to CBC is a nystery.
Utimately, Cdass 7 rejected the Plan anyway and the proponents are
unsuccessful in cramm ng down the Class. Nevertheless, it seens that
there existed fromthe beginning a better chance to crandown the
subordi nated cl ass hol di ng shares where no cash is available for
distribution to it because of paynent to a senior class, than to
cranmdown the subordi nating class hol ding the same shares where the
cash is not available for distribution to it because of paynent to
a junior class.
End Foot not End Foot note

Sunmmation on Confirmability of The Joint Plan

The Joint Plan is not confirnmabl e because the Plan has not
been shown to be feasible under 11 U S.C. Section 1129(a)(11), and
because it has not been shown to be fair and equitable to the
di ssenting O asses 6 and 7.(20)

Foot note 20

Chi-Chi's objected to confirmation on the additional grounds
that the Debtor could not properly assume the Chi-Chi's franchi se under
the Joint Plan because of its present net worth deficiency fromthat
requi red by the agreenent, and because of what Chi-Chi's clainms is a
nore rigorous and expanded construction requirenent in the agreenent
for new stores than is provided for under the Joint Plan. These
obj ections are specious and do not nerit extended discussion. They
are sinply overruled, the one in light of 11 U S.C 0365 (b)(2) (A,
and the other in light of the good faith prior conduct and dealings
of the parties.



End Foot note
.
CH -CH 'S PLAN

The Pl an

The Chi-Chi's Plan is essentially a takeover plan. It is
one by which the wholly-owned subsidiary of Chi-Chi's, Inc., CCMR
Inc., would purchase the newy issued shares of the reorgani zed
Debtor for $8, 700,000 and assume approxi mately $4, 000,000 of the
Debtor's secured debt, paynent of which is guaranteed by Chi-Chi's.

The present conmon and preferred stock of the Debtor would be
cancel l ed. The $8, 700,000 together with certain other assets of
the Debtor, including approxinmately $5, 000,000 of cash on hand and
t he Canadi an Notes with a face val ue of $1, 200,000, woul d be
deposited with a Creditors Fund to be distributed in accordance
with the priorities of the Bankruptcy Code. 1In addition, Chi-Chi's
filed a notion to assune certain of the Debtor's | eases, which
paynments woul d al so be guaranteed by Chi-Chi's. No objections were
filed by any landlord to this notion

In response to certain objections received to the Plan
Chi-Chi's nmoved to nodify its Plan to provide for the settlenment of
a certain adversary proceedi ng pendi ng between Chi-Chi's and the
Debtor, to withdraw Chi-Chi's pre-petition claimagainst the
Debtor, and to increase the Creditors' Fund by any proceeds
received fromthe sale of the Louisiana assets.(21) As a result of
t hose changes and ot her assunptions as set forth in Chi-Chi's Plan
and Di sclosure Statenent, Chi-Chi's anticipated that the clainms of
Class 6 Circle Business Credit, and the clains of Cass 7 Senior
Debentures would be paid in full. The clainms of the other
unsecured creditors, Cass 9 would receive approxi mately 73. 7% of
their claim and the clains of Cass 8 Subordi nated Debentures
woul d recei ve approximately 9.1% of the estimated anmount of their
clains. Al subordination rights of the classes are recogni zed and
t he proposed distribution would be the result of application of the
relative priority rights anong the subordi nati ng and subordi nat ed
classes. One inpaired creditor, the Cass 6 claimof CBC, voted to
accept Chi-Chi's Plan. (22)

Footnote 21

The Joint Plan provides for the sale of two stores in

Loui siana as the final phase of its downsizing and restructuring
efforts.

End Footnote

Foot note 22

The Creditor's Committee has filed a notion to disqualify the
CBC vote on the ground that the vote was "bought”. Chi-Chi's
has responded to that notion in a separate pleading. The issue
will be addressed in this part of the opinion.
End Foot note

The Debtor stipulated at the hearing that the creditors
woul d receive or retain under Chi-Chi's Plan nore than they would
receive if the Debtor were |iquidated under Chapter 7. Al so, the
Debtor stipulated that Chi-Chi's Plan, which proposes to pay
creditors in accordance with the priorities of the Bankruptcy Code,
met the absolute priority portion of the fair and equitable
cranmdown standards of Section 1129(b)(2)(B). Finally, Chi-Chi's
Pl an was not chall enged on any feasibility issue by the Joint Plan
proponents.



ojections to the Chi-Chi's Plan

The Joint Plan proponents object to confirmation of the
Chi-Chi's Plan on several grounds.(23) One is that, according to them
the CBC vote was "bought” by nore favorable interest rate treatnent
to CBC than to simlarly situated secured creditors. The
assertion, however, is not supported by the record in the case.

Foot note 23

The American Bank Mankato al so objected to confirmation of

Chi-Chi's Plan. The Bank's objections are specifically related to
treatment of its secured claimand are couched in terns of feasibility
and fair and equitable considerations. The Bank did not participate

in the hearing and, accordingly, offered no testinony or other conpetent
evi dence to support its allegations. The objections are speci ous and
are sinply overrul ed without further commrent.

End Foot note

There is no other simlarly situated secured creditor in
the case. The creditor comng closest to CBC in size of secured
claimis Chrysler Capital and it holds a nortgage on real estate
for the full anobunt. The other secured clains are relatively smal
and are collateralized with reliable security. The obligation to
CBC is collateralized by highly depreciabl e equi pnrent, whose val ue
in liquidation is speculative. The existing |loans were intended to
be short term according to CBC, and the proposed treatnent is
appropriate and necessary sinply to preserve its present position
VWile the interest on the debt is generous at 500 basis points over
the rate provided other secured creditors, that, under
circunstances of its six-year termand declining collateral value,
is not sufficient evidence that the vote was bought.

Anot her obj ection concerns the Chi-Chi's franchise
agreement. The Chi-Chi's Plan would ignore or reject the agreenent.
The Joint Plan proponents argue strenuously that only the Debtor
can assume or reject the franchi se agreement and, in any event, the
purported rejection of it by the Chi-Chi's Plan fails to neet the
best business judgnent test. The objection is specious. At one
point late in the discussion, the Unsecured Creditor's Conmittee
observes that:

By proposing to reject the Franchise Agreenments in the
Chi-Chi's Plan, Chi-Chi's is effectively dealing with itself.*

*W t hout further comrent.

Suppl emental Motion For Order Denying Confirmation, p. 14. That is
preci sely what nakes the entire argunent specious. Chi-Chi's Plan
is a buy out plan that includes the franchi se agreenent. The
Debtor's creditors will be paid out of proceeds fromthe buy out.
Since Chi-Chi's is also the franchi sor under the agreenent, the
agreement becones noot, and, in any event irrelevant to the
Debtor's creditors.

The remai ning significant objections by the Joint
proponents are that the Chi-Chi's Plan is proposed in bad faith and
is not fair and equitable to general unsecured and subordi nat ed
creditors.(24) These objections are driven by the prem se that the
Plan basically is an inproperly | everaged hostile takeover attenpt
that woul d steal much of the Debtor's value fromits junior
creditors. The record does not support that assertion

Foot note 24



O her objections are that the Plan cannot be confirned because of

its Plan Admi nistrator and rel ated provisions, and because the Pl an
settles a lawsuit with itself. These objections are wi thout nerit and
are not otherw se conmented on here except to overrule them

End Foot note

The Debtor certainly has value. Value in the range
assuned by the Joint Plan proponents, however, is nore potential
future value than real present value. It is apparent that the
Chi-Chi's concept and the Debtor's existing stores, are potentially
very viable and can be highly conpetitive in the Debtor's market
area. But it is equally apparent that the Debtor's present
position is a weak one in a hostile econom ¢ and intensely
conpetitive environment.

For mer managenent policies allowed the Debtor to becone
seriously undercapitalized over a several-year period to the verge
of ruin. Apparently, the severe downturn in the econony in 1990
precipitated a crisis for the Debtor. Since then, the new
managenent adnirably acconplished the restructuring and downsi zi ng
necessary to make a recovery possible. But nore than restructuring
and downsi zing i s necessary, especially in the present environment,
to make recovery probable. Wat is needed is a substanti al
retention or infusion of capital to both provide for necessary
capital expenditures, and for nmaintenance of a healthy liquidity
position in anticipation of reasonably expected shortfalls in cash
fl ow over the near term

The provision for stripping $3,000,000 in cash fromthe
Debtor to pay creditors on the effective date of confirmation
stripped the Joint Plan of feasibility. The provision also betrays
t he understandi ng and appreciation by the Joint Plan proponents of
the inherent risk of failure of the Plan, and of their
unwi | I i ngness to accept their own position regarding present val ue
of the reorgani zed Debtor. Oherw se, presumably, they would have
proposed to | eave the cash in and convert nore debt to new equity,
t hereby increasing the strength of the Debtor rather than sapping
it further.

In order for the Debtor to achieve value in the range that
the Joint Plan proponents perceive as present value, substanti al
ri sk capital nust be conmitted over the near termthat wll not
positively translate to the near termbottomline net cash flow
The Joint Plan proponents are unwilling to nmake that comnmtmnent.
Yet, they value the Debtor as if the comm tnent has been nmade, the
ri sk overcone, and the worth realized.

Chi-Chi's is willing to invest the capital and to assune
the risk. Because of who Chi-Chi's is, it might have a unique
interest in making the investnment and, perhaps, Chi-Chi's m ght
stand to benefit nore than an ordinary passive investor. But that
does not turn the proposal to acquire the Debtor into a bad faith
pl an; nor is the proposal unfair and inequitable under 11 U S. C
Section 1129(b) to creditors who will not receive paynent. The
proposed price is well within the range of probabl e present val ue
of the Debtor, and there exists no better offer

The various objections to confirmation of the Chi-Chi's
Plan are insufficient to prevent confirmation

M.
DI SPCSI TI ON

Based on the foregoing, I T | S HEREBY ORDERED:
confirmation of the Joint Plan is denied, and the Chi-Chi's Plan is
confirmed. All pending notions are granted or denied, consistent
with this ORDER






