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

In Re:

Val ue Recreation, Inc. CHAPTER 11
Debt or .
Bky. 97- 36779

CORDER

Hearing was held on Novenber 20, 1998, on
confirmation of Debtor Value Recreation's Second
Modi fied Plan of Reorganization. Northland Credit
Corporation, the Debtor's major prepetition |ender
objects to confirmation. Appearances were as noted
in the record. Based on the evidence presented and
received at the hearing; on the briefs and argunents
of counsel; and being fully advised in the matter
the Court now nmakes this ORDER pursuant to the
Federal and Local Rul es of Bankruptcy Procedure.

l.
THE DEBTOR AND THE PLAN

Val ue Recreation, Inc. has been in the business
of selling gymasium and pl ayground equi pnent since
1988, nostly to schools and school districts. In
recent years, the conpany has expanded its business,
concentrating on sales in connection with new
facilities. According to the Debtor, its major
supplier in this endeavor, Performance Sports
Systens, defaulted on several projects |eaving Val ue
Recreation with | osses of $300,000, and causing this
bankruptcy filing. The petition was filed Cctober
14, 1997.

The Debtor's Chapter 11 plan is prenm sed on
reorgani zati on of the business to concentrate on
sales to clients with existing facilities, rather
than in connection with new construction. According
to the Debtor, the change will reduce both the gross
recei pts and di sbursenents of the business,

i nproving net cash flow During the first seven
nmont hs of the bankruptcy case, Val ue Recreation
experienced a net cash flow of $2,856.80, on

recei pts of $426,613. 08 and di sbursenents of
$423,274.28. For the first six nmonths under the
restructured business, the Debtor projected gross
recei pts of $244,000 and di sbursenents of $219, 500,
resulting in a net cash flow of $24,500. (1)

This is not a large case. The Debtor's
schedul ed debt is:

secured
Nort hl and Credit Corporation $ 50, 000
Robert Janohosky $ 36,000



Chanhassen Bank $ 11, 000
I mperial Capital Corp. $ 5,000
priority

I nternal Revenue $ 24,167
Mh. Dept. Revenue $ 5,653
unsecured (2) $ 454, 816

The plan provides for nonthly paynments to secured
and priority creditors of $2,730, and quarterly
paynents to unsecured creditors of $4,704. Assuning
the Debtor's cash flow projections are accurate,

Val ue Recreation should have a net cash flow average
of approxi mately $4,100 a nonth, and shoul d have the
ability to fund the plan as proposed.

Al'l classes, other than Northland Credit, have
accepted the plan. The plan proposes to pay
Nort hl and $50, 000 over five years in nmonthly
i nstal | nent paynents including 12% annual interest.
Nort hl and obj ects, contending that: the allowable
hearing, was $71,406; the proposed interest rate
woul d not pay Northland the present value of its
claim the plan is not feasible; and, the plan
violates the absolute priority rule.(3)

.
NORTHLAND S CLAI M

The Not e

In June 1996, Val ue Recreation obtained a
capitalization loan fromNorthland in the formof a
note evidencing a $100,000 line of credit at 3%

i nterest per nonth, or 36% annual interest. The
parties disagree on what their intention was in the
transaction. The Debtor clains that the interest
rate was supposed to be one and one-half percent per
nonth, or 18% annual interest for a |oan of
indefinite duration. Northland clains that the 3%
monthly interest rate was clearly understood by the
parties, and that the loan was intended as a
bridgi ng | oan pending the Debtor's qualification for
nore favorable financing el sewhere. Northland' s
principal testified that Northland assisted Val ue
Recreation in attenpting to secure pernmanent
financing, but the effort was not successful

VWat ever the intention, the Debtor executed a
demand promissory note in the anbunt of $100, 000 at
3% per nonth on June 20, 1996. Val ue Recreation
drew $50, 000 of the line of credit the follow ng
day.(4) The loan is secured by all of the Debtor's
assets, which consist of inventory, accounts
recei vabl e, bank accounts, and m scel | aneous
personal property and equi prent.

The Debtor nade interest payments for each of
the nmonths prior to bankruptcy foll ow ng execution
of the note, but not always tinely. Value
Recreation continued to make the full interest
paynments postpetition for the nonths of Cctober



Novenmber and Decenmber 1997. No January 1998 paynent
was made, but paynents were resunmed in February and
continued nonthly in the anpbunt of $500 each through
the hearing on confirmation

The Stipul ation

On April 28, 1998, Value Recreation and
Northl and entered into a stipulation for use of cash
col lateral, which provided the basis for an order
approving the Debtor's use of cash collatera
entered on May 6. The agreenent called for paynents
of $500 per nmonth to Northland for adequate
protection of its secured claim Additionally,
paragraph 2 of the stipulation read:

2. As of the date hereof, Northland is the
hol der of a secured cl ai magai nst the
Debtor in the anount of $50,000 as

evi denced by a Prom ssory Note dated June
20, 1996 (the "Note") which Note requires
mont hly payments of $1,500 fromthe Debtor

Val ue Recreation represented in the stipulation that
Northland's coll ateral had the foll ow ng present
val ues: inventory $1,000; accounts receivable
$124, 460; and, bank accounts $16, 804.

One nonth later, Value Recreation filed its
first Disclosure Statenent and Pl an, which
recogni zed Northland's secured claimat $50,000 and
provi ded for paynment to be anortized over five years
at 12% annual interest. Northland s objection
fol | owed.

Al | owabl e Amtobunt O The Secured C aim

Nort hl and conmputed the amount of its claimby
runni ng a conputer programthat automatically
conpounds interest and applies paynments. The claim
is based on interest conpounded daily due to
untimely pre bankruptcy paynents; and, due to the
fail ed paynent for January 1998 and the [ ess than
full interest paynents made pursuant to the cash
col lateral paynents.(5) Northland al so added two
separate charges for attorney's fees, one on
Decenber 24, 1997, in the amount of $819.51; and the
ot her on Cctober 31, 1998, in the anount of
$1,183.53. Total nount claimed is $71, 406. 93.

Val ue Recreation argues that Northland is bound
by its cash collateral stipulation that the anount
of the claimas of April 28, 1998, was $50,000. The
Debtor al so asserts that, by agreeing to the $500. 00
per nmonth adequate protection paynents in the
stipulation, Northland waived its rights to the 3%
contract interest rate. Alternatively, The Debtor
requests disallowance of any additional interest to
t he secured cl ai mon equitable grounds.

11 U.S.C. Section 506(b) entitles an oversecured
creditor to interest at the contract rate during
pendency of a bankruptcy case prior to confirmation



of a plan. Prudential Insurance Conpany O Anerica
v. Monnier (In re Mnnier Brothers), 755 F.2d 1336,
1338 (8th Cir. 1985): (Since the Prudential |oan was
accel erated and oversecured, Prudential had a right
at the date the plan becane effective to the unpaid
principal plus any contract rate interest that had
accrued up until that tinme). Acceptance of
paynments, in the form of adequate protection, that
are | ess than bargained for interest paynents under
the contract of the parties does not constitute a
wai ver by the creditor of bargained for interest at
the contract rate. Southland Corporation v.
Tor ont o- Dom ni on, 160 F.3d 1054 (5th G r. 1998).
Adequat e protection paynments are intended to
preserve the bargained for position of the creditor
regarding the collateral at filing; the paynents are
not intended to replace the bargained for position
Nort hl and has al ways been oversecured, and is
entitled to interest on the claimat the contract
rate during pendency of the case pre confirmation. (6)
However, the conputation begins on a stipul ated
cl ai mof $50,000 as of April 28, 1998, with
adj ustments for subsequent adequate protection
payments of $500 per nmonth. Wth interest
conpounded nonthly, after adjustnments for the $500
nmont hl y adequate protection paynents, the claimas
of Decenber 1, 1998, before application of
attorney's fees, was approxi mately $57,662.(7) Wth
the October 31, 1998 attorney's fee charge of
$1, 183. 53 added, the total secured claimas of
Decenber 1, 1998, was approxi mately $58,845. The
Debtor's plan is not confirmabl e because it does not
provi de for paynent of the full anount of the
al | owabl e claimof Northland Credit Corporation

Present Val ue

11 U.S. C. Section 1129(b)(2)(A) provides that,
where a secured class has rejected a proposed pl an
the plan can be confirmed if:

(A) Wth respect to a class of secured
clains, the plan provides--

(1)(l) that the holders of such clains
retain the liens securing such cl ains,
whet her the property subject to such liens
is retained by the debtor or transferred to
anot her entity, to the extent of the

al | oned anount of such

clainms; and

(I'l) that each holder of a claimof such
cl ass recei ve on account of such claim
deferred cash paynents totaling at |east
the all owed anount of such claim of a

val ue, as of the effective date of the

pl an, of at |east the value of such
holder's interest in the estate's interest
i n such property;

The provision requires that the plan pay the



"present value" of the secured claim

Nort hl and asserts that the Debtor has not shown
that 12%is a "commercially reasonable rate" for a
simlar loan to a simlarly situated borrower who
has not filed for bankruptcy; and, that in fact the
plan woul d result in paynment of |ess than present
val ue of the allowed anmount of Northland s secured
claim

The Debtor's expert witness testified that
interest rates for financially troubled borrowers
were, at the time of the hearing, 3 to 5% above the
prime rate, which was 7.75% while rates for
untroubl ed borrowers ranged from9 to 10 1/2 % on
five-year loans. Based on this information, the
expert opined that the 12% rate provided for
Nort hl and under the plan was a "conmercially
reasonable rate.” On cross exani nation, the expert
conceded that because of the Debtor's history,
bal ance sheet, and particularly because of the
Debtor's debt to equity ratio, Value Recreation
could not likely obtain a commercial |oan at 12% or
at any rate. Northland' s principal testified |ater
that he searched for a third party |ender for the
Debtor, and was only able to find availability of a
factoring loan at 2 1/2 % per nonth.

None of this testinony is probative of the
appropriate interest rate to provide paynment to
Nort hl and of the present value of its secured claim
"Present value" is:

[not] a legal concept, but rather it is a
termof art in the financial comunity. It
sinmply means that a dollar received today
is worth nore than a dollar to be received
in the future. To conpensate the creditor
for not receiving its noney today, the
debtor is charged an additional anount of
nmoney. The charge is based on a rate of
interest called a "discount rate." The

di scount rate is used to cal cul ate how nuch
the creditor should be paid so it will have
t he sane anount of noney in the future as
it would have had if it did not have to
wait to be paid.

In re: Fisher, 29 B.R 542, 543
(Bankr. D. Kan. 1983).

Present value in the bankruptcy environnent,

however, does not include profit. 1In re: Fisher, at
546; In re: EI. Parks NO. 1 Limted Partnership, 122
B.R 549, 554 (Bankr. WD. Ark. 1990). See also: C Frank
Car bi ener, Present Value in Bankruptcy: The Search
For An Appropriate Crandown Di scount Rate, 32 S.D.

L. Rev. 42 (1987). It is not a subjective nmeasure

of what return the particular creditor mght be able
to obtain on the noney if the claimwere to be
satisfied now Present value of a claimis an

obj ective nmeasure, without regard for who the
creditor is, or what particular investnent markets
and strategies the creditor mght make use of to



maxi m ze return on investnent.

Present value of a claimis best arrived at by
starting with the rate for a risk free investnent
for atermsimlar to the proposed |loan. In Re:
Kel | ogg Square Partnership, 160 B.R 343, (Bankr. D
M nn. 1993). That rate is then enhanced to refl ect
the risk that the claimmght not be satisfied.(8)

In general...the binding Eighth Crcuit
precedent requires the proponent of the
plan to identify a rate of interest that
could be earned on a risk-free investnent,
such as that currently paid on a United
States treasury bond of like term and then
to augnent that rate by an increnent that
is sufficient to conpensate the secured
creditor for the risk it will bear over the
termof the reanortization, as a result of
t he reorgani zed debtor's retention of the
possession of the collateral. United
States v. Doud, 869 F.2d at 1146; 1In re
Monni er Bros., 755 F.2d at 1339. See al so
In re Hardzog, 901 F.2d 858, 860 (10th
Cir.1990) (recognizing Doud as applying
just this nethodol ogy).

In Re: Kellogg Square at 363.

If it could be said that there exists no risk of the
cl aimgoi ng unsatisfied, then the present val ue
woul d be the present return on a risk free
investnment of a simlar termw th no enhancenent. (9)

Appropriate considerations in evaluating the
risk are: nature and value of the collateral
financial ability of the reorganized debtor to nake
the paynments; and, termof the obligation. But,
whet her a debtor would qualify for a simlar |oan
or any loan, in the marketplace is, by itself, not
determ native of whether the proposed treatnent
woul d pay present value of the creditor's claim In
re: Kellogg Squareat 364. VWhet her a debtor is
presently creditworthy in the marketplace, is at
best only marginally related to the prospect that an
exi sting clai magainst the debtor will not be
satisfied in the future. 1t is the risk of the
claimgoing unsatisfied that is the appropriate
focus in determning its preset value, once the risk
free rate has been identified.

Much of the risk analysis is performed in
consi dering whether the plan is feasible. But, a
finding of feasibility does not elimnate risk of
the claimgoing unsatisfied. Feasibility is not a
guar ant ee of success.

To be feasible, a chapter 11 plan nust

of fer a reasonabl e prospect of success and
be workable. United Properties, Inc. v.
Enporium Dep't Stores, Inc., 379 F.2d 55,
64 (8th Cr. 1967). Success need not be
guaranteed. Monnier Bros., 755 F.2d at
1341.



Inre: E.l. Parks NO. 1 Limted
Partnership, 122 B.R 549, 559 (Bankr. WD. Ark.
1990) .

Nonet hel ess, this Court is not aware of any reported
decision of a court in the Eighth Crcuit in which
a court has accepted a risk enhancenent of nore than
4 1/2 % where a proposed plan has been found feasible.
Applying this discussion to the present val ue
issue in this case results in an interest rate
substantially lower than 12% as of the Novenber
hearing, assunming a finding of feasibility. A risk
free investnent that provides the basis for addition
of an appropriate risk enhancenent to arrive at
present value, is the then current rate for 5 year
Treasury Bills. The nost recent reported rate as of
t he hearing was an Cctober 16, 1998, rate of 4.04%
The al | owabl e secured claimof Northland, as of
Decenber 1, 1998, was approxi mately $58,845. Val ue
of the collateral was nore than double the allowable
claim But, the collateral consists mainly of
accounts receivable and cash. Accounts receivable
have remai ned rel atively constant during pendency of
the case at approxi mately $120, 000, of which nore
t han $90, 000 have renami ned | ess than 90 days ol d.
Cash has ranged from $20, 000 to $40, 000; and, at
hearing the Debtor had an additional $17,000 credit
in paid deposits to suppliers on current projects.
These are all highly fluid current assets. Cash
can be depleted quickly. The nature, anount, and
val ue of accounts receivable can al so quickly erode
But, adequate safeguards can be provided Northl and
t hrough standard | endi ng provisions setting default
triggering m nimum val ues for current receivables,
cash or conbinations; and, through default
triggering provisions for reasonable reporting and
nmoni toring requirenents. (10) Assum ng these
provi sions, and assum ng a feasible plan, a risk
factor of 5% should reflect present val ue of
Northl and's claimas of the Novenmber 20, 1998,
confirmation hearing. Wen added to the risk free
basis of 4.04%for 5 year Treasury Bills, the
resulting appropriate interest rate reflecting the
present value of Northland's claim as of the
heari ng, was 9. 04%

M.
FEASI Bl LI TY

A nunber of factors are considered in the Eighth
Circuit in determning feasibility.

The test is whether the provisions of the
pl an which are to be acconplished after
confirmati on can be done as a practica
matter under the facts. O arkson v. Cooke
Sales & Serv. Co. (In re darkson), 767
F.2d 417, 420 (8th Cr. 1985) (quoting In
re Bergman, 585 F.2d 1171, 1179 (2d Cir.
1978)). Pertinent factors to be considered



i ncl ude the business' earning power, the
sufficiency of the capital structure,

econom ¢ condi tions, managerial efficiency

and whet her the same managenent will

continue to operate the business.

G arkson, 767 F.2d at 420.

Inre: E.l. Parks NO. 1 Limted

Partnership, 122 B.R 549, 559 (Bankr. WD. Ark.
1990) .

Val ue Recreation provided little testinony and
no docunentation regarding the actual performance of
the Debtor during the period August through Novenber
1998. Performance during the first seven nonths of
the case prior to the restructuring of business
focus provided a net cash flow of $2, 856.80, far
short of what would be needed to fund the Debtor's
plan. For the year prior to bankruptcy, the Debtor
suffered negative cash flow. Docunentation and
revi ew of actual performance for the period August
t hrough Novenber 1998, under the restructured
busi ness, was critical in assessing feasibility of
the plan. The necessary evidence is lacking in the
record. Feasibility has not been shown.

V.
ABSOLUTE PRI ORI TY RULE

The absolute priority rule prevents junior
interests in a bankruptcy case fromreceiving
property at the expense of senior interests who are
not being paid in full the all owed anpbunts of their
clains. The rule has its roots in application of
t he Bankruptcy Act, prior to the adoption of the
Bankruptcy Code of 1978. See generally, In re:
Lunber Exchange Linmted Partnership, 125 B.R 1000
(Bankr. D.Mnn. 1991). The Bankruptcy Code of 1978
codified the rule in 11 U S.C Section 1129(b)(2).
Thus, Section 1129(b)(2)(A) requires, as a condition
of confirmation, that the hol ders of secured clains,
in a class that has not accepted the plan, be paid
the full present value of the allowed anmounts of
their clains. The holders of clains in unsecured

rejecting classes need not be paid in full; but, if
the holders of clains in an unsecured rejecting
class are not paid in full, the plan is confirnmable
only if:

(ii) the holder of any claimor interest
that is junior to the clainms of such class
will not receive or retain under the plan
on account of such junior claimor interest
any property.

11 U S.C. Section 1129(b)(2)(B).

The Debtor's plan provides for a prepetition
shar ehol der, WIIliam Janohosky, to retain the post
bankruptcy equity in Value Recreation for paynent of
$5, 000 cash. Northland clains that the Debtor has
not shown that the plan's provision satisfies the



absolute priority rule.(11)

Consi derati on of the absolute priority rule, as
a separate test of confirmation, is appropriate only
with respect to the holders of clains that can be
paid less than the full allowed ambunts of their
cl ai ns under a proposed plan. The rule has no
separate application to Northland because Northl and
is not the holder of such a claim Wth respect to
Northland, the rule is satisfied through application
of Section 1129(b)(2)(A). The plan either: provides
for payment in full at present value the all owed
amount of Northland's secured clai mpursuant to 11
U S.C Section 1129(b)(2)(A); or, the plan is not
confirmabl e under that section. If the plan
provides for full paynment of its secured claim at
present value, Northland receives all that it is
entitled to; and, no junior interest could receive
property at the expense of Northland. |If the plan
does not provide for paynment in full at present
val ue, confirmation is denied on that basis, and no
separate "absolute priority” inquiry is reached.
Nort hl and has no unsecured claimin the case, and
has no standing to raise the issue.(12)

V.
DI SPOSI T1 ON

Confirmation of the Debtor's plan nust be denied
because the plan does not provide for paynent of the
full allowable amount of Northland Credit
Corporation's claim and, because the Debtor has not
shown that the plan is feasible.

Based on the forgoing, it is hereby ORDERED
confirmati on of Value Recreation's Second Mdified
Pl an of Reorganization is denied.

Dat ed: January 20, 1999. By The Court:

DENNI'S D. O BRI EN
CH EF U. S.
BANKRUPTCY JUDGE

(1) The period covers August 1998 through January
1999. At hearing, WIIliam Janohosky, the Debtor's
principal, provided scant testinony regarding
actual results through Novenber.

(2) This includes a schedul ed di sputed cl ai m of
Performance Sports Systens in the anount of
$132, 402.

(3) The plan provides for cancellation of pre
bankruptcy sharehol der interests and for WIIliam
Janohosky, a prepetition sharehol der, to purchase
new stock of the Debtor for $5,000.

(4) According to WIIiam Janohosky, the note was
executed and the draw was nmade only because Val ue
Recreation had issued checks in the anmount of



$50, 000 before the Debtor |earned that the note
provi ded for 36%rather than 18%

(5) The note provides for interest to be
conmpounded nmonthly. Northland' s principa
testified that the interest was actually
conpounded dai ly when paynents were not tinmely
made. The note does not require that paynents be
made on any particular day or at any particul ar
time. Interest accruing on $50,000 at 3% for one
month is $1,500. 00

(6) The Debtor's request for interest abatenent on
equi tabl e grounds is based on Vanston v. G een

329 U.S. 156, 67 S.Ct. 237 (1946). That case was
pre Bankruptcy Code, and cannot provide authority
for the exercise of equitable power that woul d
conprom se Northland' s statutory rights.

(7) The computation that produced this anount did
not prorate interest for the |last two days of
April, but sinply ran the nunbers on 7 successive
nmont hly periods including the nonths of My

t hrough Novenber 1998

(8) Present value is not properly based on rates
commercially available to simlarly situated
borrowers for simlar |oans because those rates

i ncl ude enhancenents to risk free investnents in
addition to risk, nmost notably profit. The prine
rate itself contains the enhancenent of profit;
and, in fact, certain borrowers can obtain |oans
fromcertain lenders at rates below the prinme rate
that are also profit enhanced. 1In re: Fisher, 29
B.R 542, 548 (Bankr. D. Kan. 1983); See also: C
Frank Carbiener, Present Value in Bankruptcy: The
Search For An Appropriate Crandown Di scount Rate
32 S.D. L. Rev. 42 (1987).

(9) Significantly, the precise risk evaluated is
the risk of failure of satisfaction of the claim
or the risk of loss on default; not sinply the
risk of default. See: Present Value in
Bankruptcy: The Search For An Appropriate Crandown
Di scount Rate, C. Frank Carbiener, 32 S.D. L. Rev.
42, 61 (1987).

(10) Northland is entitled to these protections in
recei ving the "indubitabl e equival ence” of its
claim In Re: Kellogg Square, 160 B.R 343 at 368
(Bankr. D. M nn. 1993)

(11) It has been held in the Eighth Crcuit that
prepetetion equity holders can retain the equity
in a reorgani zed debtor w thout violating the
absolute priority rule as to the hol ders of
unsecured clainms in a rejecting class that are not
paid in full. Inre: E 1. Parks NO. 1 Limted
Partnership, 122 B.R 549, 558 (Bankr. WD. Ark.
1990). (holders of ownership interests in a



chapter 11 debtor can retain their ownership
interests in the reorgani zed conpany w t hout
violating the absolute priority rule only if they
contribute property to the debtor equal to or
exceedi ng the value of the interest retained.)
See, however, In re: Lunmber Exchange Limted
Partnership, 125 B.R 1000 (Bankr. D. Mnn. 1991),
hol di ng that the "new val ue" exception to the
absolute priority rule does not exist under the
Bankruptcy Code. Northland argues that the Debtor
failed to show that the $5,6000 price reflects
reasonabl e value for the equity.

(12) The Debtor's unsecured class voted to accept
the plan. Northland argues for extension of the
absolute priority rule, beyond the existing
provisions of 11 U S.C Section 1129(b)(2)(A), to
apply in favor of secured classes. Despite

consi derabl e di scussion of the matter during

cl osing argunents, the rationale for the proposa
remai ns unclear to the Court.



