IN THE UNITED STATES BANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF TEXAS
LUBBOCK DIVISION

IN RE:

CORNWALL PERSONAL INSURANCE CASE NO. 02-50463-RLJ-11

AGENCY, INC,,

DEBTOR.

w W W W W W

MEMORANDUM OPINION

The court congders for confirmation Cornwall Persond Insurance Agency Inc.’s
(“Cornwadl’s’) modified Chapter 11 plan. By order entered March 14, 2003, the court denied
confirmation of Cornwall’s Combined First Amended Plan of Reorganization (“Plan”) because of
Cornwall’ sfallure to establish that the Plan’s treetment of the claim of David Brenholtz (“Brenholtz”),
Cornwall’smgjor creditor, satisfied the “fair and equitable’ standard of section 1129(b) of the Code.
Specificaly, Cornwall failed to prove that the Plan’s proposed stream of payments and 6% interest rate
provided Brenholtz with the present vaue of hisclam. See Memorandum Opinion of February 28,
2003. The court found that the Plan otherwise satisfied al confirmation requirements! Seeid. The
court afforded Cornwal the opportunity to modify the Plan to address the Plan’ s single deficiency. The
soleissue, then, iswhether Cornwall has met the burden of establishing that the Plan as modified
provides Brenholtz, the Class 6 clamant, with the present vaue of hisclam. Brenholtz objectsto

confirmation of the Plan as modified. Hearing was held May 27, 2003.

The court’s order, entered March 14, 2003, and the court’s memorandum opinion, entered February 28, 2003,
are hereby incorporated for al purposes.



The court hasjurisdiction of this proceeding pursuant to 28 U.S.C. 81334 and 11 U.SC. §

1129. Thisisacore proceeding pursuant to 28 U.S.C. 8§ 157(b)(2)(L).
Facts

Cornwall filed this Chapter 11 case on April 12, 2002. The event that forced Cornwall to seek
bankruptcy protection was a Sate court judgment obtained by Brenholtz in the 364th Digtrict Court of
Lubbock County, against Cornwall, Ronad Hettler, who is Cornwall’ s sole shareholder, and Robin
Hettler, Ron Hettler' swife. Brenholtz holds an unsecured clam as aresult of such judgment in the
amount of $495,000, encompassing actua and punitive damages for numerous contract and tort claims.
Cornwall has appeaed the judgment, and the parties have agreed that the final amount of Brenholtz's
clam will be fixed by the outcome of the appelate process. The Plan as modified proposes payment of
Brenholtz's claim, regardless of what transpires on gpped.

With respect to the present value issue, the Plan, as modified, provides the following regarding
the Class 6 clam of Brenholtz:

Interest to be applied is calculated asfollows: the U.S. Treasury’s 10 year bond rate as

to the date of confirmation plus a risk component of 2.0%, but in no event would the

interest rate be less that 6.0%.
Cornwadll’s Modification to Plan (April 2, 2003). The gpplicable interest rateis caculated by taking a
‘sngp shot’ of the bond rate on the date of confirmation, and then adding 2.0%. If thisresultsin arate
of lessthan 6%, then 6% istherate. Thisfixesthe applicableinterest rate for the life of the plan, which

will not subsequently be affected by fluctuations in the bond rate. It is undisputed that the current bond

rate plus 2% is lessthan 6%. Six percent is therefore the applicable rate. Cornwall estimates that



Brenholtz's clam will be paid in gpproximately 12 %2 years. The Plan as modified retains deferred
payments, which escaate over time to a maximum amount of $6,000 per month.

Parties Contentions

Both Cornwall and Brenholtz offered expert opinion testimony regarding the appropriate rate of
interest to pay on Brenholtz’'sclam. Cornwall’ s expert, a senior vice presdent at First United Bank
and the officer responsgible for Cornwall’ s accounts, testified that Cornwal isagood customer and a
good credit risk. Cornwall’ s expert further testified that cash flow and security are the most important
factorsin determining the appropriate rate of interest to charge Cornwall. With respect to Cornwall’s
loan with the bank, Cornwall’ s expert testified that the bank charges Cornwal afloating rate which is
derived from the Wall Street Journd prime rate of 4.25%, plus arisk factor of .5%, with afloor of 6%.
On cross examination, Cornwall’ s expert admitted that such note is secured by Cornwall’ s accounts
receivable, which well exceed the bank’sloan to Cornwall. However, Cornwall’ s expert dso testified
that his bank would make an unsecured loan to Cornwall, at an interest rate equa to the prime rate plus
arisk factor of 1.5%, with afloor of 6%.

Brenholtz' s expert, an economics professor with a doctora degree, testified that the
appropriate rate of interest Cornwall should pay to insure that Brenholtz receives the present vaue of
his cdlam is upwards of 9%. Brenholtz's expert premised his conclusion by posing the question to the
effect of ‘what rate does Brenholtz forgo by not recaiving full payment on his claim as of confirmation?
Thus, the gppropriate interest rate must reflect Brenholtz' s opportunity cost. The interest rate should,
according to Brenholtz' s expert, reflect Brenholtz's return on $495,000 invested over a given period of

time. Brenholtz' s expert stated the average annua return on funds invested in the stock market over a
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aufficient period of timeto factor in market fluctuations is gpproximately nine to ten percent. When
asked why Brenholtz should invest such ahypothetica investment in the stock market, as opposed to a
safer mechanism such as government bonds, Brenholtz' s expert testified quite smply thet heinvests his
retirement in the stock market.

The parties and the experts have a philosophical disagreement over the meaning of the term
present vaue: is present value determined by examining the cost to the debtor of obtaining asmilar
loan, or is present va ue determined by examining the cost to the creditor for forgoing use of the funds?

Law

Cornwall’s Plan as modified relies on the cram down provisions of section 1129(b) for
confirmation. 11 U.S.C. § 1129(b) (2003). Among its requirements, section 1129(b) mandates that a
plan be “fair and equitable’ with respect to each class that isimpaired under the plan, and that has not
accepted the plan.? 1d. § 1129(b)(1). Brenholtz isimpaired under, and has not accepted, the Plan. In
order to be “fair and equitable” with respect to a class of unsecured claims, the plan must “providd]]
that each holder of aclaim of such class receive or retain on account of such clam property of avaue,
as of the effective date of the plan, equa to the allowed amount of such clam.”® 1d. § 1129(b)(2)(B)(i).
Thisrequirement is frequently referred to as the present vaue requirement. Cornwall, as the proponent
of the Plan, bears the burden of proving that the Plan satisfies dl requirements for confirmation,
including present vdue. See Heartland Fed. Sav. & Loan Ass n v. Briscoe Enters. Ltd. (In the

Matter of Briscoe Enters. Ltd.), 994 F.2d 1160, 1163-64 (5th Cir. 1993). Cornwall may meset this

2The court has previously ruled that all other requirements of section 1129(b) have been met.

3Cornwall does not seek confirmation under section 1129(b)(2)(B)(ii).
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burden by a preponderance of the evidence. Seeid. a 1165. The question of present vaue, including
the appropriate interest rate, is a question of fact. Seeid. at 1169.

A debtor may pay an unsecured creditor with deferred payments over the life of the plan until
such creditor' sdamispadinfull. See, e.g., Inre Shriock Constr. Inc., 167 B.R. 569, 578-79
(Bankr. D.N.D. 1994). It isnot enough, however, that the debtor merely pay the principa amount of
such clam over time: asum received today is worth more than such sum received over time. Seeid.
Thus, the present va ue requirement necessitates the payment of interest when the debtor proposes to
pay aclam over aperiod of time. See In the Matter of Briscoe Enters. Ltd., 994 F.2d at 1169
(“Deferred cash payments conast of an appropriate interest rate and an amortization of the principa
which congtitutes the [] dlam”). It isthisrate of interest that is directly at issue in the present case.

In Briscoe, the Fifth Circuit consdered the issue of present vaue with respect to cram down of
secured clams. 1d. While Briscoe did not explicitly adopt a particular formula for determining the
appropriate interest rate, Briscoe held that the gppropriate interest rate must compensate “for the
gpecificrisk leve.” 1d. In determining such interest rate, the circuit stated that the United States
Treasury rate for a bond with amaturity period smilar to the payout period under the plan is helpful
because it includes dl factors except the risk premium. Seeid. Thetreasury rate istherisklessrate.
Seeid. Tothisrate, then, is added the appropriate risk premium, which takes into account the specific
facts of the debtor’s case, particularly the debtor’ s ability to repay. Seeid. Therisk premium is
necessarily fact dependant and may vary widdly from debtor to debtor. Seeid. The formula employed
by Briscoe, therefore, isthat the interest rate for purposes of present value should include the risk-free

rate, to which is added arisk component. Seeid.
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While Briscoe is ingtructive on the manner of caculating the gppropriate interest rate, the Fifth
Circuit’ s recent Lambert opinion addresses the meaning and nature of the present value requirement.
Mississippi State Tax Comm' n v. Lambert (In the Matter of Lambert), 194 F.3d 679 (5th Cir.
1999). Lambert considered the issue of whether the Chapter 11 debtor’ s plan proposed to pay the
taxing authority the present vaue of such taxing authority’s clam as mandated by section
1129(a)(9)(C). 1d. a 680. Specifically, the issue was whether the State of Mississippi’ s satutory 12%
annua interest rate for taxes set the present vaue interest rate at 12%, or whether the market rate
determined the appropriate interest rate to insure present vaue. Seeid.

After areview of case law, legidative history, and bankruptcy policy, the circuit concluded that
the market rate is the appropriate rate of interest to insure present value for purposes of section
1129(a)(9)(C). Seeid. a 684. Andogizing the Stuation to a coerced loan from the creditor to the
debtor, for which the creditor receives compensation at the prevailing market rate, see id. at 681,
Lambert held that the appropriate rate of interest “is the current market rate equivaent to the rate the
debtor would have to pay to borrow the same amount in the commercia loan market.” 1d. at 684. The
appropriate market rate — the rate the debtor would have to pay to obtain aloan on equivaent terms—
therefore must take into account “the length of the payout period, the quaity of the security, and the risk
of subsequent default.” 1d. at 682. “Because the claim is unsecured, a case-by-case determination of
the rate of interest the reorganizing debtor would have to pay to obtain aloan on equivaent termsin the
open-market ensures that the creditor is compensated at an gppropriate rate.” 1d. at 683.

Thus, inanutshdl, Lambert held that the present value determination required by section

1129(a)(9)(C) requires arate of interest that the debtor would have to pay were he to borrow the

-6-



amount of money equd to the dlowed amount of the clam in the open market, on terms identicd to
those proposed by the plan, and factoring in therisk involved. 1d. at 684. Implicitly, therefore,
Lambert rgected the argument that present vaue is determined by the subjective time-vaue of fundsto
the creditor. Otherwise Lambert would have approved the 12% interet rate that the taxing authority
was entitled to receive absent the bankruptey filing. Seeid. at 680.

Lambert consdered the issue of present vaue in the context of tax claims under section
1129(a)(9)(C) and Briscoe consdered the issue in the context of section 1129(b)(2)(A)()(11). The
issue presently before the court concerns present vaue for purposes of cram down of an unsecured
class under section 1129(b)(2)(B)(i). Nevertheless, Lambert and Briscoe goply with full force to the
present issue. Section 1129(a)(9)(C) provides that, with respect to atax claim, “the holder of such
clam will receive on account of such claim deferred cash payments, over a period not exceeding Six
years. . . of avaue, as of the effective date of the plan, equd to the dlowed amount of such dam.” 11
U.S.C. § 1129(a)(9)(C) (2003). Similarly, section 1129(b)(2)(A)(i)(I1) provides that, with respect to
aclass of secured clams, “each holder of aclam of such class receive on account of such clam
deferred cash payments totding at least the alowed amount of such clam, of avaue, as of the effective
date of the plan, of a least the value of such holder’ sinterest in the estate' s interest in such property.”
Id. § 1129(b)(2)(A)(i)(I1). Section 1129(b)(2)(B)(i) — at issue in the case at bar — provides that, with
respect to aclass of unsecured clams, “the plan provides that each holder of a claim of such class
receive or retain on account of such claim property of avaue, as of the effective date of the plan, equa

to the dlowed amount of such dlam.” 1d. 8 1129(b)(2)(B)(i).



Thus, Lambert and Briscoe consdered and applied the identical phrase as employed in section
1129(b)(2)(B)(i): “vaue, as of the effective date of the plan.” Since Lambert and Briscoe considered
identical language to that employed in section 1129(b)(2)(B)(i), and snce identicd “language used in
one portion of agtatute [] should be deemed to have the same meaning as the same language used
esawherein the satute,” Mertens v. Hewitt Assocs., 508 U.S. 248, 260, 113 S. Ct. 2063, 2070
(1993), Lambert’s and Briscoe' s holdings concerning present vaue apply with equa force to section
1129(b)(2)(B)(i). See, e.g., Inre New Midland Plaza Assocs., 247 B.R. 877, 889 (Bankr. SD. Fa
2000) (concluding that Eleventh Circuit’'s market gpproach, as employed by such circuit in the context
of section 1129(a)(9)(C), applies with full force to section 1129(b)(2)(B)(i)).

Indeed, applying Lambert and Briscoe to section 1129(b)(2)(B)(i) isin line with the vast
mgority of cases that have consdered the issue of present vaue in such subsection: such mgority holds
that the present value requirement mandates the use of a market rate, conssting of the risk-free rate
plus un upward adjustment to factor in the appropriate risk, to arrive a the rate that the debtor would
have to pay were he to obtain aloan on the open market identica to the plan’s treatment of the
crammed-down class. See, e.q., Inre Byrd Foods Inc., 253 B.R. 196, 203-04 (Bankr. E.D. Va
2000); In re New Midland Plaza Assocs., 247 B.R. at 839 (“Under the ‘ coerced loan’ approach, the
court must look to interest rates charged by the creditor making aloan to athird party with smilar
terms, duration, collaterd, and risk”); In re Henke, 90 B.R. 451, 454 (Bankr. D. Mont. 1988) (“the
proper rate of interest is the prevailing market rate of interest which the debtor would pay a commercia

lender for aloan of equivaent amount and duration, considering the risk of default and any security”).



Application

With Briscoe and Lambert controlling the issues, therefore, the court must determine the
interest rate that Cornwall would have to pay wereit to borrow a sum of money equd to Brenholtz's
clam on the open market, with termsidentical to the Plan’ s treetment of BrenholtzZ sclam. In the
Matter of Lambert, 194 F.3d at 684. To arrive a such rate, the court should add the appropriate risk
premium as determined by the market, factoring in the length of the payout period, the qudity of the
security, and the risk of subsequent default, to the current risk-free rate for amilar loans. Seeid. at
682; In the Matter of Briscoe Enters. Ltd., 994 F.2d at 11609.

Cornwall’ s expert testified that the risk-free interest rate is the prime rate, currently at 4.25%.
Cornwal’ s expert then testified that, given Cornwal’ s specific Stuation, the gppropriate risk premium
for an unsecured loan with identical terms to the terms proposed by the Planis 1.5%. Cornwall’s
busnessis srong and itsfutureis bright. 1t appears that areatively low risk premium isjudtified. Thus,
Cornwall’s expert testified that Cornwall would pay 6% (5.75% with afloor of 6%) interest were
Cornwadll to obtain aloan on the open market with termsidentical to the Plan’s treetment of Brenholtz's
dam.

Brenholtz' s expert did not tetify that 9% is the market rate that Cornwall would have to pay.
Rather, Brenholtz' s expert testified that 9% is the return that Brenholtz may be able to obtain were he
to receive the funds immediatdly and invest them as he saw fit. Brenholtz's expert applied the incorrect
legd standard for present value. The court cannot accept the conclusions of Brenholtz's expert. See,

e.g., English v. Shalala, 10 F.3d 1080, 1085 (4th Cir. 1993) (remanding case because of judge’'s



acceptance of expert testimony that was predicated upon incorrect lega standard); Gaschler v. Scott
County, Kan., 963 F. Supp. 971, 981 (D. Kan. 1997).

No evidence was offerred to rebut Cornwal’s expert. Brenholtz's expert did not tetify that
the current risk-free rate is anything other than 4.25%. Brenholtz's expert did not testify that
Cornwall’ s circumstance requires arisk premium in excess of 1.5%, or that the market rate for aloan
to Cornwall identical to the ‘coerced’ |oan from Brenholtz would exceed 6%. That Brenholtz would
not make such aloan for 6% interest isirrdevant. See In the Matter of Lambert, 194 F.3d at 684.

Accordingly, the court concludes that Cornwall has met its burden of establishing that a 6%
interest rate will, under the facts and circumstances of this case, pay Brenholtz the present vaue of his
cam. See, generally, Robertson v. Superior PMI Inc., 791 F.2d 402, 411 (5th Cir. 1986) (noting
that court’s decision based on unrebutted expert evidenceis “unassallable’). Cornwall’s trestment of
Brenholtz's clam under the Plan, as modified, isfair and equitable in accordance with section
1129(b)(2)(B)(i)-

Conclusion

For the foregoing reasons, as wdl as those st forth in the court’'s Memorandum Opinion

entered February 28, 2003, the court approves confirmation of Cornwall’ s Plan as modified.

SIGNED: July 25, 2003.

ROBERT L. JONES
UNITED STATES BANKRUPTCY JUDGE
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