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Chapt er 12 

MEMOR NDUM OPI NION 

A conf irmation he a r ing on this Ch p ter 12 c ase was held in 
Li nc oln, Nebraska, o n July 7, 1 98 7 . Appe ar i ng on beha lf of t he 
deb tor s was Er i c Wood of Dwyer, Pohren , Wood, He avey & Grimm, 
Omaha , e b r aska . Appe ar i ng o n behal f of creditor Business Me n 's 
As sur anc e Company of Ameri c a was To m Br i ese of Luebs, Dowdi ng , 
Be lt zer, Le ini nger, Smi th & Busick , Gr a nd I s l and , Nebraska . 
Richard K. Lydick of Cr o ker, Huck & McRey nolds, Omaha , Ne bra ska, 
a ppeared a s trus t ee. 

By Jou rna l Entry a numbe r of issues concer n ing t he objec t i o n 
filed by BMA t o the debto rs' Chapter 1 2 Plan have been ru led upon. 
However , the re remains the i c s ue of t he appropriate interes t rat e 
tha t the debt o rs should be r equ ired to pa y on the allowe d cla im of 
BMA which is secured by r ea l e s tate. At t h e he ring, t he Court 
i n f o rmed counsel for the par t ies that the approp r i ate in terest or 
discount r ate on the allowed s ecure d cla i m wo ul d be tha t r ate 
wh i c h was equal to the treasu r y bond yie ld with rema i n ing maturity 
matched t o the ave rage amount ou t standi ng du r ing t he repayment 
period of t he allowed c la im. The purpose of th i s Memora ndum 
opinion is to more ful l y e xplain the Co urt 's r e a s oning a nd the 
meaning of the appropriate interest rat e a s d e f ined above . 

Debto rs are f a mi l y fa r mers a s that t e r m i s d e f ined under 
Chapter 1 2 o f t h e Ba n kr uptcy Code. On o r a bout May 2 6 , 1987, 
d e b t o rs f ile d th i s Chapt er 1 2 case . On t he date o f f i ling, 
d e btors owed Business Me n ' s Assurance Compa ny of America a 
pr incipal amount of $87 , 750 p l u s inte r es t acc rued t h rough Apri l 
21, 1 986 : of $32, 763 .57 p lus inte re s t a cc rui ng therea fte r to date 
o f the pe t it ion at t he r ate of $29. 36 per d a y, for a total in 
e xc e ss of $12 0 ,50 0 . The Court, by s eparat e J ournal En t r y, has 
determi ned t ha t t h e allowe d s e cured claim o f BMA is $ 1 17,000. 
De btors h a v e proposed to pay s uch cla im ove r t h irty ye rs a t th e 
rate of 1 0 % interes t , wi t h annual payments incl ud ing in t e res t to 
be made o n the allowed sec u r ed c l a i m. 
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Evidence was presented concerning the market rate of in t erest 
f or a oan o f this t ype. As has been th i s Cour t ' s experience in 
several Chapter 12 cases whi c h have been litigated on the issue of 
interest rates, witnesses fo r t he creditor first t e ll the Court 
that a loan on the t erms proposed by the debtor would not be made 
e ven if a h igh i nterest rate were allowed . They suggest tha t th i s 
l o an does not meet any of t he qualifications necessary for the 
par t icular lending agencies o ent er i nto such a oan agreeme nt. 
For example , they claim that t he debtor does not me et any of the 
necessary ra t ios c oncern i ng debt to equity , cash flow, etc. 
However, t hey then testify t hat if they were forc e d to make such a 
loan , i t would be at a rate s ' gnificant y higher than the r a te 
propos e d by the debtor and, in addit i on, it would not be a f ixed 
rate of i n t erest. Each o f the witnesses, both in th i s case and i n 
t he othe cases in which the i ssue was r aised, claim tha t long
term mortga ge l oans are not made with fixed rates o f interest. 
The ve r y be s t situa tion the creditor can conjure up for the Court 
is a r ate o f i n t erest that can be adjusted after a certain numbe r 
of ye ars o r a l oan wh i ch can be r e viewed by the credi t or both for 
i nte r e s t r ate and other matters afte r five or ten years. 

11 u. s .c. § 1225(a)(5)(B) p r ovides that a court shall conf i rm 
a p l an over t h e ob j ection of a secured creditor if the creditor 
will reta i n the lien securing · t c claim and wi ll receive va lue, a s 
o f t h e ef f e ctive date of the plan, that is not less than t he 
allowed amou n t of the creditor' s claim. This means tha t the 
cred i tor i s to receive the present value of its c o llatera l to be 
di s tributed under t he lan. I n effect, the court is to determine 
an interes t rate to be pa i d on the allowed sec ured claim wh i ch 
will result in t h e cred i tor r eceiv·ng in payments over time the 
amount that s uch cred itor would receive if the colla teral were 
liquidated o n t he date of confirmation; this assume s that a dollar 
received in t he f t ure is wor t h l ess than a dollar received toda y , 
which requires a payment o f i nterest to make the payment in the 
futur~ . equal in '{_alue t~ __ a _p~y_m_~nt today. 

The Eighth Circuit Court of Appeals has ruled for the 
purposes of de~ermining the appropriate discount rate or interest 
rate in cases nder Chapter 11 that t he court must determine the 
"ma rke t rate". The court, in giving gu i dance to the Bankruptcy 
Court in th·s area, has stated: 

" The appropriate di s count rate must be 
determined on the basis o f the rate of 
interest which is reasona ble in light of the 
risks involved. Thus, in determining the 
discount rate, the court must cons i der the 
prevailing market rate for a loan of a term 
equal to the payout period, with due 
cons i deration for the qual i ty of the secu rity 
and the r isk of subseque nt default." 
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In r Mon1 i er Bros . , 75 5 F . 2d 1 336 at 
1 339 ( 8 t h Ci r . 19 8 5 ) . Se e u l so Un ite<i Sta t s 
v s . Nea l Ph n 1a cal Co ., 789 F. 2d 12 8 3 ( 8 t h 
Cir. 1 98 6 ). 

t T . ~· -----

This Court be lieves that the appropr ia te "market r ate" for a 
loan of a term e q ual to the payout per i o , wi th due con s ide r ation 
fo r the quality of the s e curity and the r isk ~f s ubsequ e nt 
de fault, i s not ne c essa r i ly, nor ev n u s a lly , th r a t e at wh ich 
some lende r wou ld, if coe r c e d , loan mone y t o a d e btor i n 
bankrupt cy . I f t h a t were the s t a ndard , the Court wou ld p robab l y 
be r equire d to find that no lender would ma ke a l o a n of t his type 
to a n y de btor i n bank r u p tcy and, the re fore, no in t ere st rate wo uld 
be appropr i a t e a nd i t would t h e n f ollow that t he p lan cou ld no t be 
c on firmed b e cause the cre ditor wou l d not r ece i v e t he allowed 
a mo un t of its secured c laim throug h payments ove r t ime. 

However , that ana lysis is o n l y one reason why t he hypo t h 
ical ra te at wh i ch a hypo t het i cal lender wou l d make s u ch a 
hypo theti c a l loa n i s r ejec ted . The other reas o n is that such a 
determina tion requires expert tes t imony i n every c ase. Thi s Court 
believes tha t allowi n g the di s count r a te t o vary d e pe ndi ng u pon 
the q ua n t i ty a nd the qual i ty of exper t proof simp ly cre ate s 
add i t iona l prob lems bo t h for the debtors , t h e cre d i t o r a nd the 
Cour t b y eli inat ing c ertain ty and int roducing a d d it ional d e l ay 
and cos t into t he c onf i r mat ion proc ess . Thi s Co urt a gre e s t ha t a 
preferab le a pproach is to c hoos e a ma r ke t rate which accurate ly 
r e fle c ts the pecul i ar situat i o n of a bankruptcy reorg a nizati o n a nd 
c an be easily fou nd a nd read ily available in fi nancia l publica 
tions . Se e Carbi e ner , Pr esent Value i n Bankr u p t cy : a Search f r 
an Appropr ia t e cramd own Di scount Rate, 32 S.D.L . Rev. 42 , at 59 
and 60 . 

The Bankr u p c y Court in Ka nsas has p r e vi o usl y de t ermined , in 
the c onte xt of a Cha pte r 13 ca s e which has ex~ct ly the same 
s t atutory r e q ui reme n t as a Chapter 12 case , that t h e app ropriate 
disco unt r a t e i s c ompr ised of a "ri skl e ss " rate , which is u sua l l y 
the equi va lent of a r a t e of interest paid on governme nt bon d s a nd 
bil ls wh "c h are gene rally not c o n s ide r e d s ub jec t to d e fault plus 
the addit ion o f a risk c o mpone nt. In r e Fisher, 2 9 B.R. 542, 543 
( Bankr. Ka n. 1 98 3) . 

I n a r ecent case , In re Doud , B.R. (Slip op i n ion Ju ne 
10, 1987 , Ba nkr . S .D. I owa, 1987), Bankruptcy Judge Jackwig 
determined that the yi e ld on treasury bo nd s wou l d be a p r e f e r ab l e 
ri s kle ss r a t e because the y ie ld s o n trea s u ry bond r ates are 
repo r ted o n a var iety of matur ity d a t e s wh i ch pe rmit accurate 
ma t ching of the rate with the repayment pe r i ods i n a Cha p t er 1 2 
pla n . Si nce most Ch apte r 1 2 plans a mor ti z e s om e o f the d e bt over 
a period o f y e a rs , the treasury bond r ate can be mat c hed to t hos 
annua l r epa yme nt t erms . In addit ion , the y i e l ds on t reasury bon< s 



a re r ~latively s imple to f ind beCQ USG t hey a r c p ub l i c ly r eport e d 
in a num ber of s our ces 3nd t hr•y re fl ec t national market s r eported 
daily . 

It i s not appro ria t e , howe er , t o de t ermine the i nterest 
r a te f or a plan w ich will pay out o ver th ir ty yea r s by s im p l y 
looki ng at the r t e for treasury bonds which matu re in th i rt y 
years. Th is is because d ring the reorgani zat i on plan, the 
c red i t or wil l receive a pa ym n t of pri nc i pa l i n each o f t he thir ty 
payment s which wil l r educe t he a ctual amount out s ta nd i ng on the 
claim a s each principa l pa yme nt is made . Treasury bond s , on the 
other hand, d o not r epa y p rin ipal unt i l the matur ity date and th e 
interes t rate r eflects th e f act that the bo rrower (United Sta t es 
Government} is retaining the tota l a moun t of t h e l oan princ ipa l 
and pay i ng i t a ll back in one lump sum, rathe r t h an aking i n teri m 
payments o ve r the years . 

I n th e Law Review art ' c le re f erred t o above, t he autho r 
suggests that this d ifference ca be r econc i led by a simple 
mathemati c al calculation . On ea~h loan there is an aver ge amount 
outstandi ng du ring the en tire repayment period and t hat amount can 
be sta t e d as a pe rcentage. I t is calculated by dding up t h e 
principal amounts owed dur ing each payment period and divid i ng 
tha t sum by he number of periods . If the ave r a ge percentage of a 
credi t or's claim outstanding du ing the repay~ent per iod is 55% 
a nd the repayme n t per i od is ten years, the discount rate should be 
based o n a go vernment security with the durat ion o f 55% of ten 
yea r s , or 5.5 yea rs. For example, in a case where $10, 000 in debt 
is proposed to be paid over t n years with yearl y pa yments, the 
average outsta nd i ng indebted ness, calculated by adding up the 
p ri ncipal amounts outs ~anding each year and dividing by the number 
of per i ods, is $5,500. S t ated a s a percent age, 5 5% of the claim 
i s outstandin over the payment peri od. Since the debtor's plan 
in this example uses a ten-yea r re payment ter , the discount r ate 
wil l be b s ed on a government security with a duration of 5 5% of 
ten yea r s o r, i n other words, 5. 5 yea r s. This same calcu lat i on 
ca n b e made for any payme nt pe r iod a nd any a mount de t ermine d t be 
t he allowed secu r ed c l aim. See In re Doud, supra. 

Once thi s ra te is determi n ed by fi nd ing the treasury bond 
rate for bonds with a matur i ty closest to 5.5 years, an additiona l 
factor must be ca l culated. A treasury bond rate is basically risk 
free . The Mo nnier court, re l ying upon the analysis in 5 Coll ie r 
on Bankruptcy, ~ 1129 , a 1 1 2 9- 6 5 , requires th i s Court to cons i de r 
the risk of sub sequent default . The court in Doud, supr , 
analyzed the r isk factors i n a Chapter 1 2 case. Those risks 
i nclude the bas i c unpredictable nature of t he agricultural e conomy 
itself which ca use farmers, c reditors and judges to rely upo n 
assumpt i ons concerning prices and yields, the value of the dollar, 
th e we ther , for e i gn prod uc t i on, interest rates and governmen t 
policies , any or al l of which may c h ange t o the benef i t or the 
detri ent of the debtor's Chap t er 12 pl n . In addi tion to the 
above-l is ted facto r s, if the plan fails and h e case is dismiss d, 
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the creditors will still i ncur collection cost ~ invo lved i n the 
fo rec losure p r oceed ings or , i n the c a se o f personal prope rt y , 
repl ev i n p r o c eedi ngs . 

Thi s Co u r t conclude s the n tha t there is a ris k of de f u l t in 
a Chapte r 12 ca se n pe r h ps a risk of loss to the c reditor. Th e 
creditor mu s t be compe sa ted for t h e se r i sk s and that compen sation 
takes the f orm of a "risk" compo nent to t he d t s c o u n t rate. The 
Court f i nds t h a t a 2 % addition to the appropriate treasury bond 
rate will ade qua t e ly compe n sate a conv ntional lender f o r the risk 
associated with a C a pte r 1 2 reorgani zation . Therefore , i n t h is 
and fut ure Chapter 12 c ase s, a yie ld on a t reas u r y bon d with a 
r emain i ng ma tu r i t y ma tche d t o t he average amount o utstanding 
during the t e rm of the a llowe d cl a im plus a 2 % upward adjustme nt 
t o acc ount f or the risk is , i n t h is Co u r t ' s o p i nion , t he 
p r e v a i ling ma r ke t dis c ount r a te . 

I n a c ase in whi ch a cre d i t o r believes th is discoun t r ate 
calcula tion i s to t al ly i n pplica b l e or i na ppropr i ate because o f 
s peci a l ci rcumsta nces c o c e rn i n g t h e par t icular debtor or t he 
par t icular loa n inv olved , the Court wi l l consider evid ence 
concerning those spe cial ci rcumsta nces . However , i n a l l o t h e r 
c ases t o be he a rd a nd determi ned a fte r the f iling of t h i s opi n i o n , 
the Cour t , if r equ i r e d to ma ke a dec is i on wi th regard t o the 
a ppropr ia t e discount r a te , wi ll fo l l ow the ana l y sis of th is 
op i nion . 

DATED: Ju ly 10, 19 8 7. 

BY TH E COURT: 


