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THE ABSOLUTE PRIORITY RULE AND THE FAMILY
FARMER—SETTING A FARM DEBTOR’S
PRIORITIES STRAIGHT: NORWEST
BANK WORTHINGION V.

AHLERS

INTRODUCTION

In Norwest Bank Worthington v. Ahlers® the United States
Supreme Court sounded a warning to the nation’s financally ailing
family farmers.?2 In overruling the decision of the United States
Court of Appeals for the Eighth Circuit,® the Court held that the re-
organization plan filed by a family farm debtor could not be con-
firmed over the objections of the debtor’s unsecured creditors
because the plan allowed the debtor to retain an interest in the reor-
ganmized farm 1 violation of the absolute priority rule.t The only ju-
dicially recognized exception to the absolute priority rule 1s when a
debtor provides consideration in “money or money’s worth” mn ex-
change for participation 1n the reorganizaton plan.® The Court held
that the farmer’s promise of future labor and expertise did not con-
stitute consideration 1n the form of “money or money’s worth.”® Asa
result, the opportunity for family farmers to confirm a Chapter 11 re-
organization plan under 11 U.S.C. §§ 1101-74 (“Chapter 11”) using the
Eighth Circuit’s liberal construction of the exception to the absolute
priority rule 1s no longer available.”

This note will analyze five aspects of the absolute priority rule.
First, the origin of the absolute priority rule in cases construmng the

1. 108 S. Ct. 963 (1988).

2. See infra notes 47-62 and accompanying text.

3. In re Ahlers, 794 F.2d 388 (8th Cir. 1986), rev'd sub nom. Norwest Bank
Worthington v. Ahlers, 108 S. Ct. 963 (1988).

4. Ahlers, 108 S. Ct. at 966. Section 1129 of the Bankruptcy Code, setting forth
the absolute priority rule, provades in part:

2) the condition that a plan be fair and equitable with respect to a class

includes the following requirements:
*kk

(B) With respect to a class of unsecured claims—
ok

(ii) the holder of any claxm interest that 1s jumor to the claims of such class
will not recewve or retain under the plan on account of such jumor claim or
mterest any property.

11 U.S.C. § 1129(b)(2)(B)(ii) (1982).
5. Case v. Los Angeles Lumber Products Co., 308 U.S. 106, 122 (1939).
6. Ahlers, 108 S. Ct. at 968.
7. Id.
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“fair and equitable” standard of the early bankruptcy statute.® Sec-
ond, the origin of the suggested exception to the absolute priority
rule.® Third, the codification of the absolute priority rule and cases
applymg the rule.r® Fourth, 11 U.S.C. §§ 1201-31 (“Chapter 12”) and
its 1mpact on the absolute priority rule.l! Finally, the note concludes
by examming the Court’s deasion 1 light of the previous cases and
apparent purpose of the absolute priority rule.12

FACTS AND HOLDING

James and Mary Ahlers operated a family farm in Nobles
County, Minnesota.l® The Ahlers entered into various loan agree-
ments to finance their family farm.1* Between December, 1965, and
January, 1982, the Ahlers obtamed from the Federal Land Bank four
separate loans secured by first mortgages on four different parcels of
their farmland.’® Between May, 1982 and April, 1984, the Ahlers also
obtammed loans from Norwest Bank of Worthington, Minnesota
(“Norwest”) secured by second mortgages on their farmland and first
mortgages on farm machmery, equipment, livestock, crops, and other
proceeds from their farming operations.1® Due to the declining value
of their land, farm machmery, and commodity prices, the Ahlers de-
faulted on the loans and the secured creditors became substantially
undersecured.1?

On November 16, 1984, mn response to the default, Norwest initi-
ated replevin proceedings against the Ahlers seeking possession of
the equipment and machinery securing the loans.1® The proceedings
were automatically stayed when the Ahlers filed for bankruptcy
under chapter 11 of title 11 of the United States Code (“Bankruptcy
Code”).1? Norwest and the Federal Land Bank moved for relief from

8. See wnfra notes 63-101 and accompanying text.
9. See wnfra notes 102-34 and accompanying text.

10. See infra notes 135-77 and accompanying text.

11. See infra notes 178-91 and accompanying text.

12. See infra notes 197-246 and accompanying text.

13. In re Ahlers, 794 F.2d 388, 392 (8th Cir. 1986), rev’d sub nom. Norwest Bank
Worthington v. Ahlers, 108 S. Ct. 963 (1988).

14. Id. at 392.

15. Id. The four parcels mortgaged consisted of 240, 160, 80, and 80 acres. The
principal balances of the mortgages were $335,403.00, $152,168.00, $31,500.00, and
$6783.00, respectively. The bank’s security interests were not cross-collateralized. Id.

16. Id.

17. Id. The security interests held by Norwest were cross-collateralized. The
Ahlers also owed $35,791.00 to John Deere Credit Corporation, $3337.00 to Commodity
Credit Corporation, and $2900.00 to General Motors. These loans were secured by a
combine, a gramn bin, and an automobile, respectively. Id

18. Id. at 392-93. The replevin proceedings were filed pursuant to § 565.23 of the
Minnesota Statutes Annotated. Id.

19. Id. at 393. See 11 U.S.C. § 362(a) (1982) (providing an automatic stay of pro-
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the automatic stay and requested adequate protection of their inter-
est in the property securing the loans.20

The bankruptcy court granted the motion for relief from the au-
tomatic stay, holding that, in order to mamtain the stay, the Ahlers
would have to provide adequate protection consisting of monthly mn-
terest payments on the current value of the property put up as collat-
eral.2! The bankruptey court found that the Ahlers did not have the
funds to make the payments and that a lien on the next year’s crops
would not constitute adequate protection.22

On appeal, the United States District Court for the District of
Minnesota affirmed the bankruptcy court’s decision.?® The Ahlers
appealed to the United States Court of Appeals for the Eighth Cir-
cuit.?* The Eighth Circuit prohibited Norwest from repossessing any
property until the district court determined whether the Ahlers
could file a successful reorgamzation plan.2> On remand, the district
court found that the Ahlers’ plan was not feasible and had “no rea-
sonable prospect of success.”2¢ The district court’s decision was based
upon evidence that: “(1) the debtor’s current liabilities exceeded his
current assets by a substantial margin, and (2) the debtor could not,
n the light of his past experience and current or anticipated farm
programs, be expected to operate profitably with a significant cash
flow.”27 The Ahlers again appealed to the Eighth Circuit.2® The
Eighth Circuit reversed the district court’s decision, holding that the
district court’s determination of feasibility was erroneous because the
court failed to reassess the collateral to reflect the value of the collat-
eral as of the confirmation date.?? The Eighth Circuit found that the
Ahlers could file a feasible reorgamzation plan.3¢

In its opimion, the Eighth Circuit determined that a bankruptecy
court may properly require debtors to provide adequate protection to

ceedings and acts agamst the debtor or the property of the estate after filing for bank-
ruptey under Chapter 11 of the Bankruptcy Code).

20. Ahlers, 794 F.2d at 393. The bankruptey court noted that Norwest was enti-
tled to adequate protection m the form of compensation for the lost opportunity cost
due to its 1nability to immediately foreclose and gain possession of the collateral secur-
g the loans. Id. See 11 U.S.C. § 362(d) (1982) (provading for relief from an automatic
stay on request of a party 1n interest).

21. Ahlers, 194 ¥.2d at 393.

22. Id.

23. Id.

24. Ahlers, 108 S. Ct. at 965.

25. Id.

26. Ahlers, 7194 F.2d at 393.

27. Id. at 398.

28. Id. at 393.

29. Id. at 398.

30. Ahlers, 108 S. Ct. at 965.
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secured creditors 1n order to protect the creditors from further loss.3!
The court set forth the following guidelines to assist the bankruptey
court 1n determining what constitutes adequate protection:

(1) protection 1s ordinarily to be given for the mterim period

beginnimg with the date that the secured creditor could,

under state law, obtain possession of the collateral, sell that

property, and remvest the proceeds, and ending with the

date that the plan of reorganization 1s confirmed or dis-

rmussed; (2) the value of the property 1s to be determined as

of the date that adequate protection payments are required;

(3) crops m the ground, to the extent that they are not

otherwise encumbered, may serve m whole or m part as a

basis for adequate protection; and (4) payment for such pro-

tection may be made after the crop 1s harvested rather than

on a monthly basis.32

The Eighth Circuit also held that the bankruptey court should
refuse to approve a reorganmization plan unless the plan 1s determined
to be feasible.33 Under the court’s holding, the land, equipment, and
inventory values, as of the plan’s confirmation date, should be consid-
ered 1n determiming feasibility.3¢

Before a reorgamization plan can be approved, the Eighth Circuit
stated, it should appear “reasonably probable that the farmer can pay
the restructured secured debt, over a reasonable period of time, at a
reasonable rate of interest, in the light of farm prices and farm pro-
grams as of the date of confirmation.”®5 The court held that any cash
flow above the level projected 1n the plan should be distributed on a
pro rata basis to the unsecured creditors until such creditors are paid
m full, excluding mterest.3¢ The Eighth Circuit noted that if, while
the plan 1s pending, the land 1s sold and unsecured creditors remain
unpaid 1n full, the plan should require that any proceeds remaming
after payment of the secured debt be distributed equitably between
the debtor and the unsecured creditors.3” Prejudgment serzure of
equipment and machinery needed to effectuate the plan should not
be permitted, even if the creditors are willing to post a bond.38

Finally, the Eighth Circuit held that unsecured and under-
secured creditors cannot prevent confirmation of the plan using the
absolute priority rule if the plan fulfills the requirements set forth mn

31. Ahlers, 794 F.2d at 391.
32. Id.

34. .

385. Id. at 391-92.
36. Id. at 392.
37. W

38. Id.
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the opmion and the debtor contributes “his experience, knowledge,
and labor to the successful mmplementation of the plan.”?® The
Eighth Circuit then remanded the case to the bankruptey court with
mstructions to confirm a reorganization plan whach followed the sug-
gested outline m an appendix to the Eighth Circuit’s opimmion.40

In discussing the application of the absolute priority rule to the
Ahlers’ reorganization plan, the Eighth Circuit recognized that be-
cause the mterests of Norwest and the Federal Land Bank had be-
come undersecured, a portion of thewr claims would be treated as
unsecured.4 The court noted that because the reorganization plan
would not provide Norwest and the Federal Land Bank with prop-
erty of a value equivalent to their allowed claims, the plan would
have to be evaluated under the absolute priority rule if it was to be
confirmed over the objections of Norwest and the Federal Land
Bank.42 The court discussed previous cases which defined the abso-
lute priority rule*® and cases which proposed an exception to the
rule#4 The exception to the absolute priority rule, according to the
court, provides that a plan may be confirmed over the objections of
unsecured creditors if the “junior class contributes to the reorganiza-
tion enterprise something that i1s reasonably compensatory and 1s
measurable.”?5 The court held that the Ahlers’, the junior class in
this case, contribution of labor and skill in operating the reorganized

39. Id.

40. Ahlers, 108 S. Ct. at 965 (citing In re Ahlers, 794 F.2d at 408-14). The Eighth
Circuit developed a plan based on land, equpment, and production cost values derived
from evidence imn the record and from studies by the Umversity of Minnesota. Com-
modity prices were based on prices at the Independent Cooperative grain elevator in
Fulda, Minnesota. Aklers, 194 F.2d at 408. The outline arrived at an estimated
$37,854.00 per year being available to pay unsecured creditors’ claxms. Id. at 413. It was
estimated that the unsecured claims would be retired within 10,5 years if payments
were made according to the suggested plan. Id. Under the plan, secured creditors
would be paid one hundred percent of thewr claims plus interest, unsecured creditors
would receve one hundred percent of thewr claims, without interest, and the Ahlers
would retain their interest in the farm. Id. If liguidation should occur, secured claxms
would be paid, unsecured claims would not be paid, and the Ahlers would lose the
farm. Id. at 413-14.

41. Ahlers, 794 F.2d at 399. See 11 U.S.C. § 506(a) (1982) (providing that a credi-
tor's claxm 1s unsecured to the extent it exceeds the value of the creditors interest in
property of the estate).

42, Ahlers, 7194 F.2d at 401. See 11 U.S.C. § 1129(b)(2)(B)(i) (1982) (providing that
a plan may be fair and equitable if it provides to unsecured creditors property with a
value equal to their claims).

43. Ahlers, 7194 F.2d at 401-03. See infra notes 74-101 and accompanying text.

44, Ahlers, 7194 F.2d at 401-03. See 1nfra notes 102-15 and accompanying text.

45. Ahlers, 794 F.2d at 401-03. A debtor’s interest 1n an msolvent enterprise 1s
subordinate to its creditors; first secured creditors and then unsecured creditors. Kan-
sas City Terminal Ry. v. Central Umon Trust Co., 271 U.S. 445, 454 (1926). Therefore,
a debtor’s mterest 1s saxd to be junior to the mnterests of secured and unsecured credi-
tors. Id. See infra notes 102-34 and accompanying text.
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farm enterprise constituted value which entitled the Ahlers to the
exception under the absolute priority rule.46

Norwest then filed a writ of certiorar:1 with the United States
Supreme Court.4?” The Court granted certiorar: to review the Eighth
Circuit’s application of the absolute priority rule and reversed.?® The
Court held that while the Eighth Circuit properly recognized that the
absolute priority rule applied to the Ahlers’ case, the Eighth Circuit
erred in holding that the Ahlers’ promise of future labor operated as
an exception to the rule.?°

After discussing the origins of both the absolute priority rule and
the rule’s exception, the Supreme Court stated that the Ahlers’
“promise of future services 1s intangible, malienable, and, 1n all likeli-
hood, unenforceable” and thus was an msufficient basis for the appli-
cation of the exception.5® Prior to the Eighth Circuit’s decision m
Ahlers, neither the Supreme Court nor any court of appeals had
found a promise of future services sufficient to warrant an exception
to the absolute priority rule.’® The Court also held that while the
bankruptcy court possesses equitable powers, these powers must still
be exercised pursuant to the Bankruptey Code.52 Therefore, it is the
right of the creditors and not the courts to accept or reject a reorgan-
1zation plan which fails to comply with the absolute priority rule.53

The Court rejected the argument made by the Ahlers that their
farm had no “going concern” value and therefore any equity mnterest
retained was not property under the absolute priority rule.5* The
Ahlers argued that thewr farm had no “going concern” value apart
from their own labor on it and therefore, any interest they retamned
would be worthless.5® Further, the Ahlers argued that a worthless
nterest 1s not property under the absolute priority rule and there-
fore, the reorganization plan did not violate the absolute priority

46. Ahlers, 794 F.2d at 402. The Eighth Circuit stated that “[clertamnly, a farmer’s
efforts m operating and managing his farm 1s essential to any successful farm reorgani-
zation, and this yearly contribution 1s measurable 1n money or money’s worth.” Id.

47. Ahlers, 108 S. Ct. at 966.

48. Id.

49. Id. at 966-67.

50. Id. at 966-68. See infra notes 66-115 and accompanying text.

51. Ahlers, 108 S. Ct. at 967.

52. Id. at 968-69. The Supreme Court rejected the Ahlers’ arguments that the eg-
uitable nature of bankruptcy proceedings requires a reorgamzation plan which 1s in
the best interest of both debtors and creditors to be confirmed, even if contrary to the
Bankruptey Code. Id.

53. Id. at 969.

54. Id. The Supreme Court noted that although the scope of “property” 1s not de-
fined 1n the Bankruptcy Code, the legislative history suggests a broad definition. Id.
See H.R. REP. No. 595, 95th Cong., 2d Sess. 413, reprinted 1n 1978 U.S. CODE CONG. &
ADMIN. NEWS 5963, 6369.

55. Ahlers, 108 S. Ct. at 969.
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rule.5¢ In rejecting the Ahlers’ argument, the Court held that an eg-
uity mnterest i the reorgamized entity, even an entity with debts far
exceeding the value of its assets, 1s property under the absolute prior-
ity rule.5?

Acknowledging the concerns underlymg the Eighth Circuit’s de-
cision m Ahlers, the Court stated that “relief from the current farm
woes cannot come from a misconstruction of the applicable bank-
ruptey laws, but rather, only from action by Congress.”® The Court
further stated that Congress had recognized the problems of farmers
by passmng the Family Farmers Bankruptcy Act of 1986 which pro-
vided for a new Chapter 12 bankruptcy proceeding allowing farmers
to hold an mterest in their farms while making payments under a re-
organization plan.5® The Court found that passage of Chapter 12 by
Congress was further evidence of the error m the Eighth Circuit’s
construction of the absolute priority rule and its exception.t® The
Court recognized that Congress realized the harsh effect the absolute
priority rule had on farmers attempting to reorganize under Chapter
11 and therefore, did not mclude the rule ;n Chapter 12.61 The ab-
sence of the absolute priority rule in Chapter 12 led the Court to find
that Congress did not anticipate farmers being able to take advantage
of the limited exception to the rule.62

BACKGROUND
EARLY CASES ESTABLISHING THE ABSOLUTE PRIORITY RULE

The absolute priority rule “provides that a dissenting class of un-
secured creditors must be provided for in full before any jumor class
can recelve or retain any property under the plan.”¢3 In Ahlers, the
Supreme Court’s application of the rule prevented the Ahlers from
retaming an mterest mn ther farm because the unsecured creditors
had not been provided for in full.’¢ The rule originated in judicial
opinions construing the requirement under the early bankruptcy

56. Id.

57. Id.

58. Id. at 970. The two factors the Court recogmzed as influencing the Eighth Cir-
cuit’s decision were the present farm crsis and the special role of family farms in
Amenica. Id.

59. Id. See Family Farmers Bankruptey Act of 1986, Pub. L. No. 99-554 § 255, 100
Stat. 3105-3114 (1986) (codified as amended 1n 11 U.S.C. §§ 1201-1231 (1982 ed. & Supp.
v)).

60. Ahlers, 108 S. Ct. at 970.

61. Id. at 970, n.10.

62. Id. at 971.

63. In re Ahlers, 794 F.2d 388, 401 (8th Cir. 1986), rev’d sub nom. Norwest Bank
Worthington v. Ahlers, 108 S. Ct. 963.

64. Norwest Bank Worthingon v. Ahlers, 108 S. Ct. 963, 966 (1988).
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statute that a reorgamzation plan be “fair and equitable.”® One of
the first cases to construe that requirement was Lousville Trust Co.
v. Louasville, New Albany & Chicago Railway.58

Louasville Trust mvolved a suit to set aside a decree of foreclo-
sure and sale of the property owned by the Lowsville, New Albany
and Chicago Railway Company (“Railway Company”).6? The bond-
holders and stockholders the Railway Company had entered mto an
agreement to sell the railroad property, repurchase it on behalf of
themselves, and 1ssue stock to themselves in the reorgamzed com-
pany %8 The petitioner claimed that this agreement was an attempt
to hinder and delay creditors and prevent the collection of debts and
liabilities.6®

The United States Supreme Court recognized that foreclosure
proceedings of railroad mortgages take into account the interests of
all parties who have rights in the property, including mortgagor,
mortgagee, and creditor.?® The Court obhserved that foreclosures
could not be consummated if any interests held by stockholders were
recogmzed or preserved while disregarding the interests of credi-
tors.” Before any interest of the mortgagor could be preserved mn
foreclosure, the Court concluded that the prior rights of the creditors
had to be secured.”? This conclusion was based on the rule that “the
stockholder’s interest in the property i1s subordinate to the rights of
creditors; first of secured and then of unsecured creditors.”?3

The next case to discuss the requirement that a reorgamzation
plan be “fair and equitable” was Northern Pacific Railway v. Boyd.™
Boyd 1mvolved a suit against the Northern Pacific Railway Company
(“Railway”) seeking a lien against property which the Railway had
purchased from Northern Pacific Railroad Company (“Railroad”).?
Joseph H. Boyd obtamed a judgment agamnst Coeur D’Alene Railway
and Nawvigation Company (“Coeur D’Alene”) whose property had
been sold under foreclosure to the Railroad during the pendency of
Boyd’s action.” The Railroad became mnsolvent and a reorgamzation

65. Id.

66. 174 U.S. 674 (1899).
67. Id. at 680.

68. Id.

69. Id. at 679-80.

70. Id. at 683.

74. 228 U.S. 482 (1913).

75. Id. at 492.

76. Id. at 498. Boyd receiwved a judgment agamnst Coeur D’Alene Railway & Navi-
gation Company from a court of the territory of Idaho. The action commenced 1in 1887
and judgment was rendered mn 1896. When the judgment was revived in 1906 for
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plan was created in which the Railroad’s stockholders were to receive
stock m the new company, Railway.’”? The reorgamization plan was
accepted by the United States District Court for the Eastern District
of Wisconsmn.”® Boyd then brought suit against both the Railroad and
the Railway. Boyd claimed that the Railroad was liable for his judg-
ment agamnst Coeur D’Alene because the Railroad had purchased
Coeur D’Alene’s property under foreclosure.” Furthermore, Boyd
claimed that the Railway was liable for the Railroad’s debt due to the
reorganization of the Railroad.8® The United State Court of Appeals
for the Ninth Circuit affirmed a decision i Boyd’s favorf® whach, on
appeal, the Supreme Court upheld.32

The Supreme Court stated that corporations frequently find it
necessary to enter into agreements with stockholders and bondhold-
ers allowing the corporation to scale its debts and readjust stock 1s-
sues while continumg to operate the company under a reorganization
plan.83 However, the Court noted, a private agreement between the
corporation and its bondholders and stockholders cannot defeat the
claim of a creditor who does. not assent to the agreement.?* The
Court further stated that a private reorganmization agreement 1s no
different from a court decreed reorganization.85

The Railway argued that agreements which cut off the rights of
unsecured creditors are valid unless there 1s fraud in the decree.88 In
response to the Railway’s argument, the Court noted that requiring
fraud in the decree “makes the creditor’s legal rights agamnst the
shareholders’ mterest depend upon the motive with which [the share-
holders] act and the method by which [the shareholders] carry out
the scheme.”®? Observing that any plan in which stockholders were

$71,278.00, no property remamned on which an execution could be levied because all the
property had been sold under foreclosure. 7d.

1. Id. at 489. The plan provided that holders of $100 of preferred stock m the old
company would receive $50 of preferred stock and $50 of common stock 1n the new
company upon payment of $10 per share of stock previously owned. Holders of $100 of
common stock 1n the old company would receive one share of common stock m the
new company upon payment of $15 per share of stock previously owned. Id.

8. Id. Creditors of the Railroad filed a creditor’s bill mn the United States Court
for the Eastern District of Wisconsin. Id. at 487. Boyd’s suit against the Railroad and
the Railway was orgmally brought in state court and was removed to the United
States Circuit Court for the Eastern District of Washington. Id. at 484.

79, Id. at 489,

80. Id. at 492.

81. Id. at 483.

82. Id. at 510.

83. Id. at 502.

84. Id.

85. Id.

86. Id. at 502-03.

87. Id. at 503.
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preferred over creditors 1s invalid, the Court stated that “[a]ny ar-
rangement of the parties by which the subordinate rights and nter-
ests of the stockholders are attempted to be secured at the expense of
the prior rights of either class of creditors comes within judicial de-
nunclation.”®® Hence, the Court held that the stockholders of the
new Northern Pacific Railway Company remaimned liable for the
debts of the old Northern Pacific Railroad Company and that prop-
erty retained by former owners operating under a new charter re-
mained subject to any previously existing liability 8 Therefore, the
shareholders cannot obtamn rights superior to those of senior
creditors.%0

In Kansas City Termanal Railway v. Central Union Trust Co.,%*
the United States Supreme Court again discussed whether a general
creditor has priority over a stockholder who retained an interest in a
new corporation formed under a reorgamization plan.92 Unsecured
creditors challenged the proposed reorgamization claiming that the
plan was unfair and “unduly preferential to stockholders of the insol-
vent corporation.”’®® The reorgamization plan provided that un-
secured creditors and stockholders were to receive a combiation of
bonds, preferred stock, and common stock on account of thewr
claims.?¢ The unsecured creditors argued that in order to be consid-
ered fair, a reorganization plan must preserve the priority of credi-
tors’ interests over stockholders’ interests.95

In its opinion, the Court declared as settled doctrine, that stock-
holders may participate 1 a plan of reorgamzation only if the prior
rights and interests of the creditors are preserved.% The Court held
that a reorganization plan is not fair if the prior rights of creditors

88. Id. at 504-05 (quoting Louzsville Trust, 174 U.S. at 684).

89. Id. at 506-07. The Court analogized this holding to a person who buys his own
property at a tax sale. Id.

90. Id. at 505.

91. 271 U.S. 445 (1926).

92. Id. at 452. Kansas City Terminal involved the reorgamzation of a railway
company. Id. at 450.

93. Id. at 450.

94, Id. at 451-52, The plan provided that preferred stockholders could receive one
share of common stock, $6 m adjustment bonds, and $14 m prior lien bonds upon pay-
ment of $20 for each $100 share of previously owned stock. Id. at 451. Common stock-
holders could receive one share of common stock, $7.50 mn adjustment bonds, and
$17.50 mn prior lien bonds upon payment of $25 for each $100 share of previously owned
stock. Id. Unsecured creditors could receive either one-third of a share of preferred
stock and two-thirds of a share of common stock for each $100 of therr claims or one
share of common stock, $6 i adjustment bonds, and $14 i prior lien bonds upon pay-
ment of $18 for each $100 of their claxms. Id. at 451-52.

95. Id. at 452.

96. Id. at 453-54. Lousville Trust was one of the first cases to hold that a reor-
gamzation plan must preserve the prior rights of creditors before a debtor may partici-
pate in the plan. Id. at 453.
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are not recognized and that reorgamzation plans must be developed
with the purpose of preserving a creditor’s right of priority agamst a
debtor’s assets.97

The case of In re Witt9 mvolved the application of the absolute
priority rule upon a farm debtor.?® The bankruptey court refused to
confirm a reorgamzation plan which allowed the debtor to retain an
equity mterest in the farm.1%0 Considering the effect of the absolute
priority rule on farm debtors, the bankruptcy court stated that it
“does not believe the absolute priority rule is appropriate in agricul-
tural bankruptcies and realizes that it makes agriculture reorgamza-
tions extremely difficult. Nevertheless, it 1s clearly the law, as the
Bankruptey Code and case law indicate, and if the law 1s to be
changed. [sic] Congress must do so.”10%

THE EXCEPTION TO THE ABSOLUTE PRIORITY RULE

The exception to the absolute priority rule was initially discussed
m Case v. Los Angeles Lumber Products Co.,2%2 in which the United
States Supreme Court discussed the conditions under which stock-
holders may participate 1 a reorgamzation plan.193 In Case, the tnal
court approved a reorgamzation plan in which the stockholders were
allowed to retain an interest in the new corporation even though
they had no equity in the assets of the old enterprise and made no
contribution to the new enterprise in the form of money or money’s
worth.10¢4 The district court allowed the stockholders to participate
m the new corporation because it found that the stockholders had
furnished consideration for their participation.1%S This consideration
consisted of the stockholders’ experience 1n the business, standing in
the community, and the providing of contmuous management. The
district court also considered the fact that it was m the mterest of the
creditors to have the busmess continue rather than foreclose and lig-
widate the assets of the corporation.l The United States Court of
Appeals for the Ninth Circuit affirmed the trial court’s decision.0?

The Supreme Court reversed the Ninth Circuit’s decision, hold-

97. Id. at 456.
98. 60 Bankr. 556 (N.D. Iowa 1986).
99, Id. at 557-58.
100. Id. at 560.
101. Id.
102. 308 U.S. 106 (1939).
103. Id. at 108-09.
104. Id. at 112.
105. Id.
106. Id. at 112-13.
107. Id. at 113.
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g that as “a matter of law the plan was not fair and equitable.”108
The Court stated that in order to confirm a plan, it must be “fair and
equitable” and the fact that a majority of the creditors have voted 1n
favor of the plan does not make the plan fair and equitable.’%® The
Court determined that the plan in Case was not fair and equitable 1n
light of the fact that stockholders would be retaming an imterest mn
the corporation despite the fact the creditors had not been paixd mn
ful}.110

The Court suggested, however, that there are times when stock-
holders may participate 1n a reorganization plan even though some
creditors have not been paid i full, for example, when it 1s necessary
to seek new money to msure the success of the plan.’* In such a
case, stockholders contributing to the plan may participate in the
plan to the extent of their contribution.l?2 The Court stated that “to
accord ‘the creditor his full right of priority against the corporate as-
sets’ where the debtor 1s imsolvent, the stockholder’s participation
must be based on a contribution 1 money or in money’s worth, rea-
sonably equivalent in view of all the circumstances to the participa-
tion of the stockholder.”?3 The Court held that “financial standing
and influence 1n the community” and “continuity of management” do
not constitute sufficient consideration to allow the stockholders to
participate 1n the reorgamization plan.t1* The Court stated that these
items are mtangibles which “have no place 1 the asset column of the
balance sheet of the new company” and have no ready means of be-
mg translated into money’s worth.115

The exception to the absolute priority rule, suggested mn Case,
was reiterated i Marine Harbor Properties, Inc. v. Manufacturers
Trust Co. 1% Marine Harbor involved a debtor whose only asset was
an apartment building.}1? Foreclosure proceedings were mstituted m
state court and thereafter, the debtor filed for voluntary bankruptcy
under Chapter X of the Bankruptcy Act of 1898.118 The mortgage

108. Id. at 114.

109. Id. The Court stated that all parties mnterested mn the bankruptcy estate are
entitled to protection. Furthermore, “{t]he court is not merely a mimsterial register of
the vote of the several classes of security holders.” Id. at 114. The fairness of a plan 1s
not measured by the number of security holders who approve the plan. Id.

110. Id. at 119-20.

111. Id. at 121.

112. .

113. Id. at 122.

114, Id.

115. Id. at 122-23.

116. 317 U.S. 78 (1942).

117. Id. at 81. The apartment building was subject to a mortgage of $370,000.00,
held by Manufacturers Trust Co. Id.

118. Id. at 82.
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trustee moved to dismiss the debtor’s petition, claiming that the peti-
tion was not filed in good faith.119

The United States Supreme Court affirmed the decision of the
United States Court of Appeals for the Second Circuit, holding that a
debtor must show a “need for relief” in filing a bankruptey petition
under Chapter X120 The Court found that the debtor did not show a
need for relief because there was no evidence that the bankruptcy
proceedings offered any advantage or protection not available in the
state foreclosure proceedings.1?® The Court stated that according to
Boyd and Case, “a plan of reorganization would not be fair and equi-
table which 1 such circumstances admitted the stockholders to par-
ticipation, unless the stockholders made a fresh contribution m
money or in money’s worth, 1n return for ‘a participation reasonably
equivalent to their contribution.’ ”122 There was no evadence that the
debtor desired to make such a contribution and, therefore, the state
proceedings would not deny the debtor or junior creditors any bene-
fits afforded under Chapter X.123

The exception to the absolute priority rule was applied in In re
Brown’s Industrial Unaiforms.12¢ In exchange for participation in the
reorganization plan, one of the debtor’s stockholders contributed per-
sonal assets as security for needed financing.12> One of the creditors
objected to the stockholder’s participation, claiming the personal as-
sets pledged as security for financing were not new capital which
would entitle the stockholder to participation.l?6 On appeal, the dis-
trict court affirmed the decision of the bankruptey court, finding that
the bankruptey court’s decision was not clearly erroneous.’?” Accord-
mg to the distret court, the bankruptey court did not err in finding
that the stockholder’s “pledge of security for a loan to the debtor”
was a contribution of “money or money’s worth.”128

In the case of In re Potter Material Service, Inc.,12° the exception

119. Id. at 82-83. The motion was demed. On appeal to the United States Court of
Appeals for the Second Circuit, the decision of the lower court was reversed. Certio-
rar1 was subsequently granted by the Supreme Court. Id. at 83.

120. Id. at 85.

121. Id.

122. Id. (citing Case, 308 U.S. at 121).

123. Marine Harbor Properties, 317 U.S. at 85-86.

124. 58 Bankr. 139 (N.D. 111, 1985).

125. Id. at 140. The bankruptcy court determined that this contribution entitled
the stockholder to participation in the reorgamzation plan in the form of common
stock. Id.

126. Id. at 140.

127. Id. at 141.

128. Id. The court stated that whether the requirement of contribution in money
or money’s worth was met 1s a question of fact. Id.

129. 1781 F.2d 99 (7th Cir. 1986).
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to the absolute priority rule again was applied.13¢ In Potter, a reor-
gamization plan which allowed stockholder participation was af-
firmed.23 The plan provided that new shares of stock would be
1ssued to a stockholder who was contributing money to pay a class of
unsecured creditors and attorney’s fees, and a renewal of a personal
guarantee to pay a certamn sum to a bank on behalf of the debtor.132
The Court of Appeals for the Seventh Circuit held that a stockholder
may participate 1n a reorgamzation plan if the stockholder mvests
new capital mto the reorgamzed entity.133 The Seventh Circuit con-
cluded that the stockholder’s contribution satisfied the requairements
necessary to entitle him to an exception to the absolute priority
rule.134

THE ABSOLUTE PRIORITY RULE AND THE BANKRUPTCY CODE

Ahlers mvolved the application of the absolute priority rule as
codified m the Bankruptcy Code.23% The historical requirement that
a reorganization plan be fair and equitable by recognizing the priority
of creditors over the debtor 1s codified in Chapter 11, section
1129(b)(2)(B)(ii) of the Bankruptcy Code.136 Section 1129(b) of the
Bankruptey Code requures a court to evaluate a reorgamzation plan
and determine whether the plan complies with the absolute priority
rule.’3? A party must request the use of this section, which allows
the reorgamzation plan to be confirmed over the objections of dis-
senting creditors, and the court may then confirm the plan only if it
complies with the requarements of the section.138 The court may not
alter the terms of the reorganization plan, but must only determine if
the plan complies with the absolute priority rule.X3%

The case of In re Pecht0 involved the application of the abso-

130. Id. at 101.

131. Id. at 104.

132. Id. at 100.

133. Id. at 101. The contribution by the stockholder must “(1) represent a substan-
tial contribution and (2) equal or exceed the value of the retamned interest in the cor-
poration.” Id.

134. Id. at 104. The Seventh Circuit stated that the district court’s conclusion that
the stockholder’s contributions exceeded the value retained by the stockholder, which
was an mnterest 1 a company with a “gomg-concern” value of approximately $10,000.00
to $15,000.00, was not erroneous. Id. at 102.

135. Ahlers, 108 S. Ct. at 966.

136. Id. See 11 U.S.C. § 1129 (1982); H.R. REP No. 595, 95th Cong., 2d Sess. 413,
reprinted 1n 1978 U.S. CobE CONG. & ADMIN. NEwWs 5963, 6369.

137. 11 U.S.C. § 1129(b)(1).

138. Id. See H.R. REp No. 595, 95th Cong., 2d Sess. 414, reprinted :n U.S. CODE
CoONG. & ADMIN. NEWS 6370.

139. Id.

140. 57 Bankr. 137 (E.D. Va. 1986).
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lute priority rule as codified 1n the Bankruptey Code 24t The bank-
ruptey court rejected a reorganization plan m which the debtor was
to participate in the plan after providing consideration 1n the form of
the debtor’s “ability to generate income from operations.”142 The
court held that the debtor’s plan to provide new value over the life of
the plan did not fulfill the requirements necessary to come within
the exception to the absolute priority rule.143

An exception to the absolute priority rule, as codified in the
Bankruptey Code, was also demied 1n the case of In re Baugh4t In
Baugh, the court refused to recognize a farmer’s promise of future la-
bor as consideration for participation i the reorganization plan.145
The court stated that there was no evidence from which to value
either the farmer’s services or the farmer’s proposed retamned
interest.146

In a decision 1ssued after the Eighth Circuit’s decision 1n Ahlers,
and while Ahlers was on writ of certiorar1 in the United States
Supreme Court, the United States District Court for the Central Dis-
trict of Illinois i the case of In re Stegall 147 refused to recognize an
exception to the absolute priority rule for a farmer promising to con-
tribute future services.14® The Stegalls filed a Chapter 11 reorgamza-
tion plan which was rejected by an unsecured creditor.14® The
Stegalls moved to confirm the plan over the objection of the dissent-
g creditor, but the Bankruptey Court found that the plan violated
section 1129(b)(2)(B)(ii) and refused to confirm the plan.1%¢ The Ste-
galls then appealed the decision of the bankruptcy court to the dis-
trict court.151

The Stegalls claimed that their contribution of future services
entitled them to the new capital exception to the absolute priority
rule.152 The district court noted that case law indicates that “contri-
bution of new capital must be made ‘up front’ and not 1n the form of

141. Id. at 138.

142. Id. at 138-40,

143. Id. at 140.

144. 13 Bankr. 414 (E.D. Ark. 1987).

145. Id. at 420. The court found that the five year payment plan set forth by the
farmer did not provide the creditors a reasonable chance of recovery and thus could
not be approved even under the modified exception set forth in Aklers. Id.

146. Id. at 419.

147. 85 Bankr. 510 (C.D. I11. 1987).

148. Id. at 514.

149. Id. at 511. The Federal Land Bank of St. Lows, the controlling unsecured
creditor, objected to the proposed plan. Id.

150. Id. at 511.

151. Id.

152. Id. at 514.
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future payments.”153 The Stegalls’ proposed contribution of future
services did not satisfy this “up front” requirement.15¢ The purpose
of the new capital requirement is to enable the reorganized entity to
contmue operation and generate mncome m order to pay off credi-
tors.15% At the same time, the “up front” requirement of the capital
contribution 1 “money or money’s worth” msures that the contribu-
tion will be a liguid asset in the event that the reorganization plan
faijls 156

The Stegalls relied upon the Eighth Circuit’s holding m Ahlers to
support their position that future services constitute an adequate cap-
ital contribution.!?” The court determined that the Eighth Circuit’s
decision 1n Ahlers conflicted with the Supreme Court’s current posi-
tion on the i1ssue of what constitutes money or money’s worth.158
The court noted that if the reorganization plan ultimately fails, labor
contributions could not be liquidated and thus afford no protection to
the unsecured creditors.1®® Therefore, the court concluded that the
Stegalls were not entitled to an exception to the absolute priority
rule based on their proposed contribution of labor and services.160

RETENTION OF “PROPERTY” UNDER THE ABSOLUTE PRIORITY RULE

In Ahlers, the Ahlers argued that there was no violation of the
absolute priority rule because the interest retained by the Ahlers was
of no value to the unsecured creditors and, therefore, was not prop-
erty under the absolute priority rule.261 The definition of “property”
under the absolute priority rule 1s quite broad.162 The overwhelmmg
weight of authority rejects the theory that if an interest has no value
it 1s not considered property under the absolute priority rule.l63 In
the case of In re Laundau Boat Co.,*%¢ the bankruptey court, in re-
jecting the “no value” theory, held that, according to the rule set out
m Boyd, retaiming an equity interest which has no value nevertheless

153. Id.

154. Id. at 515. The court noted that the Stegalls’ contribution would have to be
made over the life of the plan. Id.

155. Id. at 515.

156. Id. This requirement reflects the court’s concern for the security of creditors
if the reorgamzation plan fails. Id.

157. Id. at 515.

158. Id. at 516 (quoting Case, 308 U.S. at 122-23).

159. Id. at 516 (citing Ahlers, 794 F.2d at 407) (Gibson, J., dissenting)). Labor con-
tributions, unlike capital contributions, do not afford the needed protection to credi-
tors because they are not readily liquidable, Id.

160. Id. at 517.

161. Brief for Respondents at 19, Ahlers, 108 S. Ct. at 963.

162. Ahlers, 108 S. Ct. at 969.

163. Id.

164. 8 Bankr. 436 (W.D. Mo. 1981).
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constitutes property and therefore, comes within the absolute prior-
ity rule.165 The court explamed its decision by stating:

In Boyd, the Court suggested that the value of the property

received by the jumor class need not be cash but could also

be “prospective, for dividends or only for purposes of con-

trol.” Quite clearly, retention of the stockholders mterest in

this case 1s for prospective earnings and for control. But

also, although this 1s more speculative, if the debts of the un-

secured creditors are compromised, the stockholders may re-

alize some 1mmediate equity value. The statute prohibits

such a result.166

In the case of In re Star City Rebuilders, Inc.,'67 the bankruptey
court accepted the “no value” theory in taking the view that the
holding of valueless ownership interests does not constitute the re-
cewving of property and therefore, takes the plan out of the absolute
priority rule.168 In Star City Rebuilders, the proposed reorganization
plan provided that general unsecured creditors were to be paid their
pro rata share from a fund which would yield the creditors at least
five percent of their claims.1%® Stockholders were to receive no divi-
dend payments but would continue to own stock 1n the reorgamzed
company.1® The central question was whether the stockholders’
ownership mterests, even though valueless, were “property” under
the fair and equitable standard of section 1129(b)(2)(B)(ii) and there-
fore, could not be retamed without violating the absolute priority
rule.171

The bankruptcy court refused to recognize the stockholders’
ownership interests as property.l”® In domg so, the court recogmzed
that other cases had reached the opposite conclusion concerning the
scope of the term “property” but concluded that the intended con-
struction of the word was that which will axd rehabilitation.*”™® The
court reasoned that to recognize the ownership mterest as property,
and thus require rejection of the reorgamization plan, would operate

165. Id. at 438 (quoting Boyd, 228 U.S. at 506-08).

166. Id. at 439. See also In the Matter of Huckabee Auto Co., 33 Bankr. 132, 141
(M.D. Ga. 1981) (holding that retention of stock also carries with it retention of control
of the reorgamized entity and, under Landau Boat, 1s the retention of property) (citing
Landau Boat, 8 Bankr. at 436.); I re Modern Glass Specialists, 42 Bankr. 139, 140-41
(E.D. Wis. 1984) (holding that retention of stock by the debtor constitutes participation
1n the reorgamzed enterprise and thus 1s property as defined m Landau Boat) (citing
Landau Boat, 8 Bankr. at 436.).

167. 62 Bankr. 983 (W.D. Va. 1986).

168. Id. at 986.

169. Id. at 984.

170. .

171. Id. at 986.

172. Id. at 988-89.

173. Id. at 989.
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to defeat the purpose of Chapter 11 reorgamzations.'™ Shareholders
would never have a plan confirmed over the objections of dissenting
creditors where the creditors were paid less than one hundred per-
cent of their debt unless the shareholders gave up their interests.!?
Consequently, shareholders would be inclined to liqguidate under
Chapter 7 of the Bankruptcy Code.l?® This result would defeat the
rehabilitative purposes of Chapter 11 and many times provide un-
secured creditors no recovery.1??

CHAPTER 12 OF THE BANKRUPTCY CODE

In Ahlers, the United States Supreme Court noted that Congress
had recently created a new Chapter 12 proceeding under the Bank-
ruptcy Code that 1s specifically designed to deal with the problems
facing bankrupt family farmers.2?® The Court viewed this new pro-
ceeding as further evidence of the Eighth Circuit’s error in its deci-
sion 1 Ahlers1?®

On November 12, 1986, Chapter 12 of the Bankruptcy Code went
mnto effect. 18 The House Report accompanying the Bankruptcy Act
of 1986 describes the circumstances surrounding the creation of the
new Chapter 12 proceeding as follows:

Under current law, family farmers in need of financial
rehabilitation may proceed under either Chapter 11 or Chap-
ter 13 of the Bankruptcy Code. Most family farmers have
too much debt to qualify as debtors under Chapter 13 and
are thus limited to relief under Chapter 11. Unfortunately,
many family farmers have found Chapter 11 needlessly com-
plicated, unduly time-consumung, mordinately expensive
and, 1n too many cases, unworkable.

Accordingly, this subtitle creates a new chapter of the
Code—Chapter 12—to be used only by family farmers. It 1s
designed to give family farmers facing bankruptcy a fighting
chance to reorganize their debts and keep their land. It of-
fers family farmers the important protection from creditors
that bankruptey provides while, at the same time, prevent-
mg abuse of the system and ensuring that farm lenders re-
cewve a fair repayment. * * *

Under this new chapter, it will be easier for a family

174. Id. at 988.

175. Id. at 988-89.

176. Id. at 988.

177, Id.

178. Ahlers, 108 S. Ct. at 970.

179. Id.

180. Armstrong, The Family Farmer Bankruptcy Act of 1986: An Analysis for
Farm Lenders, 104 BANKING L.J. 189, 189 (1987).
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farmer to confirm a plan of reorganization.18!

Chapter 12 1s modeled after the existing Chapter 13.182 To qual-
ify for relief under Chapter 12, a debtor must fall within the defim-
tion of “family farmer.'83 As defined mm Chapter 12, a “family
farmer” may be an mndividual, a partnership, or a family-owned cor-
poration.8¢ A family farmer’s debts, under Chpater 12, cannot ex-
ceed $1.5 million.185 In addition, an individual family farmer must
have mcurred eighty percent of his debts as a result of the farming
business or generated fifty percent of his gross mecome from farming
in the taxable year prior to filing bankruptcy.186

Chapter 12 1s designed to allow family farmers an opportunity to
reorganize their debts and retain their 1and.’87 Under Chapter 12, a
farmer may overcome the objections of an unsecured creditor by
demonstrating that creditors will receive property equal to the
amount of their claim or that disposable income will be applied to
payments under the plan.188

Unlike proceedings under Chapter 11, where unsecured creditors
can prevent the confirmation of a plan if the debtor retains any inter-
est m the estate, Chapter 12 “eliminates the mmpact of the absolute
priority rule on the family farm debtor.”*8® There 1s no provision m
Chapter 12 allowing creditors to vote on the plan.190 Creditors are al-
lowed to file objections to the plan but the absence of a voting re-
quirement makes Chapter 12 reorgamzation plans difficult to
defeat.191

The absolute priority rule emerged from cases construing the
early bankruptey provisions.l¥2 The rule 1s based on the principle

181. H.R. Rep No. 764, 99th Cong., 2d Sess. 14, reprinted 1n 1986 U.S. CODE CONG.
& ADMIN. NEWS 5227, 5249.

182, Id. See 11 U.S.C. 1301-30 (1982).

183. Armstrong, 104 BANKING L.J. at 189.

184. Id.

185. .

186. Id. Partnerships and corporations may not use the alternative fifty percent
gross mncome test. At least fifty percent of the partnership equity or outstanding stock
must be held by a single family who actually runs the farm. Id. at 190.

187. H.R. REeP. No. 764, 99th Cong., 2d Sess. 14, reprinted 1n 1986 U.S. CODE CONG.
& ApMIN, NEws 5227, 5249.

188. In re Timbers of Inwood Forest Assocs., 808 F.2d 363, 367 (5th Cir. 1987),
aff’d, 108 S. Ct. 626 (1988). Timbers involved a discussion of the requirements of ade-
quate protection. Id. at 363. The court held that “postpetition payments for mterest or
lost opportunity cost to an unsecured creditor to compensate it for the delay of the
Chapter 11 reorgamzation proceeding during the pendency of the automatic stay” are
not required. Id. at 364. See 11 U.S.C. § 1225(b)(1)(A)-(B) (1982).

189. Timbers, 808 F.2d at 367.

190. Armstrong, 104 BANKING L.J. at 198 n.53.

191. Id. at 198. See 11 U.S.C. § 1224 (1982).

192. Ahlers, 108 S. Ct. at 966.
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that creditors’ rights are superior to debtors’ rights.193 An exception
to the absolute priority rule has been suggested which allows debtors
to retain an mterest mn the bankruptcy estate if they contribute
money or money’s worth to the reorgamzed entity.1®¢ This absolute
priority rule 1s codified m the Bankruptey Code;195 however, Chapter
12 of the Code, which was specifically designed for family farmers,
does not contain the requirement of the absolute priority rule.196
The Ahlers filed for bankruptcy under Chapter 11 and, therefore,
were subject to the absolute priority rule.197

ANALYSIS

In Norwest Bank Worthington v. Ahlers, the United States
Supreme Court addressed the applicability of the absolute priority
rule to a farm reorgamization plan and the suggestion that an excep-
tion to the rule was available to the debtors.298 The Court concluded:
(1) the absolute priority rule did apply; (2) no exception to the rule
was available to the debtors; and (3) therefore, the reorganmization
plan could not be confirmed over the objections of the unsecured
creditors.199

The absolute priority rule was first recognized im Lowasville
Trust Co. v. Lousville, New Albany & Chicago Railway and based on
the rule that stockholders’ mterests are subordinate to creditors’
11ghts.200 The absolute priority rule mamtamns the priority between
creditors and equity owners by ensuring that creditors are provided
for mn full before owners may retain an interest in the bankruptcy es-
tate.20! In Northern Pacific Railway v. Boyd and Kansas City Terma-
nal Railway v. Central Union Trust Co., the Court again applied the
absolute priority rule to defeat reorgamzation plans m which the
stockholders were attempting to retam any interest in the estate at
the expense of the creditors’ mterests.202 The absolute priority rule
which emerges from the above cases 1s the result of the judiaiary’s
recognition of the superior rights of creditors and its method of en-

193. Lousville Trust, 174 U.S. at 684.

194. Ahlers, 108 S. Ct. at 967.

195. Id. at 966. See 11 U.S.C. § 1129(b)(2)(B)(ii).

196. Id. at 970. See 11 U.S.C. §§ 1201-1231.

197. Ahlers, 794 F.2d at 393.

198. Norwest Bank Worthington v. Ahlers, 108 S. Ct. 963, 966-68 (1988).

199. Id.

200. Lowsville Trust Co. v. Lowsville, New Albany & Chicago Ry., 174 U.S. 674,
684 (1899).

201. In re Ahlers, 794 F.2d 388, 401 (8th Cir. 1986), rev’d sub nom. Norwest Bank
Worthington v. Ahlers, 108 S. Ct. 963 (1988).

202. Northern Pacific Ry. v. Boyd, 228 U.S. 482, 502 (1913). See also Kansas City
Termimal Ry. v. Central Union Trust Co., 271 U.S. 445, 453-54 (1926).
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suring these rights in the event of msolvency.2%3

The absolute priority rule is designed to protect the priority in-
terests of the creditors 1n a reorganization plan.2%¢ In Ahlers, the
debtors attempted to retain their equity interest in their farm while
the superior rights of the unsecured creditors were not being pro-
vided for in full.205 This result 1s what the absolute priority rule 1s
designed to prevent, and the Court was correct i recogmzing that
the rule applies m Ahlers.206

The exception to the absolute priority rule was first recogmzed
m Case v. Los Angeles Lumber Products Co..297 This exception was
recogmzed because of the necessity, at times, to receive new capital
from the stockholders 1n order to make the reorgamization plan suc-
cessful and the realization that it may be impossible to obtain new
capital from stockholders unless they are allowed to retamn an inter-
est 1 the enterprise.2® While the Case Court recognized this neces-
sity, the Court also acknowledged that creditors’ priority rghts still
needed to be protected and preserved.2? Therefore, to take advan-
tage of the exception, the stockholders must contribute money or
money’s worth to the plan.21® The exception operates to allow stock-
holders’ participation m the plan to the extent of thewr
contribution.211

The Ahlers proposed to contribute future services and labor to
the farm 1n order to take advantage of the exception to the absolute
priority rule.2’2 The Court properly refused to recogmize this contri-
bution as consideration for participation m the plan2® As was
pomted out by the Ahlers Court, the Case opinion did not recognize
future services to the reorgamized business as adequate considera-
tion.2*4 A contribution of future labor and skills does not constitute
“money’s worth” in that these items “have no place in the asset col-
umn of the balance sheet of the new company” and “reflect merely
vague hopes or possibilities.”?!5 To allow promises of future labor
and services to qualify as consideration for participation in the reor-
gamzed enterprise would expose creditors to further risk m that

203. .Ahlers, 108 S. Ct. at 966.

204. Id.

205. Id.

206. In re Ahlers, 794 F.2d at 401.
207. 308 U.S. 106, 121 (1939).

208. Kansas City Termanal, 271 U.S. at 455.
209. Case, 308 U.S. at 121-22.

210. Id. at 122.

211. Id.

212. Ahlers, 108 S. Ct. at 966.

213. Id. at 968.

214, Id. at 967.

215. Case, 308 U.S. at 122-23.
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management of the new enterprise would continue mn the hands of
the debtor who led the old enterprise mmto bankruptey.?® Further-
more, contribution of future labor and services does not provide cred-
itors the additional protection that “money or money’s worth”
provides.2l? “Money or money’s worth” contemplates a contribution
which may be liquidated and distributed to creditors in the event that
the reorganization plan fails.218 In response to the Ahlers’ suggestion
that they satisfied a broader exception to the absolute priority rule,
broader than that suggested mn Case, the Court stated, “no such
broader exception exsts.”?1°

The Ahlers also argued that the mterest they would retamn under
the plan was valueless and, therefore, would not constitute the reten-
tion of “property” under the absolute priority rule220 While the
term property 1s not defined in the Bankruptey Code, the legislative
history states that “ ‘property’ mncludes both tangible and intangible
property 7221 The courts have given a very broad construction to the
term “property 7222 In the case of In re Laundau Boat Co., the bank-
ruptcy court held that even interests that were only prospective con-
stituted property and thus came under the absolute priority rule.223

Only one bankruptcy court has accepted the view that valueless
mterests do not constitute property under the absolute priority
rule.22¢ In the case of In re Star City Rebuilders, Inc., the bank-
ruptey court declined to recogmize ownership interests as property,
concluding that a broader definition would make it impossible for
Chapter 11 plans to be confirmed over the objection of creditors un-
less shareholders gave up their mterests.22> The court concluded that
a broad definition would encourage debtors to bypass Chapter 11 and
file a liquudation proceeding under Chapter 7 defeating the rehabilita-
tive purposes of Chapter 11.226

The interest which the Ahlers were to retain under the plan was

216. Brief for Petitioners at 22-23, Aklers, 108 S. Ct. at 963.

217. In re Stegall, 85 Bankr. 510, 516 (E.D. Ark. 1987).

218. Id.

219. Abhlers, 108 S. Ct. at 968. The Court also noted that there 1s some debate as to
whether the exception exists at all following codification of the absolute priority rule,
but assuming that the exception does exist, the Ahlers don’t qualify for the exception.
Id.

220. Bref for Respondents at 19, Ahlers, 108 S. Ct. at 963.

221. H.R. REp No. 595, 95th Cong., 2d Sess. 413, reprinted 1n 1978 U.S. CODE
CONG. & ADMIN. NEWS at 6369.

222. Abhlers, 108 S. Ct. at 969.

223. In re Laundau Boat Co., 8 Bankr. 436, 439 (W.D. Mo. 1981).

224. Ahlers, 108 S. Ct. at 969 n.6.

225. In re Star City Rebuilders, Inc.,, 62 Bankr. 983, 988-89 (W.D. Va. 1986).

226. Id. at 988.
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their ownership interest in the sole proprietorship.22?” The Ahlers ar-
gued that, because the farm had no “gomng concern” value, any own-
ership interest retamed would be worthless and not “property.”228
The Court refused to accept the “no value” argument.??® The value
of the mterest retamned may be present or merely prospective and m
either case constitutes retention of property.230 The Ahlers’ interest
would have allowed them to retain control of the farm.231 Control of
the entity which 1s to fulfill the reorgamzation plan 1s undoubtedly
valuable to both debtors and creditors.232

The Court also found further evidence to support its decision
Congress’ passage of the Family Farmers Bankruptcy Act of 1986,
Chapter 12.233 One of the principal differences between proceedings
under Chapter 12 and those under Chapter 11 1s the absence of the
absolute priority rule in Chapter 12.23¢ The absence of the absolute
priority rule in Chapter 12 suggests that Congress intended the rule
to apply to all cases under Chapter 11.235 This defeats the argument
for a broad exception to Chapter 11’s absolute priority rule pro-
pounded by the Ahlers.236 Congress realized the harsh effects the
rule was having on family farmers when it dispensed with the abso-
lute priority rule in Chapter 12 proceedings.23? Chapter 12 was
designed to eliminate the impact of the absolute priority rule on fam-
ily farmers.238 If an exception to the absolute prority rule broad
enough to meclude the Ahlers exists, then Congress will have created
a proceeding specifically designed to elimmate the impact of a rule
which can be avoided by means of the exception.23® If the exception
to the absolute priority rule 1s as broad as the Ahlers’ suggests, Con-
gress will have created, in Chapter 12, an unneeded provision.240

The Ahlers made a number of equitable arguments 1n support of
their position.24! The arguments revolved around the plight of the
family farmer today and the mequity which would result if farmers
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aff’d, 108 S. Ct. 626 (1988). The Ahlers did not quahfy under Chapter 12. Ahlers, 108
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were not allowed to confirm reorganization plans.?42 The Court rec-
ognized the importance of the concerns motivating the Eighth Circuit
when that court made its decision.243 While these concerns, mvolving
the crisis surrounding the family farmer today deserve attention, the
Court stated that attention must come 1 ways other than judicial
nusconstruction of the laws.24¢ To recognize future labor and serv-
1ces as consideration and allow a debtor to have a plan confirmed
over the objections of creditors m wviolation of the absolute priority
rule would vitiate the force of the rule.245 Thus, the Court concluded
that the Ahlers’ promise of future labor warranted no exception to
the operation of the absolute priority rule.246

CONCLUSION

The absolute priority rule protects creditors by preventing debt-
ors from retamming an interest in the bankruptcy estate until the su-
perior rights of the creditors have been recogmzed and preserved.24?
A limited exception 1s recognized which allows the debtor to retam
an mterest 1 the estate if the debtor has provided consideration 1n
the form of money or money’s worth in exchange for bemng allowed
to participate.?4® The Court’s decision 1n Norwest Bank Worthington
v. Ahlers prevented the expansion of the exception to the absolute
priority rule. Virtually every debtor would be able to pledge his con-
tinued service and labor and, therefore, be entitled to confirmation of
a plan that allowed the debtor to retamn mterests which subordinate
the superior claims of the creditor. An expansion of the rule would
have taken away much of the protection the absolute priority rule
provides to creditors. In order to protect the superior rights of the
creditors 1n a reorgamzation plan and to preserve the meaning of the
absolute priority rule, the Court in Ahlers correctly declined to recog-
nize an exception to the absolute priority rule.

Lori L. Fuhrman—’90
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