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Chapter 12: A Debtor’s Most Powerful Ally 

By Joseph Peiffer and Austin Peiffer 

Chapters 7, 9, 11 and its many variants, 12, 13, and 15; a debtor con-
sidering bankruptcy has a plethora of options. Each has its own eligi-
bility criteria, advantages, and disadvantages. This paper makes the 
case that the many advantages and few disadvantages of Chapter 12 
versus the other chapters should make it the default choice for debtors 
who meet its eligibility criteria. 

I. PRELIMINARY MATTERS 
One could restate the classic warning about poison ivy for non-special-
ists approaching bankruptcy chapters: multiples of three, leave them 
be. Thankfully, the other multiple-of-three chapters can be left be, as 
their eligibility requirements are almost entirely incompatible with 
Chapter 12’s. Chapter 9 is for municipalities1 and Chapter 15 is used 
for international proceedings.2 Since Chapter 12 is restricted to family 
farmers & fishermen3 it is entirely incompatible with Chapter 9, and a 
case where a debtor both qualified as a family farmer or fisherman and 
had sufficient international presence to justify filing an insolvency pro-
ceeding in another country seems unlikely at best. 

Thus Chapter 12 is best compared to the “usual” bankruptcy chapters: 
7, 11, and 13. First this paper compares it to Chapter 11, then 13, then 
7. Most of the discussion concerns the differences between Chapters 11 
& 12 since Chapter 11 is often a debtor’s alternative and it poses signif-
icant problems for debtors that Chapter 12 eliminates. 

 

 1. “An entity may be a debtor under chapter 9 of this title if and only if such entity—is a 
municipality.” Section 109(c)(1) (unless otherwise specified all code references are to the 
bankruptcy code, title 11). 

 2. “A case under this chapter is commenced by filing a petition for recognition of a foreign 
proceeding under section 1515.” Section 1504. 

 3. “Only a family farmer or family fisherman with regular annual income may be a debtor 
under chapter 12 of this title.” Section 109(e). 
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II. CHAPTER 11 VS. CHAPTER 12 
A. Chapter 11’s Weaknesses 

Though Chapter 11’s strengths have made it a model for other coun-
tries’ insolvency laws,4 it is less useful for individuals and smaller busi-
nesses. Though individuals and smaller businesses could face any of a 
myriad of problems with the structure of Chapter 11, this paper focuses 
on three. First, the combination of the absolute priority rule and class 
voting can allow a single undersecured creditor to prevent confirmation 
of a plan that leaves the debtor in control of the business. Second, Chap-
ter 11 can be expensive and time-consuming. Third, the tax implications 
of partial or total liquidation combined with the requirement to pay 
those taxes as part of a plan of reorganization can stymie a debtor’s 
attempts to reorganize. A debtor who instead chooses Chapter 12 can 
avoid all these potential roadblocks. 

1. The Absolute Priority Rule, Class Voting, and Ac-
ceptance by an Impaired Class 

a. Class Voting 

Chapter 11 plans can be split into two categories: consensual and non-
consensual. A consensual plan meets the requirements of § 1129(a)(8)—
every class is either unimpaired or accepts the plan. An impaired class 
accepts the plan if it votes in favor of the plan, and it votes in favor of 
the plan if at least two-thirds of the class in amount and half in number 
vote to accept the plan.5 Consider the following class voting example: 

 

 4. See, e.g., Gerald McCormack & Wai Yee Wan, Transplanting Chapter 11 of the US 
Bankruptcy Code into Singapore’s restructuring and insolvency laws: opportunities and 
challenges, 19 J. of Corp. L. Stud. 69 (2019) (Singapore adopted parts of Chapter 11 in 
a 2017 revision of its insolvency laws); Europe’s answer to Chapter 11?, Freshfields.com, 
http://knowledge.freshfields.com/m/Global/r/1719/europe_s_answer_to_chapter_11_ 
(last visited September 1, 2020) (noting that European Union officials acknowledged 
the effect of Chapter 11 on the European Commission’s 2016 proposals on insolvency, 
restructuring, and second chance, but also recognizing the significant costs of Chapter 
11 and its problems for smaller businesses). 

 5. Section 1126(c). These thresholds are of the votes cast. 
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Class Description Creditor Amount Impaired? Vote 
Class 
Acceptance? 

1 
Blackacre 
Mortgage 

Farm Credit $1,000,000 No NA NA 

2 
Machinery 
Loan 

John Deere $500,000 Yes Yea Yes 

3 
Trade 
Creditors6 

Farmer’s Co-op $200,000 
Yes 

Yea 
Yes Tim’s Trucking $25,000 Nay 

Rob’s Repair $25,000 Yea 

4 
General 
Unsecured 
Creditors 

Farm Credit 
(bifurcated 
undersecured 
claim)7 

$300,001 

Yes 

Nay 

No 
Small Town Bank  $300,000 Yea 
Friendly Bank $300,000 Yea 
T-Mobile $1,000 None 

Consider Classes 3 & 4. Class 3 accepted the plan despite a “nay” vote 
from Tim’s Trucking since of the $250,000 in claims in that class 
$225,000 voted to accept it (90%), and a majority of the votes were in 
favor of acceptance (two to one). Note that if Tim’s Trucking had voted 
“yea” but Farmer’s Co-op had voted “nay” Class 3 would have rejected 
the plan, since Farmer’s Co-op controls more than 1/3rd of the class’s 
value. Farmer’s Co-op can be said to control Class 3, since its “nay” vote 
would force Class 3 to reject the plan. If instead Rob’s Repair had joined 
Tim’s Trucking in voting “nay” then Class 3 would again have rejected 
the plan even though $200,000 out of the $250,000 in claims (80%) voted 
“yea” because less than half of the votes by number were “yeas.” 

Class 4’s rejection of the plan illustrates two important points. First, 
the thresholds for acceptance are relative to the total votes cast, not the 
total size of the class. No creditor controlled Class 4, since no creditor 
had a claim exceeding $300,333.66. However, T-Mobile’s failure to vote 
made Farm Credit’s “nay” determinative. Second, the thresholds are at 
least, not more than. Had Farm Credit’s claim been $1 lower Class 4 
would have accepted the plan, since by amount at least 2/3rds of the 
class that voted ($600,000/$900,000) would have voted to accept the 
plan. 

 

 6. Whether it is appropriate to split the unsecured class like this is discussed below, infra 
note 12. Suffice to say the answer is, “It depends.” 

 7. Section 506(a)(1) bifurcates an undersecured creditor’s claim into a secured portion with 
value equal to the value of its collateral and an unsecured portion for the excess. 
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b. The Absolute Priority Rule 

A consensual plan is simple—the impaired classes (above Classes 2–4) 
all vote to accept the plan. If this does not occur, then the debtor may 
ask the court to confirm a nonconsensual plan under § 1129(b)(1). 
Among other requirements, in this scenario the plan must “be fair and 
equitable, with respect to each class of claims or interests that is im-
paired under, and has not accepted, the plan.” Id. Section 1129(b)(2) 
lays out some requirements for a plan to be “fair and equitable,” includ-
ing § 1129(b)(2)(B)(ii), the absolute priority rule.8 Put in simple Eng-
lish, the absolute priority rule says if an impaired class of unsecured 
claims rejects the plan then the debtor’s current owners cannot retain 
anything in the plan. Though there are exceptions and ways around the 
absolute priority rule,9  it remains a significant obstacle for a debtor 
wishing to reorganize and keep control of their business. 

One tweak to the above example shows the problem the combination of 
class voting and the absolute priority rule can pose for such a debtor. If 
the T-Mobile claim is removed from Class 4 Farm Credit controls that 
class. If it dislikes its treatment under the plan it can prevent confir-
mation of a consensual plan by voting “nay.” If it does so, then unless 
the debtor finds a way around the absolute priority rule that debtor 
cannot confirm a plan that leaves it in control of its business. One cred-
itor determines the plan’s fate. 

c. Acceptance by an Impaired Class 

There is one more relevant wrinkle. Section 1129(a)(10) requires that if 
any class of claims is impaired under the plan at least one such class 
must accept the plan. While by its terms this applies to a consensual or 
nonconsensual plan, it is most relevant in a nonconsensual plan, since 

 

 8. If there is an impaired class of interests, then § 1129(b)(2)(C)(ii) provides them the same 
benefit as (B)(ii) provides an impaired class of claims. 

 9. Most notably the new value exception, see Bank of Am. Nat. Tr. & Sav. Ass’n v. 203 N. 
LaSalle St. P’ship, 526 U.S. 434, 442 (1999); but also creditor carve-outs, give-ups or 
give-backs, or sharing agreements, see, e.g., In re Iridium Operating LLC, 478 F.3d 452 
(2d Cir. 2007); In re Armstrong World Indus., Inc., 432 F.3d 507 (3d Cir. 2005); In re 
Genesis Health Ventures, Inc., 266 B.R. 591 (Bankr. D. Del. 2001); In re SPM Manufac-
turing Corp., 984 F.2d 1305 (1st Cir. 1993); In re Nuverra Envtl. Solutions, Inc., 590 
B.R. 75 (D. Del. 2018); though schemes to avoid the absolute priority rule must contend 
with increased scrutiny under the Supreme Court’s recent ruling in Czyzewiski v. Jevic 
Holding Corp., 137 S.Ct. 973 (2017) disapproving a structured dismissal designed to 
avoid the absolute priority rule. 



© 2020 ABLS, All Rights Reserved Page 5 of 18 

in a consensual plan all impaired classes must accept the plan.10 Satis-
fying this requirement can be difficult. Ideally a debtor would classify 
all the impaired creditors it expected to accept the plan together, guar-
anteeing acceptance by that class. However, debtors may only classify 
a claim or interest together with substantially similar claims or inter-
ests, which hampers a debtor’s ability to make a superclass of impaired 
claims that will vote to accept the plan.11 While there is no statutory 
limitation on splitting up similar claims into different classes, courts 
often require debtors who wish to split up similar claims or interests 
into different classes to propound a non-bankruptcy reason for that de-
cision.12 Similarly, constructing an impairment to friendly creditors in 
order to obtain acceptance by an impaired class is similarly problem-
atic.13  

d. Chapter 12’s Answer 

Chapter 12 avoids these problems by requiring neither class voting (and 
therefore acceptance by an impaired class) nor satisfaction of the abso-
lute priority rule for confirmation. Section 1225, the confirmation re-
quirements for Chapter 12 plans, does not require creditor approval—
like § 1325 it only requires that the plan satisfy the statutory criteria. 
The closest analogue to a class of creditors rejecting the plan is the trus-
tee or an unsecured creditor objecting to the plan. In that case 

 

 10. The only time this could apply to a consensual plan is if insiders were impaired, since 
§ 1129(a)(10) excludes acceptance by insiders. If the only accepting impaired class were 
of insiders, or if insider acceptances (which are not [necessarily] excluded from tabula-
tion by either § 1126(c) or case law, compare In re United Marine, Inc. 197 B.R. 942 
(Bankr. S.D. Fla. 1996) (allowing acceptance by impaired general unsecured class even 
though the vote included insider acceptances) and In re Gilbert, 104 B.R. 206 (Bankr. 
W.D. Mo. 1989) (same) with In re MCorp Fin. Inc., 137 B.R. 219 (Bankr. S.D. Tex. 1992) 
(insider acceptances cannot be counted for § 1129(a)(10) purposes)) were essential for 
acceptance by the accepting impaired classes, then even a consensual plan might not 
be confirmable. See In re S. Beach Sec., Inc., 606 F.3d 366 (7th Cir. 2010) (concluding 
that when the only impaired class [indeed the only creditor] was an insider its ac-
ceptance did not satisfy § 1129(a)(10) and plan confirmation was properly denied). 

 11. Sec. 1122(a). 
 12. See, e.g., In re Combustion Eng’g, Inc., 391 F.3d 190 (3d Cir. 2004); In re Boston Post 

Rd. L.P., 21 F.3d 477 (2d Cir. 1994); In re Lumber Exch Bldg. L.P., 968 F.2d 647 (8th 
Cir. 1992); In re Holywell Corp., 913 F.2d 873 (11th Cir. 1990). In re Greystone III Joint 
Venture, 995 F.2d 1274 (5th Cir. 1991); In re Sandy Ridge Dev. Corp., 881 F.2d 1346 
(5th Cir. 1989); In re Dow Corning Corp., 244 B.R. 634 (Bankr E.D. Mich. 1999). 

 13. See, e.g., In re Village Green I, G.P., 811 F.3d 816 (6th Cir. 2016); In re Windsor on the 
River Assoc., 7 F.3d 127 (8th Cir. 1993); In re RAMZ Real Estate Co., 510 B.R. 712 
(Bankr. S.D.N.Y. 2014); In re All Land Invs., LLC, 468 B.R. 676 (Bankr. D. Del. 2012). 
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§ 1225(b)14 requires the debtor to commit all their disposable income to 
the plan for at least three years.15 So long as the debtor does that then 
the debtor may retain property through the plan—there is no absolute 
priority rule. Even if unsecured creditors receive nothing through the 
plan the plan can be confirmed, and if the debtor completes the plan, 
they can receive a discharge and retain control of their business. 

2. Costs 
Chapter 11 imposes significant expenses, both monetary and temporal, 
on debtors. Section 1102(a)(1) provides for the automatic appointment 
of an unsecured creditors committee “as soon as practicable after the 
order for relief under chapter 11 of this title,” and § 1102(a)(2) allows 
the court to order the appointment of additional committees. Section 
1103 allows a committee to hire attorneys and accountants, investigate 
the debtor, participate in plan formulation, and request the appoint-
ment of a trustee or examiner. Sections 503(b)(3)(F) and 330(a)(1) allow 
the costs and expenses of committees and the professionals they hire to 
be charged to the estate as administrative expenses. Moreover, inter-
acting with a committee can cost the debtor significant time and money. 

Beyond committees, Chapter 11 debtors must pay quarterly fees to the 
U.S. Trustee, so the longer a case drags on the greater the burden of 
those fees. Adding to these time and monetary costs, § 1125(b) requires 
debtors16 to prepare, obtain court approval of, and distribute a disclo-
sure statement along with every ballot sent that seeks plan approval, 
adding more monetary (attorney’s fees, printing & mailing costs) and 
temporal (court approval can only come after at least 28 days’ notice17 
and a hearing) costs. Chapter 11 is also slow overall—the debtor has an 
exclusive right to propose a plan for at least 120 days,18 and once a plan 
is proposed 28 days’ notice is required before the confirmation hearing 
 

 14. Like § 1325(b). 
 15. Though some judges or courts require their trustees to object to plans that do not com-

mit all a debtor’s disposable income, others do not. Without an objection from a trustee 
or unsecured creditor a debtor need not meet the disposable income test in either Chap-
ter 12 or 13. 

 16. Technically plan proponents, since § 1121(c) allows parties in interest other than the 
debtor to propose plans under certain circumstances (in Chapter 12 § 1221 allows only 
the debtor to propose a plan, another benefit for debtors of Chapter 12 over Chapter 
11). 

 17. Fed. R. Bankr. P. 2002(b)(1). 
 18. Section 1121(b), unless reduced under § 1121(d)(1) (which also allows that period to be 

extended). 
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can be held.19 While a debtor can partially mitigate this issue by filing 
a plan more quickly, it still is a source for delay. Each additional re-
quirement is another opportunity for a mistake and another chance for 
creditors to force the debtor to incur further temporal and monetary 
costs. 

However, as with class voting and the absolute priority rule above, 
Chapter 12 avoids all these issues. There are no committees, no U.S. 
Trustee fees,20 and no disclosure statements. Chapter 12 is also faster 
overall. A debtor is required to propose a plan within 90 days of the 
petition.21 The confirmation hearing only requires 21 days’ notice22 and 
must be concluded no later than 45 days after the plan is filed.23 Bar-
ring extensions, a Chapter 12 plan will be confirmed within 135 days of 
filing, whereas in a Chapter 11, even without extensions a debtor that 
waited until the end of its exclusivity period to file a plan would not 
have its plan confirmed until at least 148 days after filing. 

3. Taxes on Right-Sizing Liquidations 
Chapter 11 provides little help to a debtor who needs to sell assets to 
right-size their business but cannot afford the tax bill. Understanding 
this issue requires a little bit of Income Tax 101.  

Assume David Farmer purchases 160 acres of bare ground in 2000 for 
$1,000/acre. In 2013 he adds drainage tile costing $70,000. After those 
transactions, David Farmer’s tax basis in 2012 is calculated as follows: 

Farmland $160,000 Beginning Basis 
+Drainage Tile $70,000 Adjustment 
Total $230,000 Adjusted Tax Basis 

 

 19. Fed. R. Bankr. P. 2002(b)(2). 
 20. Although the Chapter 12 trustee is entitled to fees, those are based on distributions to 

creditors, like in a Chapter 13, and any direct payments to creditors the court may allow 
are not subject to the Chapter 12 trustee’s fees. 

 21. Section 1221, barring extension. 
 22. Fed. R. Bankr. P. 2002(a)(8). 
 23. Section 1224, unless extended for cause.  
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What is David Farmer’s adjusted tax basis in 2017? Tile is depreciated 
on a straight-line basis over 7 years: $10,000÷7 years = $10,000 depre-
ciation per year. 

Farmland $160,000 
Drainage Tile Beginning Basis $70,000 
−Depreciation: $10,000/yr×5 years $(50,000) 
Adjusted Tax Basis $180,000 

What is David Farmer’s adjusted tax basis after 2019? 
Farmland $160,000 
Drainage Tile Beginning Basis $70,000 
−Depreciation $10,000/yr×7 years $(70,000) 
Adjusted Tax Basis $160,000 

If David sells the farmland after 2019 for $10,000/acre, what are the 
taxable gains on the sale? 

Sale Price: 160 acres×$10,000/acre $1,600,000 
−Adjusted Tax Basis $(160,000) 
Taxable Gains $1,440,000 

How are those taxable gains taxed? First, depreciation is recaptured 
and taxed at ordinary income tax rates. Second, the rest of the taxable 
gains are taxed at long term capital gains rates. 

Type of Gain Amount Rate Tax 
Depreciation Recapture $70,000 22% $15,400 
Long-Term Capital Gains $1,370,000 20% $274,000 
Total Federal Tax  $289,400 

Though these figures are less dramatic than in years past when tax 
rates were higher,24 they could still be problematic. If David Farmer 
filed a Chapter 11 that $289,400 tax bill would be a priority claim under 
§ 507(a)(2)25 or § 507(a)(8)(A),26 depending on whether he sold after fil-
ing or before.27 To confirm a plan David would have to pay those taxes 

 

 24. An earlier version of this material used a marginal income tax rate of 25% and a mar-
ginal long-term capital gains tax rate of 24%, which resulted in total tax bill over 
$50,000 higher. 

 25. By way of § 503(b)(1)(B)(i) and 26 U.S.C. §§ 1398 & 1399. 
 26. If he filed after selling but before the close of the tax year he could take advantage of 

the short tax year allowed to individual Chapter 11 debtors under 26 U.S.C. 
§ 1398(d)(2), rendering the taxes pre-petition claims. 

 27. If he sold Blackacre, filed the return, and avoided paying the taxes for three years after 
the extended filing deadline before filing bankruptcy then it wouldn’t be a priority claim 
because it would avoid the three-year limitation of § 507(a)(8)(A)(i). However, David is 
not such a tax scofflaw. 
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in full, either in cash at the plan’s effective date under § 1129(a)(9)(A) 
for § 507(a)(2) taxes, or for § 507(a)(8) taxes within five years, with in-
terest, and at terms no less favorable than those afforded the “most fa-
vored nonpriority unsecured claim,” pursuant to § 1129(a)(9)(C). 

Coming up with that much cash on the effective date or even over five 
years could be infeasible for David, but Chapter 11 would leave him no 
other option. In contrast, Chapter 12 readily deals with the tax prob-
lems from some of the most consequential liquidations, no matter when 
they occurred. 

By virtue of § 1232, if a farm debtor28 incurs taxes from the sale of prop-
erty used in the farming operation those taxes are treated as prepetition 
unsecured claims so long as they are incurred before discharge. In 
Chapter 12 David Farmer’s $289,400 tax problem disappears—those 
taxes get lumped in with the general unsecured debts and get their pro 
rata share of whatever funds the plan distributes to unsecured credi-
tors. When David gets his discharge upon completion of his plan those 
taxes get discharged as well. While § 1232 is of no help to David if he 
sells his antique Mustang or his personal home to fund his bankruptcy, 
if he is right-sizing29 his farming operation it could make a successful 
reorganization possible. Once again, Chapter 12 solves a problem that 
could prevent or hamper reorganization under Chapter 11. 

a. Sidebar: Calculating Deprioritized Taxes 

Deprioritization is wonderful, but any bankruptcy ultimately comes 
down to numbers, and deprioritization immediately raises an important 
question: how should the amount of the deprioritized tax be calculated? 
In re Knudsen,30 the first case to utilize deprioritization under § 1222, 
§ 1232’s predecessor,31 included a competition between two calculation 

 

 28. Though Chapter 12 covers both family farmers and family fishermen the protections it 
affords farm debtors are significantly greater than those afforded family fishermen. 

 29. Selling farm assets to make the farm a viable business concern. 
 30. 356 B.R. 480 (Bankr. N.D. Iowa 2006), rev’d in part, 389 B.R. 643 (N.D. Iowa 2008), 

aff’d sub nom Knudsen v. I.R.S., 581 F.3d 696 (8th Cir. 2009), abrogated in part by Hall 
v. United States, 566 U.S. 506 (2012), superseded by statute, P.L. 115-72, Div B, 
§ 1005(b)(1)(A), 131 Stat. 1224, 1233 (An Act Making additional supplemental appro-
priations for disaster relief requirements for the fiscal year ending September 30, 2018, 
and for other purposes). 

 31. For a history of tax issues in Chapter 12, including the lead-up to § 1222 and the cir-
cumstances that led to its replacement by § 1232, see Joseph Peiffer, Thirty-Three Years 
(continued) 
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methods. The debtors there proposed a calculation method they called 
the marginal approach, while the IRS proposed a proportional ap-
proach. As will be shown, the difference between these two methods is 
striking. 

The marginal approach involves three steps.32 

Step 1: Calculate the tax due if all income is reported as being 
taxable. (Traditional Return.)33 

Step 2: Calculate the tax due if income from sale of farm assets 
used in debtor’s farming operation is excluded. (Pro-Forma Re-
turn.)34 

Step 3: Subtract the tax due as found under Step 2 from the tax 
due under Step 1. 

The difference between the tax shown on the Traditional Return and 
the Pro-Forma Return is the tax treatable under § 1232. The tax shown 
on the Pro-Forma Return is the priority tax that must be paid by the 
debtor. Below are the Knudsens’ marginal methodology calculations: 

Tax from Traditional Return $55,319 
−Tax from Pro-Forma Return [Priority Tax] $(12,107) 
Tax Treatable Under § 1222(a)(2)(A) $43,248 

Roughly speaking, the proportional methodology the IRS advocated in 
Knudsen treats each dollar of income identically, applying a debtor’s 
effective tax rate to each dollar and deprioritizing a proportion of the 
tax owed equal to the proportion of the income from qualifying sales in 
that tax year. In contrast the marginal methodology treats the income 
from qualifying sales as the marginal dollars, the last income earned, 
and deprioritizes taxes based on the marginal rates for those last dol-
lars earned. Below is a recreation of the calculations the IRS used in 

 

of Asking, “Are We There Yet? [sic] (hereinafter Thirty-Three Years of Asking), Com. L. 
World Mag., July/August/September 2019, at 14. 

 32. For a more detailed description of how to use the marginal methodology, see Exhibit 1, 
“Calculation of Deprioritized Taxes in Chapter 12.” 

 33. For an example of a traditional return, see Exhibit 2, “Example of a Traditional Return 
Prepared for § 1232 Purposes.” 

 34. For an example of a pro-forma return, see Exhibit 3, “Example of a Pro-Forma Return 
Prepared for § 1232 Purposes.” 
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Knudsen, showing how the proportional methodology applied in that 
case35: 

IRS Proportional Methodology 
Non-Gain (Priority 

Claim) 

Gain (General 
Claim) Subject to 

§ 1222(a)(2)(A) 

Total Income $225,833 $169,597 75.1% $56,236 24.9% 
−½ SE Tax ($7,588) 

  

−Health Ins. ($6,780) 
AGI  $211,465 
−Std. Deduction ($9,700) 
−Exemptions ($18,600) 
Taxable Income $183,165 
Income Tax $40,666 $30,540 75.1% $10,126 24.9% 
SE Tax $15,176 $15,176 100.0% $0 0.0% 
Total Tax $55,842 $45,716 81.9% $10,126 18.1% 
−Tax Withheld ($282) ($282) 100.0% $0 0.0% 
−Fuels Credit ($238) ($238) 100.0% $0 0.0% 
Net Tax Due $55,322 $45,196 81.7% $10,126 18.3% 
−Payment ($8,000) ($6,536) 81.7% ($1,464) 18.3% 
Tax Balance $47,322 $38,660 81.7% $8,662 18.3% 
+Interest $633 $517 81.7% $116 18.3% 
Total $47,955 $39,177 81.7% $8,778 18.3% 

The difference between the marginal & proportional methodologies is 
dramatic: over $26,000 in priority claims and over $34,000 in discharge-
able taxes in Knudsen. 

 
Non-Gain 
(Priority Claim), 
not dischargeable 

Gain (General 
Claim) Subject to 
§ 1222(a)(2)(A) 
and dischargeable 

Knudsens’ Marginal Approach $12,701 $43,248 
IRS Proportional Approach $39,177 $8,778 

Difference ($26,476) $34,470 

 

 35. Govt. Exhibit “A” Anders & Cynthia Knudsen United States Bankruptcy Court North-
ern District of Iowa Case No. 05-003136. The allocation between Priority Claims and 
General Unsecured Claims is determined by comparing the amount of income derived 
from the sale of farming assets with the total income shown on the tax return. In this 
instance, the total income shown on the Knudsens’ 2004 Income Tax Return was 
$225,833 while the amount of the farm assets sold that qualified for § 1222(a)(2)(A) 
treatment in the eyes of the IRS was $56,236, which is 24.9% of the total income re-
ported on the tax return. Since the Self Employment tax was incurred because of the 
income reported on Schedule F and not as a result of the sale of “capital assets,” the IRS 
argued that the Self Employment tax would be a priority claim, not a general unsecured 
claim. 
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The marginal methodology gives the debtor the full benefit of their de-
ductions and exemptions as well as the lower tax brackets, whereas the 
proportional methodology “wastes” some of those benefits by allocating 
them to reduce taxes that could otherwise be treated under § 1232 and 
discharged. The graph below shows the amount of priority taxes the 
Knudsens would have been liable for based on the amount of their in-
come excluding qualified sale income subject to § 1232. The vertical line 
shows their actual situation. 

 

This chart shows the marginal methodology’s benefit to debtors—the 
amount of priority tax its calculations yield is always lower than the 
amount calculated under the proportional methodology. However, the 
~$5,000 difference shown makes the situation appear better for the 
Knudsens than it was. The IRS proposed attributing the Knudsens’ self-
employment income, and the resulting tax, as an addition to the priority 
claim, and proposed pro-rating the payments they had made between 
the priority and nonpriority taxes. In contrast, the Knudsens included 
their self-employment income in their traditional and pro-forma re-
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turns and calculated the resulting tax, and credited their payments en-
tirely to the priority taxes. Between the proportional vs. marginal meth-
odology and those treatment differences the Knudsens would have owed 
over $26,000 more in priority taxes under the IRS’s approach. 

B. Other Benefits of Chapter 12 
One other benefit of Chapter 12 over Chapter 11 is the co-debtor stay of 
§ 1201. Like § 1301 in Chapter 13 the co-debtor stay in Chapter 12 pre-
vents a creditor from pursuing a Chapter 12 debtor’s co-debtor for a 
consumer debt. This prevents creditors from applying indirect pressure 
to the debtor to pay the debt. While a debtor in a Chapter 11 could ask 
the court to impose a co-debtor stay, it applies by statute in a Chapter 
12. 

Finally, another power unique to Chapter 12 is the ability to modify 
mortgages on a debtor’s principal residence. This is often necessary for 
family farmers to successfully reorganize because their principal resi-
dence is often also their place of business. In a Chapter 11 § 1123(b)(5) 
allows modification of any secured claim except “a claim secured only by 
a security interest in real property that is the debtor’s principal resi-
dence,” whereas § 1222(b)(2) gives a debtor the same power without the 
restriction. 

C. Chapter 11’s Strengths 
It is difficult to find situations where Chapter 11 is preferable for a 
debtor who has Chapter 12 as an option. The only circumstances that 
make Chapter 11 the right choice are ones that make Chapter 12 im-
possible—when the debtor does not qualify as a family farmer under 
§ 101(18).36 Principally this definition requires that the debtor have sig-
nificant farm income, at least 50% farm debt, and aggregate debts not 
exceeding $10 million.37 

Chapter 12 has always had a debt limit. When it was enacted in 1986 
it was estimated that 86% of farmers could meet the debt limit. How-
ever, in the years that followed the average size of family farms (and 
family farm debts) increased faster than inflation, while the debt limit 

 

 36. As noted previously, Chapter 12 is much more favorable for family farmers than family 
fishermen. 

 37. The income qualifications and debt limits for family fishermen are significantly lower. 
Section 101(19A). 
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only increased sporadically, or eventually (after BAPCPA38  in 2005) 
merely with inflation. This squeezed family farmers out of Chapter 12. 
However, in 2019 the Family Farmer Relief Act39 raised the debt limit 
from $4.4 million to $10 million while maintaining the inflation index-
ing.40 

Chapter 11 has no debt limit, but as shown above it is a much less 
debtor-friendly chapter than Chapter 12, especially for farmers. Prof. 
Bob Lawless of the University of Illinois estimates that 59% of Chapter 
11 debtors have less than $10 million in debts.41 If the occupation re-
strictions on Chapter 12 were eliminated and all debtors with aggregate 
debts less than $10 million were provided the benefits available to fam-
ily farmers under Chapter 12 small business restructuring would be 
radically shifted. 

D. Subchapter V vs. Chapter 1242 
Subchapter V, the new kid on the bankruptcy block, was enacted to help 
solve some of the problems small businesses faced reorganizing under 
Chapter 11.43 In many ways it was inspired by Chapter 12. It too fore-
goes class voting, the absolute priority rule, committees, U.S. Trustee 
fees, and disclosure statements, and it also is on a fast-track, requiring 
a plan be proposed within 90 days of filing.44 It is a boon for small busi-
nesses and small business owners looking to restructure. However, it is 
hard to see any reason for a debtor to choose a Subchapter V over a 
Chapter 12 if given the choice. First, the debt limit for Subchapter V 

 

 38. Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, Pub. L. 109-8, 119 
Stat. 23. 

 39. Pub. L. No. 116-51, 133 Stat. 1075 (2019). 
 40. For a description of the legislative process leading up to the debt limit increase, see J. 

Peiffer, supra note 31. 
 41. Bob Lawless, The Small Business Reorganization Act of 2019 and COVID-19, Credit 

Slips (March 15, 2020, 2:40 PM), https://www.creditslips.org/creditslips/2020/03/the-
small-business-reorganization-act-of-2019-and-covid-19.html. 

 42. Since the previous small business bankruptcy provisions of Chapter 11 proved so want-
ing that Subchapter V was required they are not discussed here, even though they are 
still on the books. 

 43. H.R. Rep. No. 116-171, at 2–4 (2019). 
 44. Emily Devan, Small Business Reorganization Act Goes Into Effect, JD Supra (February 

20, 2020), https://www.jdsupra.com/legalnews/small-business-reorganization-act-goes-
56668/. 
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cases is only $7.5 million.45 Worse, that debt limit only increased be-
cause of the CARES Act,46 and it sunsets on March 27, 2021,47 when it 
will revert to $2.7 million.48 So there’s no debt limit benefit to a Sub-
chapter V. Second, Subchapter V has no analogue to § 1232 in Chapter 
12. The absence of this powerful provision and the lack of any ad-
vantages makes it difficult to think of a circumstance where a debtor 
would be better off in a Subchapter V than a Chapter 12. 

III. CHAPTER 13 VS. CHAPTER 12 
There are fewer differences between Chapters 12 & 13 than between 11 
& 12, so this section is necessarily shorter. Chapter 13 is a wage earner 
plan, so it is only open to individuals and not business entities, and its 
debt limits are significantly lower, maxing out just below $1.7 million.49 
In contrast, Chapter 12 is open to business entities that meet certain 
eligibility criteria.50 As in Chapter 11, Chapter 13 has no equivalent to 
§ 1232, so the debtor is responsible for all post-petition taxes51 and must 
pay all pre-petition priority taxes in full in the plan.52 Also like in Chap-
ter 11, a Chapter 13 debtor may not modify a mortgage on their princi-
pal residence,53 while a Chapter 12 debtor may. 

Another benefit of Chapter 12 over 13 is the ability to extend the repay-
ment terms of secured claims beyond the length of the plan under 
§ 1222(b)(9). A Chapter 12 plan can provide for the reamortization of 
secured debts for terms that extend years beyond the end of the plan. 
The exact term depends on what the judge approves, but often terms 
usual for the collateral (15–30 years for land, 3–7 years for machinery 
or automobiles, etc.) satisfy judges. In contrast, § 1322(d) specifically 
 

 45. Section 1182(1). 
 46. Coronavirus Aid, Relief, and Economic Security Act, Pub. L. 116-136, 134 Stat. 281, 310 

(2020). 
 47. Id. at 311. 
 48. Section 101(51D). 
 49. Section 109(e). 
 50. Sections 101(18)(B) & (19A)(B). 
 51. See 26 U.S.C. §§ 1398 & 1399, Hall v. United States, 566 U.S. 506, 514–15 (2012) (nei-

ther Chapter 12 nor Chapter 13 creates a separate taxable estate, but in a Chapter 12 
§ 1232 allows certain post-petition taxes to be treated as pre-petition taxes and for the 
deprioritization of those taxes and other pre-petition taxes, see the discussion supra at 
II.3, “Taxes on Right-Sizing Liquidations”). 

 52. Section 1322(a)(2). 
 53. Section 1322(b)(2). 



© 2020 ABLS, All Rights Reserved Page 16 of 18 

provides that a Chapter 13 plan may not provide for payments over a 
term greater than the length of the plan, and the plan may not provide 
for a term greater than 5 years. 

One significant difference that doesn’t fall on one side or the other is 
the time to propose a plan. Barring an extension for cause a Chapter 13 
plan must be proposed within 14 days of the petition date, 54  while 
§ 1221 allows a debtor 90 days. If a debtor wishes to proceed quickly in 
a Chapter 12 then they can propose a plan sooner, but being forced to 
file a plan in two weeks could put stress on a debtor (and counsel) to 
move quickly in a complicated case. 

On the plus side for Chapter 13 is the super discharge. Though 
BAPCPA narrowed the super discharge’s scope,55  a Chapter 13 dis-
charge after completion of all payments56 will discharge civil fines & 
penalties; divorce decree debts; certain tax debts; debts incurred to pay 
non-dischargeable federal, state, and local taxes; debts from a waiver or 
denial of discharge in a prior case; and debts from willful & malicious 
injuries to property.57 A Chapter 12 discharge will not discharge those 
debts.58 

IV. CHAPTER 7 VS. CHAPTER 12 
While it might initially seem unintuitive to compare a liquidating chap-
ter to a reorganizing chapter, reorganization chapters are often used to 
liquidate, so a debtor wishing to liquidate might still find reasons to 
choose Chapter 12. First, a debtor might prefer a liquidating Chapter 
12 for the same reason they might prefer a liquidating Chapter 11: 
greater control. In both the debtor remains in control as the debtor in 
possession,59 whereas in a Chapter 7 a trustee takes over immediately 
upon filing.60 Debtors often believe they are more capable of profitably 

 

 54. Fed. R. Bankr. P. 3015(b). 
 55. See, e.g., § 153:3, Debts excepted from completion discharge (Code § 1328(a)), 7 Norton 

Bankr. L. & Prac. 3d. 
 56. A hardship discharge under § 1328(b) only provides a “normal” discharge. Compare 

§ 1328(a) with § 1328(c). 
 57. Compare § 1328(a) with § 523(a). 
 58. See § 1228(a)(2) (aside from debts treated under § 1232 all debts listed in § 523 are 

nondischargeable). 
 59. For Chapter 11 see §§ 1101(1), 1107(a), and 1108; for Chapter 12 see § 1203. 
 60. Sections 701 & 704. 
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liquidating their businesses than a trustee. A second reason to choose 
to liquidate via a reorganizing chapter is the ability to liquidate over 
time. While a Chapter 7 trustee is not required to sell everything im-
mediately,61 a Chapter 7 trustee’s duty is to “close [the] estate as expe-
ditiously as is compatible with the best interests of the parties in inter-
est,”62 and a trustee’s incentive is to sell quickly, distribute quickly, and 
thereby get paid quickly. In contrast, a debtor in possession can liqui-
date over the term of the plan, up to five years for a Chapter 12. This 
could be attractive to a debtor who wished to ease their way out of busi-
ness and into retirement, for example, or who wished to sell to a friend 
or relative who wasn’t ready to purchase the business immediately. A 
third benefit of a Chapter 12 over a Chapter 7 (though this accrues most 
to the debtor’s attorney) is that a means test is not required for a Chap-
ter 12, whereas it is for a Chapter 7. 

The final consideration is taxes. Just like all the other chapters there is 
no parallel to § 1232 in a Chapter 7. If a Chapter 7 debtor owed income 
taxes for tax years ending prior to the petition date those would be pri-
ority claims under § 507(a)(8)(A), and if the estate generated insuffi-
cient funds to pay those tax claims in full they would survive a Chapter 
7 discharge because of § 523(a)(1)(A). In a Chapter 12 those taxes could 
be deprioritized and discharged if they qualified for treatment under 
§ 1232. However, there is at least one scenario where tax consequences 
might cause a debtor to prefer a Chapter 7 to a Chapter 12. 

Say an individual debtor owes domestic support obligations and has 
nonexempt property not subject to § 1232 that could be liquidated to 
pay those obligations. Rather than liquidating outside bankruptcy and 
then being liable for the taxes thereby incurred the debtor could file a 
Chapter 7. The trustee would liquidate the nonexempt property, pay 
the domestic support obligations, and pay the trustee fees earned 
thereby.63 Any remaining funds would go to pay other administrative 
expenses, including the taxes incurred from the liquidation. Since 26 
U.S.C. §§ 1398 & 1399 create a separate taxable entity for Chapter 7 

 

 61. For an example of a Chapter 7 that has liquidated very slowly, see In re Outboard Ma-
rine Corp., No. 00-37405 (Bankr. N.D. Ill. 2000). This case was filed December 2000 and 
as of September 2, 2020 was still open and active, nearly 20 years later. 

 62. Section 704(a)(1). 
 63. Section 507(a)(1) puts domestic support obligations first in the priority list for funds 

distributions in bankruptcies, and allows a trustee to be compensated for distributing 
funds for domestic support obligations even if no other priority claims are paid. 
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estates any unpaid taxes would be liabilities owed by an insolvent es-
tate, not the debtor’s liabilities. If the trustee fees the debtor paid and 
the money (if any) beyond that paid under § 507(a)(1) were less than 
the taxes the debtor would have incurred by liquidating outside of bank-
ruptcy this maneuver would be to the debtor’s advantage.  

There could be other reasons to prefer a Chapter 7 to a Chapter 12, but 
a debtor who wishes to liquidate and qualifies for a Chapter 12 should 
give it serious consideration. 

V. CONCLUSION 
Chapter 12 is the most powerful chapter of the bankruptcy code. 
Whether a debtor wishes to reorganize or liquidate Chapter 12 provides 
debtors, and particularly farm debtors, tools unavailable to any other 
debtors. If a debtor qualifies for Chapter 12 there are very few instances 
where choosing another chapter is the right choice.
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Exhibit 1: Calculation of Deprioritized 
Taxes in a Chapter 12 

Memo for Tax Preparers: 

How Should the Amount of Tax Treatable as an 
Unsecured Claim Pursuant to § 1232 be 

Calculated? 
The deprioritization of income taxes is very important for family farm-
ers. It allows them to have claims of governmental units that arise be-
cause of the sale, transfer or other disposition of farm assets used in the 
farming operation whether sold before or after filing a Chapter 12 bank-
ruptcy as well as pursuant to a confirmed Chapter 12 Plan of Reorgan-
ization, treated as a pre-petition unsecured claim that will be dis-
charged in the Chapter 12 bankruptcy. 

Step 1: Prepare a Traditional Return: Calculate the tax due 
if all income is reported as being taxable. (Prepare both 
federal and state returns just like you would normally 
prepare them). 

Step 2: Prepare a Pro-Forma Return: Calculate the tax due 
if income from sale of farm assets used in debtor’s farm-
ing operation is excluded. This is called the Pro-Forma 
Return. It is sent to the IRS and state department of 
revenue along with the Traditional Return as well as 
the calculations set forth below showing how much tax 
is deprioritized and is therefore dischargeable through 
the Chapter 12 Plan of Reorganization.1 Do not hesitate 
to contact the lawyer handling the Chapter 12 case for 
the taxpayer to make sure which assets are to be ex-
cluded when preparing the Pro-Forma Return. 

 

 1. It is important to provide a list of farm equipment that was sold that the Debtor asserts 
qualifies for deprioritization under 11 U.S.C. § 1232 so the IRS and department of rev-
enue can satisfy itself that the equipment qualifies to have the tax deprioritized. This 
can be done by providing a list of equipment in the traditional return when Form 4797 
is prepared. If a list is not provided with the traditional return, one will need to be 
generated and provided to the IRS and department of revenue when the traditional and 
pro-forma returns are submitted. If this is not done, you can expect an objection from 
the IRS and department of revenue indicating that the Debtor has failed to prove the 
equipment sold qualified for deprioritization under 11 U.S.C. § 1232 and discharge 
upon the entry of the order of discharge in the Chapter 12. 
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Step 3: Subtract the tax due as found under Step 2 from the tax 
due under Step 1. 

The difference between the tax shown on the Traditional Return and 
the Pro-Forma Return is the tax treatable under § 1232, which is depri-
oritized and is dischargeable. The tax shown on the Pro-Forma Return 
is the priority tax that must be paid by the debtor. The lead case on 
deprioritization of taxes is Knudsen.2 The calculations of priority and 
deprioritized and dischargeable tax due under the Marginal Methodol-
ogy approved by the Court for the Knudsens for their federal return was 
as follows: 

Traditional Return $55,319.00 
Pro-Forma Return (Priority Tax) (12,701.00) 
Tax Treatable Under § 1232 (Dischargeable Tax) $43,248.00 

Analysis: Marginal Methodology 
The courts in Knudsen and Ficken are the only courts that have pub-
lished opinions examining the methods of calculating the amount of tax 
that is to be deprioritized under § 1222(a)(2)(A).3 You will note that ref-
erence is made to the courts in Knudsen and Ficken being the only 
courts that have considered how much tax qualifies for deprioritization. 
These cases were decided before Congress passed, and President Trump 
signed Pub. L. 115-72 on October 26, 2017. That law codifies the depri-
oritization of claims of governmental units arising from sales, transfers 
or other dispositions of qualified farm assets used in the farming oper-
ation. The predecessor law has saved individual family farmers hun-
dreds of thousands of dollars since its enactment on April 20, 2005. 
Since the language used in the old law, 11 U.S.C. § 1222(a)(2)(A), is very 
similar to the language used the current code provision, 11 U.S.C. 
§ 1232, I believe the marginal methodology approved in Knudsen and 
Ficken, is appropriate. Hopefully, no court will choose to employ the 
Proportional Approach suggested by the IRS. In Knudsen, the depriori-
tized tax would have only been $8,816.00, a decrease in tax savings of 
$34,432.00 by employing the Marginal Methodology suggested by the 
Debtors.  

 

 2. In re Knudsen, 389 B.R. 643, 665-69 (N.D. Iowa 2008) affirmed 581 F. 3d 696 (8th Cir. 
2009). 

 3. In re Knudsen, 389 B.R. 643, 665-69 (N.D. Iowa 2008) affirmed 581 F. 3d 696 (8th Cir. 
2009); In re Ficken, 430 B.R. 648, 659-663 (Bankr. D. Colo. 2009) affirmed 430 B.R. 663 
(10th Cir. BAP 2010) rev’d on other grounds 433 Fed. Appx. 682 (10th Cir. 2011). 
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Exhibit 2: Example of a Traditional 
Return Prepared for § 1232 Purposes 
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Exhibit 3: Example of a Pro-Forma 
Return Prepared for § 1232 Purposes 
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