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Plan Classification and Voting, the Absolute Priority Rule and Cram Down 
 

This is a complex and very important topic for evaluation of the case study. This memo 
overly simplifies the issues but addresses key attributes to assist you with your analysis. 

 
The objective of a chapter 11 bankruptcy filing is confirmation of a plan of 

reorganization that allows the debtor to emerge from bankruptcy as a viable company.  
To confirm a plan of reorganization under chapter 11 a number of substantive and 
technical requirements must be met. Among the most important of these requirements is 
that the plan of reorganization be accepted by at least one “impaired class” of creditors 
and that it complies with the “absolute priority rule.” If it  satisfies  these requirements 
and if the bankruptcy court otherwise finds that it is “fair and equitable” the plan may be 
“crammed down” on creditors who oppose the plan. 

 
Classification of creditors 

 

A plan must divide creditors into different classes, generally according to their 
legal rights of priority and, sometimes, according to other rational business justifications 
for separate classification. Under the Bankruptcy Code only “substantially similar” 
claims may be classified with one another. Claims that are not substantially similar may 
not be classified together. However, not all claims that are substantially similar must be 
classified together. Substantially similar claims may be classified separately if there is a 
sound business justification for doing so. Generally, separate classes of claims will be 
established for each secured creditor. Additionally, separate classes are generally 
established for “priority claimants” (frequently employees and government taxing 
authorities) as well as for “general unsecured creditors” (which are generally all creditors 
that are not priority creditors). 

 
Acceptance by an impaired class 

 

One of the central requirements to confirm a plan of reorganization is that at least 
one class of creditors that is “impaired” under the plan votes to accept the plan (in 
bankruptcy, only classes of impaired creditors are entitled to vote on a plan). A class 
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may be unimpaired in one of two ways. First, if the plan leaves  creditors’  rights 
unaltered (for example, if they are paid in full at maturity), then the class will be 
unimpaired. Second, if a creditor has a contractual right to accelerate payment of its 
claim, the creditor will be unimpaired (notwithstanding the acceleration right) if the plan 
reinstates the original maturity and otherwise cures other defaults that may have  
occurred. This is an oversimplification of the law on this point, but you may rely on this 
oversimplification for purposes of this competition. 

 
A class will accept a plan when more than 1/2 in number and 2/3 in amount of the 

creditors in that class vote to accept the plan. 
 

Absolute Priority Rule 
 

In most bankruptcy cases, for the bankruptcy court to confirm a plan of 
reorganization, the court must find that the plan complies with the “absolute priority 
rule.” The absolute priority rule requires that all senior classes of creditors either (a) be 
paid in full prior to junior classes of creditors being paid anything (as described above), or 
(b) the senior class votes to accept a plan that allocates value to a junior class prior to the 
senior class being paid in full. A senior class will receive “full” payment through (a) cure 
and reinstatement of the claims of the creditors in that class (which includes paying any 
arrearages, and complying with the terms of the contract thereafter), (b) cash, or (c) 
through receipt of securities that the bankruptcy judge determines to be of equal value to 
the class’s pre-bankruptcy securities. (This last option is sometimes referred to as a 
“cram-up.”) 

 
If the debtor does not have sufficient assets to pay a particular class in full, to 

comply with the absolute priority rule, the creditors in the senior class must divide the 
remaining assets equally amongst themselves and all junior classes must receive nothing 
under the plan (unless the class of senior creditors votes for a different treatment). It is 
not uncommon, however, because of the settlement and negotiation dynamic of chapter 
11, that a plan successfully solicit senior classes to accept a plan that pays something to 
junior classes, rather than strictly following this absolute priority rule. (This last concept 
is often referred to as “gifting.”) 

 
The absolute priority rule (as well as plan classification, voting, and cram down) 

is tested on a debtor by debtor basis. Absent a contractual provision to the contrary, the 
creditors of one affiliated debtor are generally not permitted to look to the assets of a 
different affiliated entity, and creditors of a subsidiary will have no direct recourse to the 
parent, and vice versa. 

 
Additional issues with respect to secured claims 

 

While secured claims are “claims” under in bankruptcy (and therefore all of the 
above rules are applicable to secured claims), there are some additional issues to 
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consider. First, the amount of a secured claim can be no more than the value of the 
collateral securing the claim. If the claim exceeds the value of the collateral, any excess 
claim is treated as an unsecured claim. For example, if the debtor has collateral worth 
$100 million, and there is a first mortgage of $75 million and a second mortgage of $60 
million, the first mortgage holder will have a $75 million secured claim while the second 
mortgage holder will have a $25 million secured claim and a $35 million unsecured 
deficiency claim. Second, absent extraordinary circumstances, a secured creditor cannot 
be stripped of its collateral. Until the secured creditor is paid in full, other creditors 
(including senior unsecured claims, priority claims and the like) may not look to the 
proceeds or value of the secured creditor’s collateral to recover on their claim. Third, if a 
creditor is “fully secured” (i.e., if the collateral is worth more than the creditor’s claim), 
the creditor is entitled to receive interest on its claim that arises after the bankruptcy 
(“post-petition interest”), as well as to recover its reasonable fees and expenses. In 
contrast, unsecured creditors are not entitled to receive post-petition interest and any 
claim for fees and expenses is only an unsecured claim. Fourth, there is some dispute as 
to whether a secured creditor can be deemed to be paid “in full” if it receives something 
other than a secured claim or cash under the plan (for example, if the plan proposes to 
provide the secured creditor with an unsecured claim in exchange for its secured claim). 
Many believe that a secured creditor cannot be “forced” to take its recovery in unsecured 
or equity securities, but this issue has never been fully tested. It is a good practice that, if 
a debtor wants to provide a secured creditor such treatment, it negotiate and obtain the 
consent of the secured creditor in advance. 

 
Cram down 

 

If all of the requirements for plan confirmation are met (including consent of at 
least one impaired class), the bankruptcy court may “cram down” the plan on non- 
consenting classes of creditors if the plan does not “discriminate unfairly” and is “fair and 
equitable” to each class of non-accepting creditors. Unfair discrimination and fair and 
equitable treatment are cornerstone protections for non-consenting classes of creditors in 
chapter 11. 

 
The prohibition against unfair discrimination protects dissenting classes from 

disparate treatment among those similarly situated creditors. There is no bright line rule 
for determining whether a plan discriminates unfairly and courts will generally consider 
any and all factors before it in making such a determination. Consider the following 
example. Assume a proposed plan has one class of unsecured “trade” claims (Class I)  
and one class of “other” unsecured claims (Class II). Assume that both classes are 
impaired under the plan and that the plan proposes to pay Class I creditors 95% on their 
claims, but Class II only receives 5% and assume that Class I votes to accept the plan, but 
Class II rejects the plan. In that instance, the bankruptcy court would first have to 
determine why the debtor separated the two classes of unsecured claims and whether the 
disparate treatment was appropriate or unfair. If the court found that the Class I creditors 
are those that provide unique and essential goods and services whose continuing 
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relationship with the debtor is vital to the debtor’s reorganized business, the court might 
be more inclined to find that the discrimination is not unfair. Additionally, the court may 
consider the economic impact on the creditors in the different classes, a court may be able 
to find that there is no unfair discrimination. While it is possible for a court to find that 
disparate treatment of creditors with similar legal rights is not unfair discrimination, there 
is a strong presumption in bankruptcy that creditors with similar legal rights be treated 
similarly. 

 
The fair and equitable test (the vertical test) for cram down is explicitly set  forth 

in the Bankruptcy Code (unlike the unfair discrimination test). The fair and equitable test 
is different for secured creditors versus unsecured creditors. For secured creditors, a plan 
is fair and equitable if: 

 
• the secured creditor retains its security interest in the collateral equal to at 

least the amount of its claim and the creditor receives deferred cash 
payments on its claim that are at least as great as the present value of the 
creditor’s collateral; or 

 
• the collateral securing the claim is sold free and clear of the lien and the 

secured creditor’s liens attach to the proceeds of the sale; or 
 

• the secured creditor otherwise realizes the “indubitable equivalent” of its 
claims. 

 
Under the first alternative, the retention of liens and receipt of deferred payments, 

secured creditors must retain the liens securing their claims and must receive deferred 
cash payments that have a “present value” equal to the amount of the secured claim. 
Effectively, through cram down, the debtor proposes a modified loan from its secured 
creditor in an amount equal to the creditor’s claim against the debtor, with the loan being 
secured up to an amount equal to the value of the collateral and any balance being an 
unsecured claim against the debtor. It is this secured portion that must be  paid  in 
deferred payments. The amount of each deferred payment will depend on the 
amortization of the amount of the debt, the frequency of payments, the interest rate, the 
length of time over which payments will be made, and the total number of payments 
made. For example, if the allowed, secured claim amount is $100,000 and the debtor 
proposes to make monthly payments, with ten percent interest, over ten years, each 
payment would need to be $1,321.51. If the debtor proposes monthly payments in a  
lesser amount, the final payment will need to be a “balloon” payment to pay off the 
balance of the claim; this adds risk to the creditor, but may be accepted if the debtor’s 
prospects for selling or refinancing the collateral are promising. 

 
The second alternative for cram down of a secured claim is to have the debtor sell 

the collateral securing the creditor’s claim. The lien will then attach to any proceeds  
from the sale of that collateral. 



Plan Classification and Voting, the Absolute Priority Rule, and Cram Down 
February 18, 2021 
Page 5 

 

 

 
 

The third alternative for cram down of a secured claim is more flexible (and less 
well defined) than either of the first two alternatives. Under the third approach, a debtor 
may cram down a secured creditor if it provides the creditor with the “indubitable 
equivalent” of its claim.  For example, the debtor may propose to simply surrender all or 
a portion of the collateral to the debtor (or propose some alternative treatment of that 
creditor). As with “unfair discrimination” in the context of a cram down, there is no  
bright line rule for determining whether a proposed plan provides a creditor with the 
indubitable equivalent of its claim. In making such a determination, the court must value 
the collateral offered by the debtor in comparison with the value of the creditor’s existing 
liens. In a situation where the debtor is offering promissory notes secured by new 
collateral, the court will consider the debtor’s payment history as well as the value of the 
underlying collateral in valuing the notes. 

 
With respect to unsecured claims, a plan is fair and equitable if: (a) the unsecured 

creditors in the dissenting class receive at least the amount of their claims, or (b) no 
junior creditor receives or retains any property under the plan. 

 
If a proposed plan meets both the horizontal and vertical tests for cram down (and 

the other requirements for plan confirmation), the plan may be confirmed over an 
impaired creditor’s objections. After satisfying the requirement that the plan not unfairly 
discriminate by inappropriately treating similarly situated creditors differently, the battle 
with respect to whether the plan is “fair and equitable” will be largely dependent on the 
valuation of the secured creditor’s existing collateral whether the debtor is proposing the 
cram down of a secured claim either through deferred payment and lien retention or by 
providing the indubitable equivalent. 


