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Consumer Bankruptcy Practice Is
Just a Little Bit Harder: Milavetz
Gallop and Milavetz, P.A. v. U.S.

By Christopher W. Frost

In Milavetz Gallop and Milavetz, PA. v. U.S.,' the
Supreme Court addressed a split between the Fifth and
Eighth Circuits over the constitutionality of the debt re-
lief agency provisions of BAPCPA. The Court conclud-
ed that that section 526(a)(4)’s prohibition against ad-
vice to incur debt “in contemplation of bankruptcy” was
not an overbroad restriction on attorney’s free speech
rights because the restriction could be read only to pro-
hibit advice that was principally motivated by the pros-
pect of the client’s bankruptcy filing.? The Court also
concluded that attorneys were included within the defi-
nition of the term “debt relief agency,” a question which
divided lower courts, and upheld section 528’s manda-
tory disclosure requirements against a First Amendment
challenge.?

The debt relief agency provisions of BAPCPA have
generated substantial controversy. At the time of enact-
ment, several scholars took a dim view of the applica-
tion of the provisions to attorneys, and the American
Bar Association supported an amendment that would
exclude attorneys from the definition of “debt relief
agency.”* On the day that the reforms took effect, one
court issued a sua sponte order finding that, despite
clear language, Congress could not possibly have meant
to intrude on state regulation of attorneys.’ The Supreme
Court case attracted amicus briefs from the American
Bar Association,® the Commercial Law League of
America,” the National Association of Consumer
Bankruptcy Attorneys, and others®—all supporting the
petitioner’s claim that the provisions should not apply
to attorneys.’

The provisions that most concern attorneys fall in two
categories: required disclosures by debt relief agencies!’
and the limit on advising assisted persons to incur debt
“in contemplation of” bankruptcy.!! Sections 527 and
528 require that debt relief agencies provide extensive
disclosures to assisted persons. Section 527 focuses on
the required disclosures to individual clients. Debt re-
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lief agencies must provide assisted persons a disclosure
form that includes statements about potential debtor’s
ability to represent himself, the filing fee requirements,
the need to conduct a means test analysis, an examina-
tion of various forms of bankruptcy relief, and other
general statements.'> Section 528 requires debt relief
agencies to include in advertisements of bankruptcy as-
sistance services or advertisements of the benefits of
bankruptcy, a statement substantially similar to the fol-
lowing: “We are a debt relief agency. We help people
file for bankruptcy relief under the Bankruptcy Code.”"
Attorneys claimed that the statement could be confusing
and misleading because it appears to be required even
for an attorney or firm that does not represent consumer
debtors, a contention that the Supreme Court rejected.'

Section 526(a)(4) has generated even more contro-
versy. That section provides that a debt relief agency
may not:

[A]dvise an assisted person or prospective assist-
ed person to incur more debt in contemplation of
such person filing a case under this title or to pay
an attorney or bankruptcy petition preparer a fee
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or charge for services performed as part of prepar-
ing for or representing a debtor in a case under this
title."

The prohibition on attorney advice, lawyers urged,
was broad enough to include lawful advice and, as such,
was an infringement of attorneys’ free speech rights.
This was the issue that split the circuit courts. The Eighth
Circuit held, in Milavetz, that the statute was an uncon-
stitutionally overbroad limitation on free speech.'® The
Fifth Circuit, however, in Hersh v. U.S. ex rel. Mukasey,
held that the restriction only applied to advice to incur
debt that would be an abuse of the bankruptcy process,
and therefore the statute was not an overbroad limitation
on attorneys’ free speech rights.!” The Supreme Court
agreed with the Fifth Circuit that the statute was appro-
priately limited to survive constitutional scrutiny.'®

Milavetz was, perhaps, the most closely watched
bankruptcy case this term. Since the enactment of
BAPCPA, the application of the provisions to attorneys
has generated substantial controversy. Bankruptcy law-
yers chafe not only at the title, “debt relief agency,” but
also at the rules limiting particular types of advice. In
the end, however, Milavetz provided a practical inter-
pretation of the debt relief agency provisions that took
some of the sting out of the rules and was also generally
unsurprising.

Attorneys as Debt Relief Agencies

Despite the claims of the bankruptcy bar and the
ABA that Congress could not possibly have meant to
interfere so severely with the attorney-client relation-
ship, it seems quite clear that Congress acted with some
intention in targeting attorneys. One House Report is-
sued in connection with BAPCPA cited a report of a
U.S. Trustee Civil Enforcement Initiative that indicated
that the U.S. Trustee’s program had “consistently iden-
tified... misconduct by attorneys.”'” That same House
Report stated that the consumer bankruptcy protections
in the bill include “provisions strengthening profession-
alism standards of attorneys and others.”® Although
Justice Scalia found these references irrelevant to the
task of statutory interpretation,®' the Court found them
reliable enough to include in a footnote.*

Based on the plain language of the Code, the Court
held that the debt relief agency provisions of BAPCPA
apply to attorneys. Section 101(12A) defines the term
as “any person who provides any bankruptcy assis-
tance to an assisted person.”? Section 101(4A), which
defines the term ‘“bankruptcy assistance” includes
“providing legal representation with respect to [a
bankruptcy case].”* It would appear then, that “the
statutory text clearly indicates that attorneys are debt
relief agencies when they provide qualifying services
to assisted persons.”?

The Court made short work of Milavetz’s argu-
ments to the contrary. Milavetz argued that because
the definition does not expressly include attorneys
but expressly includes bankruptcy petition preparers,
Congress must have intended to exclude attorneys.?
The Court rejected this argument, noting that that
implausible reading would exclude all professionals
and that the plain language should trump this implied
exclusion.?” The Court also rejected Milavetz’s claims
that the regulation of attorneys under the provisions
“impermissibly trenches on an area of traditional state
regulation,” noting that Congress and the bankruptcy
courts have long overseen the conduct of attorneys in
bankruptcy.?®

Milavetz also argued that the application of the pro-
visions to attorneys might obligate all of the lawyers in
a law firm to comply with the debt relief agency pro-
visions based on the practice of the firm’s bankruptcy
attorneys. Section 101(12A) excludes from the defini-
tion of debt relief agency, any “officer, director or em-
ployee or agent of a person who provides bankruptcy
assistance.”” Because law firms are normally orga-
nized as partnerships, Milavetz argued, Congress’s
failure to include partners within the exemption list
must have been due to the fact that lawyers were never
intended to be included within the definition.*® The
Supreme Court rejected this claim, noting that the
partnership form is not unique to law practice and that
officers and agents of partnerships would be exempt
from the provisions to the same extent as officers and
agents of other entities.’' The Court, however, hedged
this observation, noting, “To the extent that partners
may be subject to the debt-relief-agency provisions
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by association, that result is consistent with the joint
responsibilities that typically flow from the partnership
structure.”*

Milavetz’s argument reflects a concern about the
scope of the debt relief agency disclosure provisions
that may be overblown. While it is true that the activities
of a bankruptcy group within a law firm may render the
entire firm (and perhaps even each of the partners) a
debt relief agency, the disclosure provisions are limited
to advertising about the bankruptcy services that the
firm provides.*

The clarity of the statutory language also led the
Court to reject Milavetz’s final argument: that the canon
of constitutional avoidance requires an interpretation of
the term debt relief agencies that excludes attorneys.**
The free speech arguments related to the disclosure and
other provisions of sections 526, 527, and 528 would,
Milavetz argued, be avoided by an interpretation that
excluded attorneys from the scope of the definition.*
It is unclear precisely why simply excluding attorneys
from the provision would avoid the constitutional ques-
tions since others might raise similar arguments. In any
event, the Court noted that the canon only permits the
court to consider constructions that are “fairly possible”
and that “the text and statutory context of §101(12A)
foreclose a reading of ‘debt relief agency’ that excludes
attorneys.”*¢

Advertising Disclosure Requirements Under
Section 528

Section 528 provides that debt relief agencies must,
in their advertising of bankruptcy assistance services,
the benefits of bankruptcy, or general advertising of
services relating to credit problems, disclose that their
services involve bankruptcy relief.?” In addition, the sec-
tion requires the now-notorious disclosure, “We are a
debt relief agency. We help people file for bankruptcy
relief under the Bankruptcy Code,” or a substantially
similar statement in debt relief agency advertising.*®

Milavetz argued that the disclosure requirements
could not survive a First Amendment “as-applied” chal-
lenge, although there appeared to be some confusion
regarding whether Milavetz’s challenge was a facial or
as-applied challenge.* The question was an important
one, given the Court’s reluctance to strike statutes based
on facial challenges.*” Milavetz maintained at oral ar-
gument that it brought an as-applied challenge; how-
ever, the Court noted that the record was not well de-
veloped due to a lack of specific information about the
advertisements that Milavetz claimed were prohibited.*!
This lack of information left the Court to rely only on
Milavetz’s status as an attorney or law firm and general

© 2010 Thomson Reuters

claims about the nature of the advertisements to ground
its analysis.*

The controversy in the lower courts centered on the
level of scrutiny to be applied to the disclosure require-
ments.* In Central Hudson Gas & Elec. Corp. v. Public
Service Commission of New York, the Court applied an
intermediate standard to the review of restrictions on
non-misleading commercial speech.** This intermedi-
ate standard requires that the restrictions “directly ad-
vance a governmental interest” that they be “no more
extensive than is necessary to serve that interest™ By
contrast, the Court, in Zauderer v. Office of Disciplinary
Counsel of Supreme Court of Ohio, applied a relaxed
standard to restrictions on misleading speech, holding
that a state bar regulation requiring that attorneys dis-
close in advertising of contingency-fee services that
the client might be responsible for some costs of litiga-
tion.* That standard requires only that the regulation be
“reasonably related to the State’s interest in preventing
deception of consumers.”*” The Milavetz Court held that
the “less exacting scrutiny described in Zauderer” gov-
erned its review.*®

The misleading/non-misleading distinction was criti-
cal to the Court’s analysis. In Central Hudson, the re-
striction on all utility advertising prohibited not only
misleading speech but also speech that was neither mis-
leading nor related to an unlawful activity.* Zauderer,
on the other hand, considered a requirement that at-
torneys include factual information to ensure that the
remainder of the advertisement was not misleading.>
The attorney in Zauderer had included in his advertise-
ment the statement “if there is no recovery, no legal fees
are owed by our clients.””' The Court noted that most
laypeople would not understand that there is a distinc-
tion between fees, which would not be owed, and costs,
which the client would be called upon to pay, and that
the advertising might suggest that employing the at-
torney would be a “no-lose proposition.”>> Thus the re-
quired disclosures were necessary to make the rest of
the advertisement non-misleading. On the other side of
the equation, the Zauderer Court found that because the
First Amendment protection for commercial speech is
justified, in part, by the value of the information to con-
sumers, the “constitutionally protected interest [of the
attorney] in not providing any particular factual infor-
mation in his advertising” was “minimal.”>?

The Milavetz Court found that the disclosures re-
quired by section 528 “share the essential features of
the rule at issue in Zauderer.”* The Court noted that
Congress was concerned about advertisements that of-
fered debt relief but that did not disclose to potential cli-
ents that the relief might involve bankruptcy.®® Thus the
disclosures that the advertiser is a “debt relief agency”
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and that the services may involve bankruptcy relief are
necessary to inform consumers of the whole story.*®

Of course, the application of the Zauderer standard
turns on whether the required disclosure is itself truth-
ful. Milavetz argued that the term “debt relief agency”
is misleading and confusing.’” The Court, however, dis-
missed this general contention, noting that it amounted
to little more that Milavetz’s own preference for refer-
ring to itself as an attorney or law firm rather than a
“debt relief agency.”® Because attorneys can be debt
relief agencies, as defined in the Code, the disclosure
is necessarily accurate. In addition, the Court noted that
nothing in section 528 prohibits Milavetz from referring
to itself as a law firm.*

Finally, Milavetz raised one of the most common
objections to the advertising disclosures: that the dis-
closures apply even to attorneys that do not represent
consumer debtors but that only represent creditors in
bankruptcy cases.® Milavetz argued that this application
indicates that the statute is not reasonably related to any
governmental interest and, in this context, the required
disclosures would be “counterfactual and misleading.”®!

The Milavetz Court found this concern to be pre-
mised on an incorrect reading of the statute. From the
text and structure of the statute, the Court found that
the application of the disclosure provisions to advertise-
ments aimed at creditors by creditors’ lawyers would
be anomalous and create an absurd result.®> The Court
noted that the term “assisted person” is defined with ref-
erence to a person’s debts and that the text and structure
of sections 526, 527, and 528 make it evident that the
disclosure requirements apply only to professionals who
offer services to consumer debtors.®* Also, the Court ob-
served that the advertising disclosures are required in
advertisements of “bankruptcy assistance,” which term
refers back to the definition of assisted person. Finally,
the Court found it important that the debt relief agency
provisions were codified under Chapter 5, subchapter II;
a subchapter entitled “Debtor’s Duties and Benefits.”*
All of these statutory clues lead to a conclusion that the
concerns expressed by the bar over the potential appli-
cation of the disclosure requirements to creditors’ attor-
neys, or in situations in which the advertising is directed
toward creditors, have been exaggerated.®

The Court was not called upon to address the constitu-
tionality of the client disclosures that are required under
section 527, but its analysis of section 528 leads to the
conclusion that those disclosures would also likely pass
constitutional muster. Section 527(b) provides a form of
disclosure that an attorney or bankruptcy petition pre-
parer must provide to an assisted person. This form in-
cludes narrative information about the services that will

56,

be provided, the bankruptcy process, and certain rights
of the debtor, including the right to self-representation.*

Like the argument against the constitutionality of
section 528, the argument that section 527 violates the
First Amendment turns, in part, on the government’s in-
terest in the matter and whether the compelled speech
is itself misleading.”’ In Hersh, the Fifth Circuit found
that the government had a “compelling interest” in pro-
viding debtors contemplating bankruptcy some idea
about what the process entails.®® The fact that some of
the disclosures may be misleading in some contexts®
is not fatal, because the attorney is always free under
the statute to provide other information or to tailor the
statement to suit the particular factual context.”’ Given
the Supreme Court’s reluctance in Milavetz to credit ar-
guments based on various hypothetical readings of the
debt relief agency provisions, it seems unlikely that the
Court would find section 527(b) unconstitutional.

The Prohibition Against Advice to Incur Debt
“in Contemplation of Bankruptcy”

By far, the most controversial of all of the debt relief
agency provisions added by BAPCPA is the prohibition
in section 526(a)(4) against advice to incur debt “in con-
templation of bankruptcy.””! Not only does this prohibi-
tion restrict the attorney’s speech but it seems to strike
at the very heart of the attorney-client relationship.
As the National Association of Consumer Bankruptcy
Attorneys argued in its amicus brief:

This Court has recognized that the attorney-client
relationship serves to support the goal of “sound
legal advice [and] advocacy.”” Legal advice can
successfully guide a client through the com-
plexities of the bankruptcy system and, indeed,
can make the difference between a satisfactory
outcome and financial disaster. The Debt Relief
Agency Provisions, if applied to attorneys, would
profoundly disrupt the attorney-client relation-
ship, at a time when it is most needed by ordinary
consumers.”

Of course, “sound legal advice [and] advocacy” does
not include advice to take actions that are either ille-
gal or that would, if followed, result in an undesirable
outcome for the client. However, while ethical rules cir-
cumscribing attorneys’ speech may be permissible un-
der certain limited circumstances, the regulation must
impose “only narrow and necessary limitations on law-
yers’ speech.””® The real problem with the provision is
not that it prohibits advice but that it seems to prohibit
advice to take incur debt when that incurrence would
not be illegal or abusive. The Eight Circuit in Milavetz,
therefore, found that section 526(a)(4) was unconstitu-
tionally overbroad.”

© 2010 Thomson Reuters
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While an individual’s decision to take on debt on the
eve of bankruptcy is often found to be an abuse of the
bankruptcy process, there are situations in which new
debt would not be abusive. Hypothetical examples of
such situations are easy to devise—an individual ob-
tains a mortgage refinancing on the eve of bankruptcy to
secure a lower interest rate or better terms, a prospective
debtor buys a car on secured credit because of the need
to obtain reliable transportation, a person anticipating
the need for bankruptcy incurs debt to obtain needed
medical treatment. Under each of these circumstances,
the debtor’s decision to incur the debt might not be con-
sidered abusive, but as Milavetz and the amici argued, an
attorney’s advice to incur the debt would be proscribed
by the plain language of section 526(a)(4).”

The interpretive problem focuses on the meaning of
the term “in contemplation of bankruptcy.” Milavetz ar-
gued that the phrase includes advice to incur debt while
the debtor is considering filing a petition or with aware-
ness that the debtor might soon file.”* Going further,
Milavetz claimed that the provision not only prohibits
advice incur debt but also discussions about the “ad-
vantages, disadvantages, or legality of incurring more
debt.””” The U.S. argued, in lower court cases and again
in Milavetz, that the phrase “in contemplation of bank-
ruptcy” can and should be read only to prohibit advice
that would, if followed, constitute an abuse of the bank-
ruptcy process.”® On this substantially narrower reading
of the statute, the statute would limit only the language
that the government could legitimately restrict.” In fact,
Milavetz only challenged the constitutionality of the
provision, as narrowed, on vagueness grounds, which
challenge the Court rejected.®

Although the government met mixed results in the
lower courts,® the Supreme Court adopted a reading
of the statute that was similar, but not identical to, the
U.S.’s approach.® Citing Black’s Law Dictionary and
early American and English decisions, the government
argued that the phrase “in contemplation of bankruptcy”
has long been understood to be associated with abusive
conduct.® In addition to these textual sources, the gov-
ernment argued that the context of the provision sup-
ports this limited reading. The remaining provisions of
section 526(a) all provide professional responsibility
rules that are intended to protect debtors from abusive
practices of debt relief agencies.* The remedies for vio-
lation of the debt relief agency provisions in section 527
also reflect a focus on debtor protection.® These provi-
sions, the government contended, show that Congress
was only concerned with abusive debt, debt which might
harm both creditors and debtors.¢

The Court agreed that these factors warranted a nar-
rower reading of section 526(a)(4) than that suggested

© 2010 Thomson Reuters

by Milavetz.}” The reading that the Court gave, however,
was slightly different from the one that the government
suggested.® Rather than limit the prohibition to abusive
debt, the Court concluded that the section only prohibits
advising an assisted person to incur more debt “when
the impelling reason is the anticipation of bankruptcy.”®

This slightly more nuanced formulation is based
on the Court’s decision in Conrad, Rubin & Lesser v.
Pender,” a case that involved attorney’s fees under the
Bankruptcy Act. Section 60d of the Act required the
court to reexamine prepetition attorney’s fees that had
been paid “in contemplation of the filing of a petition
by or against him.”' The law firm whose fees were to
be reexamined argued that the section did not apply
and that the court had no jurisdiction to reexamine the
fees because the attorneys were paid to engage in nego-
tiations aimed at avoiding bankruptcy and not for the
purpose of filing bankruptcy.”” The Court rejected that
argument, holding that the phrase meant to cover pay-
ments made where bankruptcy was the “impelling cause
of the payment.””

The difference between the Court’s interpretation and
the government’s “abuse formulation” is likely to be a
matter of approach rather than a matter of substance.
Asking whether the advice to incur debt was impelled
by bankruptcy focuses on the motive for the advice rath-
er than simply asking whether the incurrence of debt can
be found to be abusive. In most cases, the two inquiries
are likely to lead to the same result. As the Court noted,
Congress has long been concerned with the practice of
“loading up” on debt with the expectation that the debt
will be discharged in an ensuing bankruptcy.** Not only
is such an action “abusive per se,”® but it is also true
that the availability and expectation of bankruptcy re-
lief is the impelling cause of the new debt.”® Similarly,
incurring secured debt to avoid the means test may be
abusive under certain circumstance, but it is also true
that if the purpose for incurring the debt is unrelated
to bankruptcy—the need, for example, to purchase a
reliable car—the incurrence of secured debt is unlikely
to be found to be an abuse.”” Thus although the Court’s
formulation may create some confusion regarding the
scope of prohibited advice, in most cases it is likely to
prohibit essentially the same advice as the governments
“abuse” formulation.”®

The Milavetz Court emphasized in a footnote that the
proscription does not apply whenever bankruptcy is a
possibility but requires that the advice was “principally
motivated” by the likelihood of bankruptcy.” Based on
this formulation, the Court stated that advice to a debtor
to refinance a mortgage or purchase a reliable car is not
principally motivated by bankruptcy but rather by the
desire to improve his ability to pay or to improve his
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financial prospects.'” Similarly, advice to incur debt
to make purchases ‘“reasonably necessary for the sup-
port or maintenance of the debtor or a dependent of the
debtor”* is permissible, presumably because the debt is
not motivated by bankruptcy but rather by the general
needs of the debtor.!!

Milavetz’s last argument, and one commonly heard by
bankruptcy lawyers, is that even if section 526(a)(4) is
given a narrow construction, the provision is still imper-
missibly vague.!® “Abuse,” Milavetz claimed, is too in-
definite a term, and “uncertainty regarding the scope of
the prohibition will chill protected speech.”'” The Court
rejected this claim, noting that even if “abuse” were the
standard, attorneys are frequently required to provide
advice regarding the consequences of debt on the dis-
charge and on dismissal under § 707(b).'™ Further, the
standard the Court actually used, whether the advice was
principally motivated by bankruptcy, provides even fur-
ther certainty to attorneys.'® Even if attorneys are not
sure whether incurring debt would be an abuse of the
bankruptcy process, they can know whether the debtor
has a nonbankruptcy reason to incur the debt.

At bottom, the complaint that attorneys cannot know
whether advice that they provide to debtors runs afoul
of the section 526(a)(4) prohibition seems overstated.
Attorneys must often counsel clients regarding ac-
tions that may or may not have consequences that are
detrimental to the clients’ own interests, and this role
requires attorneys to make close calls regarding what
actions may or may not be legally permissible. For ex-
ample, under the ABA Model Rules of Professional
Conduct 1.2(d)":

[A] lawyer shall not counsel a client to engage, or
assist a client, in conduct that the lawyer knows is
criminal or fraudulent, but a lawyer may discuss
the legal consequences of any proposed course of
conduct with a client and may counsel or assist a
client to make a good faith effort to determine the
validity, scope meaning or application of the law.

Consistent with the ABA rule, the Court held that the
prohibition in section 526(a)(4) is only on advice and
does not prohibit attorneys from discussing the subject
of new debt.'"”

Incurring Debt as Abuse of the
Bankruptcy Code

Although the Supreme Court chose to adopt a slightly
different interpretation of the phrase “in contemplation
of bankruptcy,” cases that have examined debtors’ pre-
bankruptcy incurrence of new debt under the standard
for abuse in section 707(b)(3) are helpful in determin-
ing what advice might run afoul of the section 526(a)(4)

53

prohibition. As these cases show, the types of debt that
might create difficulties for debtors and their attorneys
are a far cry from simple advice to buy a reliable car or
refinance a mortgage before a bankruptcy filing. The
excessive purchases that generally constitute abuse are
of a type that no conscientious lawyer would advise a
client to make.

In re Deutscher'® provides the most extreme exam-
ple of abusive debt and sets forth a framework for the
analysis of prebankruptcy purchases involving secured
debt. The debtors had a combined income in the year be-
fore the bankruptcy of $68,416. In the 14 months before
their bankruptcy filing, the debtors purchased a 42-foot
yacht, another 15-foot boat, and a Lincoln SUV. The
secured debts on these three purchases totaled almost
$220,000, and the monthly debt service for the three
debts was $2,286, nearly half of the debtors’ total ex-
penditures.!” Not surprisingly, given this large amount
of secured debt, the application of the means test did not
result in a presumption of abuse, but the court went on
to consider whether the “totality of the circumstances”
test of section 707(b)(3) provided a basis for dismissal.

The court addressed the relationship between sec-
tion 707(b)(3) and the means test. Because secured
debt is a permitted reduction in the debtor’s disposable
income under the means test, courts should be careful
when examining the level of secured debts in analyzing
the totality of circumstances under section 707(b)(3).
The concern is that “a court might simply use Section
707(b)(3) to substitute its own test for the means test.!!°
Notwithstanding this concern, courts may review the
amount and timing of secured debt in an effort to de-
termine whether the debtor has incurred the debt in an
effort to manipulate the means test as a component of
the totality of the circumstances test.!!!

Under this analysis, the Deutscher court easily found
that the prebankruptcy purchases constituted abuse of
the bankruptcy process. Although the debtors’ purchase
of the yacht was more than a year before they filed their
petition and the debtor purchased the smaller boat and
SUV three months and five months, respectively, before
the petition, the court had little difficulty finding the
purchases abusive. The court noted that the “more ex-
pensive the purchase, the longer the time-frame before
petition that it might still be seen as being on the eve of
bankruptcy.”''? Even if they were not made on the eve
of bankruptcy, the purchases were made at a time when
the debtor was likely insolvent or at least sliding toward
insolvency.!"® Given the fact that the debtor sought to re-
affirm the debts on these luxury items, the fact that they
were made during a time at which the debtor claimed
to have been unemployed, and the related fact that the
bankruptcy was not caused by “sudden illness, calam-

© 2010 Thomson Reuters



American Bankruptey Institute

Bankruptcy Law Letter

Volume 30 Issue 5

ity or disability,” the purchases figured heavily into the
court’s determination that the debtors’ petition consti-
tuted an abuse under section 707(b)(3).!!

While cases like Deustcher show that a debtor’s eve
of bankruptcy incurrence of secure debt raises the spec-
ter of abuse, the reported cases relying on this factor
usually involve circumstances that most bankruptcy
attorneys would likely agree go beyond necessary and
limited purchases that were made for legitimate non-
bankruptcy reasons. Some examples:

—In In re Violanti, the court found abuse under
section 707(b)(3) where the debtor purchased a new
home, incurring a $2,500 monthly payment that took
up more than 40% of debtor’s monthly income.!'s
In addition, three months prior to filing, debtor pur-
chased a new $32,000 car with a monthly payment of
$595.116

—In In re Brenneman, the court found abuse
where shortly before filing their petition, debtors ac-
quired two luxury vehicles, a 2008 Toyota, subject to
a secured claim of $37,000 and another new leased
Toyota.'"” These purchases raised their total expendi-
ture for transportation to almost $2000.'"*

—In In re Nissen, just over one year prior to fil-
ing, debtors spent over $600,000 on a new home. At
the time of the filing, the debtors had no equity in
the home. Debtors’ monthly mortgage payments to-
taled more than $5,000, more than 82% of debtors’
combined monthly income. The court found that the
debtors could pay their creditors in full even with a
mortgage payment as high as $4,000 per month and,
on this basis, found abuse.'"’

—In In re O Brien, three months prior to bankrupt-
cy, the debtor incurred debt of $270,000 for a home
and $24,000 for a new car.'?° The court found that this
“bankruptcy planning” was an important factor in its
finding of abuse.'?!

—In In re Kaminski, immediately before bankrupt-
cy, the debtors purchased a $36,000 new truck for the
purpose of transporting Ms. Kaminski to her office
job. The court found the purchase was an extravagance
and factored that purchase into the abuse analysis.!??

The only reported case that might give attorneys
pause when considering whether how to advise a cli-
ent regarding prebankruptcy incurrence of debt is /n
re Hornung.'” In that case, which was decided a few

© 2010 Thomson Reuters

days after the Supreme Court’s decision in Milavetz,
the debtors met with their attorney and discussed the
idea of trading in two leased vehicles and reducing their
monthly payments. The next week, and 12 days before
the filing, the debtors purchased two new vehicles for a
total cost of almost $70,000."** Although the purchases
reduced the debtors” monthly payments by about $300,
the court was concerned both with the expense of the
vehicles and with the fact that the debtors had made no
effort to shop around for more affordable transporta-
tion. The court also noted that the purchases decreased
the debtor’s monthly disposable income on the means
test by $130.84, although the court did not explain how
the reduction in payments resulted in this decrease.'®
Ultimately, the court found that these purchases were
an attempt by the debtors to get a head start rather than
a fresh start and that the purchases were “clearly in
contemplation of bankruptcy.”'?® This finding, coupled
with other serious problems such as excessive housing
expenses, inaccuracies on the debtors’ schedules, and
excessive prebankruptcy purchases on unsecured credit,
led the court to dismiss the debtor’s petition.'?’

With respect to debtors’ prebankruptcy acquisition of
the automobiles, bankruptcy lawyers may view Hornung
as a something of a cautionary tale. One might specu-
late whether the attorney had any idea that “discussing”
the trade in of the debtor’s leased vehicles to reduce the
monthly payments would lead to the debtor’s purchase
of two brand new cars—in turn incurring the court’s
wrath. Certainly, given section 526(a)(4) and the hold-
ing in Milavetz, any such discussion must be in terms
that leave no room for uncertainty regarding the type of
transportation that the debtor might reasonably acquire.
In addition, to avoid prohibited “advice,” the attorney
might want to carefully couch the discussion as focusing
on “the legal consequences of any proposed course of
conduct with a client and may counsel or assist a client
to make a good faith effort to determine the validity,
scope, meaning or application of the law.”!?

Conclusion

Even though consumer bankruptcy lawyers must
continue to feel the sting of the appellation “debt relief
agency’’ and the accompanying rules related to their be-
havior, the Milavetz decision may put to rest some of
their worst fears about the scope of those regulations.
The Court adopted a common sense interpretation of
the rules that largely track the kinds of practices that
capable and careful attorneys have always been likely to
adopt. Of course, particular cases may run close to the
lines drawn—resulting in concern over whether an attor-
ney with a particular kind of practice must provide the
section 528 advertising disclosures; whether particular
changes to the section 527 information rules are war-
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ranted; and, perhaps most importantly, whether advice
to incur prebankruptcy debt is permissible under par-
ticular circumstances. This type of line drawing is not,
however, unique to bankruptcy practice. While Milavetz
approval of the debt relief agency provisions presents
challenges, the case also provides guidance necessary
for an attorney to confront those challenges.
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Supreme Court Upholds
“Discharge by Declaration” of
Student Loan Debts in Chapter
13 (or Does It?)

By Ralph Brubaker

The Bankruptcy Code and Rules clearly provide that
to discharge a student loan debt in the bankruptcy court,
the debtor must initiate an adversary proceeding in
which the bankruptcy court must specifically find that
“excepting such debt from discharge... would impose
an undue hardship on the debtor and the debtor’s depen-
dents.”! Nonetheless, a practice known as “discharge by
declaration” has taken hold in Chapter 13 cases whereby
the debtor inserts a provision in the proposed Chapter
13 plan that provides for full discharge of a student loan
debt upon successful completion of all plan payments
(perhaps also including a recitation that paying any
more on the student loan debt would constitute an un-
due hardship), hoping that the student loan creditor will
not object to confirmation of the plan by insisting upon
an undue hardship determination in a separate adversary
proceeding. If the creditor fails to object and the court
confirms the plan, the debtor then relies upon the statu-
tory finality that “[t]he provisions of a confirmed plan
bind the debtor and each creditor’ as effectuating the
so-called “discharge by declaration” in the confirmed
plan.

Discharge-by-declaration, though, highlights a fun-
damental tension that pervades bankruptcy practice.
The ambitious nature of bankruptcy’s comprehensive
restructuring of a debtor’s affairs, when combined with
its equally ambitious desire for expeditious administra-
tion, requires a difficult balance between (i) the demands
of affording all parties a fair opportunity to assert their
rights and (ii) the repose and finality interests necessary
for any effective judicial process and especially so for
the bankruptcy process. Notwithstanding the statutory
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finality attributed to confirmed Chapter 13 plans, the
speed with which Chapter 13 plans are filed and con-
firmed and the less-than fastidious form and process for
many confirmed Chapter 13 plans can test the ultimate
binding effect of the plan in many different ways,* and
this has certainly been the case with the practice of dis-
charge-by-declaration.* Indeed, the general consensus
of the courts of appeals has been that discharge-by-dec-
laration should not be given effect.’ The Ninth Circuit
stood alone in affording absolute finality to discharge-
by-declaration.®

On certiorari from the Ninth Circuit’s Espinosa de-
cision, in which Judge Kozinski not only emphatically
reaffirmed the binding effect of discharge-by-declara-
tion in that circuit but also endorsed its propriety in the
first instance as a matter of sound practice, the Supreme

EDITOR IN CHIEF: Ralph Brubaker, Professor of Law and Guy Raymond
Jones Faculty Scholar, University of Illinois College of Law

CONTRIBUTING EDITOR: Christopher W. Frost, Frost, Brown, Todd
Professor of Law, University of Kentucky College of Law

PUBLISHER: Jean E. Maess, J.D.
MANAGING EDITOR: Mary A. Raha

© 2010 Thomson Reuters

03



CHicaco CoNSUMER BANKRUPTCY CONFERENCE

Volume 30 Issue 6

Bankruptcy Law Letter

Court unanimously affirmed the Ninth Circuit position
with respect to the finality of discharge-by-declaration.’
With respect to whether the practice itself is or is not ap-
propriate, though, the Court sent mixed signals that will
likely perpetuate extreme nonuniformity in the preva-
lence of and attitudes toward discharge-by-declaration.

Espinosa: Mere Creditor Inaction or Fatal
Process Defect?

The facts of Espinosa nicely demonstrate the finality
dilemma of discharge-by-declaration. In 1988 and 1989,
Francisco Espinosa obtained four federally guaranteed
student loans. United Student Aid Funds, Inc., a guar-
anty agency that administers the collection of federally
guaranteed student loans, was the holder of Espinosa’s
student loan debt. On December 7, 1992, Espinosa filed
a Chapter 13 petition when the principal amount ow-
ing on his student loan debt was $13,250. Three days
later, on December 10, the clerk of the bankruptcy court
sent a copy of Espinosa’s proposed plan and a notice of
the plan confirmation hearing to Espinosa’s creditors, in
accordance with Bankruptcy Rules 2002(b), (g)(2) and
3015(d), including to United at United’s post office box
address.

In boldface type, immediately below the caption,
Espinosa’s proposed plan stated: “WARNING IF YOU
ARE A CREDITOR YOUR RIGHTS MAY BE
IMPAIRED BY THIS PLAN.”® A specific provision
of the plan, captioned “Educational Loan(s),” listed all
of Espinosa’s student loans held by United and the total
principal balance owing of $13,250. The plan provided
that this amount would be paid in full over the course
of the plan, followed by this statement: “The amounts
claimed by United Student Loan Aid Funds, Inc., et. al.
for capitalized interest, penalties, and fees shall not be
paid for the reasons that the same are penalties and not
provided for in the loan agreement between the Debtor
and the lender.”” The next paragraph of the plan then

provided: “Any amounts or claims for student loans
unpaid by this Plan shall be discharged.”'

Paragraph 7 of Espinosa’s proposed plan, titled
“PROOF OF CLAIM,” stated: “As a creditor you must
file a proof of claim in order to get paid the amounts
provided for in this plan. If you do not file your proof
of claim by the deadline date you will not receive any-
thing even if the Plan provides for payment.”'' The
accompanying notice of the confirmation hearing
and deadline for filing objections thereto also includ-
ed notice of the deadline for filing proofs of claim.
United did file a timely proof of claim for $17,832.15,
an amount that included all unpaid accrued interest on
Espinosa’s student loans, but United did not object to
Espinosa’s proposed plan. The bankruptcy court held
a confirmation hearing on Espinosa’s proposed plan
on April 15, 1993 and entered an order confirming
Espinosa’s plan on May 6, 1993. In June 1993, the
Chapter 13 trustee mailed United a form notice stat-
ing that “[t]he amount of the claim filed differs from
the amount listed for payment in the plan. Your claim
will be paid as listed in the plan,” but qualified this by
further stating:

If an interested party wishes to dispute the above
stated treatment of the claim, it is the respon-
sibility of the party to address the dispute. The
claim will be treated as indicated above unless
the Trustee receives within 30 days from this
mailing, a written request for different treat-
ment. The request should set forth the specific
grounds for alternative treatment and should be
filed with the Clerk of the Court, with a copy
mailed to the Trustee."?

United did not file anything in response to this notice.

In May 1997, Espinosa successfully completed all
of his plan payments, and on May 30, 1997, the bank-
ruptcy court entered a discharge order. Three years
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later, in 2000, the U.S. Department of Education (having
acquired Espinosa’s notes from United pursuant to the
terms of the federal guaranty) began efforts to collect
unpaid interest on Espinosa’s student loans, in particular
by intercepting Espinosa’s income tax refunds by way of
setoff. In June 2003, Espinosa reopened his bankruptcy
case and filed a motion to enforce his discharge injunc-
tion. At this point, United requested and received a recall
of Espinosa’s notes from the Department of Education
and filed a cross-motion seeking to set aside Espinosa’s
discharge order as void under Civil Rule 60(b)(4), made
applicable to bankruptcy proceedings by Bankruptcy
Rule 9024.

The bankruptcy court denied United’s motion, hold-
ing that Espinosa’s plan was final when confirmed, not-
withstanding any procedural defects (to which United
did not object). The bankruptcy court also held that the
subsequent postdischarge collection activity therefore
violated Espinosa’s discharge injunction and ordered
United and the Department of Education to cease and
desist all collection efforts. The district court, however,
reversed on appeal, holding that United was denied due
process because discharge of Espinosa’s student loan
debt was ordered without an adversary proceeding es-
tablishing undue hardship.

On further appeal, the Ninth Circuit panel actually
read the bankruptcy court’s discharge order, which ex-
pressly provided that Espinosa was “discharged from all
debts provided for by the plan... except any debt... for a
student loan.”'3 Of course, this is a standard provision in
discharge orders, which recognizes the fact that a “dis-
charge order is an adjudication of a debtor’s entitlement
to a general discharge of all prebankruptcy debts other
than those debts excepted from discharge by a statutory
discharge exception.”'* Moreover, the § 523(a)(8) dis-
charge exception for student loan debts was specifically
“intended to be self-executing” such that the creditor “is
not required to file a complaint to determine the non-
dischargeability of any student loan.”!* Indeed, as the
Supreme Court has stated, “[u]nless the debtor affirma-
tively secures a hardship determination, the discharge
order will not include a student loan debt.”"®

In Espinosa’s case, though, this standard discharge
order carve-out conflicted with the express terms of
Espinosa’s previously confirmed plan, which provided
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that “[a]Jny amounts or claims for student loans unpaid
by this Plan shall be discharged.”’” Nonetheless, as
Judge Kozinsky noted, as things stood, Espinosa was
easily resolved in United’s favor and against Espinosa:

[T]he discharge order in this case simply did not
discharge Espinosa’s student loan debt. Indeed, it
specifically excluded the student loan debt from
the discharge. This order was, to be sure, incon-
sistent with Espinosa’s Chapter 13 plan’s terms; in
effect, the bankruptcy court did not make good on
its promise to the debtor that, if he satisfied the
terms of the plan, it would discharge all of his list-
ed debts.

Whether the bankruptcy court could have been
held to that promise, and compelled to issue an or-
der discharging the student debt, is an open ques-
tion. Espinosa could have tested that proposition
by asking the bankruptcy court to modify its order
to discharge the student loan debt and, failing that,
taken an appeal. But he did not. Rather, he allowed
the bankruptcy court’s discharge order to become
final, and the time to appeal has lapsed long ago.
Nor did Espinosa seek to reopen the judgment by
way of Federal Rule of Civil Procedure 60. See
Fed. R. Bankr. P. 9024. Instead, Espinosa sought to
enforce the discharge injunction against [United].
The obvious problem, of course, is that the dis-
charge injunction simply does not run against
[United] because the bankruptcy court’s discharge
order did not cover its debt. [United] was thus free
to collect its debt, and the bankruptcy court seems
to have misread its own order when it held other-
wise.'®

Suspecting, though, that the bankruptcy court’s dis-
charge order was automatically generated and that the
failure to tailor it to the terms of Espinosa’s confirmed
plan was simply an oversight, the Ninth Circuit panel
remanded to the bankruptcy court with “express leave
to consider whether its discharge order in this case was
entered as a result of a clerical error and, if so, whether
to correct it so as to conform to Espinosa’s Chapter 13
plan”” pursuant to Civil Rule 60(a). On remand, the
bankruptcy court confirmed the Ninth Circuit’s sus-
picion that the language excluding student loan debts
from Espinosa’s discharge order “was inserted because
of a clerical mistake, because it was the clear intent of
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the Court, as reflected in the Chapter 13 Plan, as ap-
proved by the Court, that all student loan-related obliga-
tions were to be discharged if the debtor successfully
performed and completed the Plan.”?° The bankruptcy
court thus struck that language from Espinosa’s dis-
charge order.

With this, the effect of discharge-by-declaration in a
confirmed Chapter 13 plan was squarely presented to
the Ninth Circuit. Disagreeing with all other circuits to
address the issue, the Ninth Circuit reaffirmed its earlier
Pardee decision?' and the circuit split that it spawned,
holding that Espinosa’s discharge-by-declaration of
his student loan debt was fully effective. The Supreme
Court granted certiorari to resolve the circuit split and
affirmed the Ninth Circuit’s view on the binding effect
of discharge-by-declaration.

Finality of (and Relief from) a Judgment, Not
Res Judicata

Beginning with a matter of analytical clarity and
coherence, much of the circuit case law on discharge-
by-declaration was a bit muddled by a preoccupation
with the preclusion principles of res judicata. As Judge
Kozinski correctly pointed out in his Espinosa opinion,
though, this was misguided.

[W]hat we have here is not a question of res ju-
dicata—giving the judgment in the bankruptcy
case preclusive effect in another case. The debtor
here—Ilike those in [other circuit court cases on
discharge-by-declaration]—sought to reopen the
original case in order to enforce the discharge in-
junction, which came into force by operation of
law upon entry of the discharge. A discharge in-
junction does not operate by way of res judicata;
it is, rather, an equitable remedy precluding the
creditor, on pain of contempt, from taking any
actions to enforce the discharged debt.... This in-
cludes garnishments, attachments, self-help and
all other means of collection—not merely the fil-
ing of another lawsuit. 11 U.S.C. § 524(a)(2).... A
discharge could also have res judicata effect, if the
creditor were to try to enforce the debt by bringing
a post-discharge lawsuit, but the discharge injunc-
tion prevents him from even commencing the sec-
ond suit where the res judicata could be litigated.
There was no second lawsuit in our case, nor (in-
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sofar as we can tell) in [other prominent discharge-
by-declaration circuit court cases]. Res judicata
thus has no application to a case like ours, or those
considered by [other circuits].??

Justice Thomas’s Espinosa opinion for a unanimous
Supreme Court obviously agreed with Judge Kozinski’s
analytical admonition. The starting point for the Court’s
analysis of discharge-by-declaration was the observa-
tion that “[t]he Bankruptcy Court’s order confirming
Espinosa’s proposed plan was a final judgment from
which United did not appeal,”® and “[o]rdinarily, ‘the
finality of [a] Bankruptcy Court’s orders following the
conclusion of direct review’ would ‘stan[d] in the way
of challenging [their] enforceability.”””** While the two
topics are related and sometimes overlap in their analy-
ses,” the Supreme Court analyzed the Espinosa case
according to the grounds on which relief from a final
judgment may be obtained from the court issuing the
judgment and not according to the preclusion principles
of res judicata.

Civil Rule 60(b), Bankruptcy Rule 9024, and
Code § 1330(a)

The appropriate analytical framework for Espinosa,
therefore, is determining the availability of relief from
a final judgment. When that final judgment is an order
confirming a plan, though, there is some ambiguity re-
garding the available grounds for relief.

Finality of a confirmed plan is a sufficiently impor-
tant matter that it is explicitly addressed by statute in all
of the Code’s rehabilitation chapters (11, 12, and 13).
Code § 1327(a) expressly provides that “[t]he provisions
of a confirmed plan bind the debtor and each creditor,
whether or not the claim of such creditor is provided
for by the plan, and whether or not such creditor has
objected to, has accepted, or has rejected the plan,”?® and
Chapters 11 and 12 contain similar statutory provisions
in § 1141(a) and § 1227(a). The binding effect of a con-
firmed Chapter 13 plan is further reinforced by Code §
1330(a) (paralleled in Chapters 11 and 12 by §§ 1144,
1230(a)), which provides that “[o]n request of a party
in interest within 180 days after the date of the entry of
an order of confirmation..., and after notice and a hear-
ing, the court may revoke such order if such order was
procured by fraud.”?’
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Thus while the typical “‘exception to finality’ that
‘allows a party to seek relief from a final judgment, and
request reopening of his case, under a limited set of cir-
cumstances,’””?® is Civil Rule 60(b), entitled “Grounds
for Relief from a Final Judgment, Order, or Proceeding,”
Code § 1330(a) seems to limit relief from a final con-
firmation order to only one of the several grounds avail-
able under Rule 60(b)—fraud—and only if raised within
the 180-day time limit set by § 1330(a), rather than the
one-year time limit* for raising fraud under Rule 60(b)
(3).* Moreover, Bankruptcy Rule 9024, which pro-
vides that “Rule 60 F.R.Civ.P. applies in cases under the
[Bankruptcy] Code,” qualifies the general applicability
of Civil Rule 60(b) with the proviso “except that... (3)
a complaint to revoke an order confirming a plan [for
fraud] may be filed only within the time allowed by §
1144, § 1230, or § 1330” in order to “make it clear that
the time periods established by [the Bankruptcy Code]
may not be circumvented by the invocation of ER.Civ.P.
60(b).”*!

If this is the appropriate interpretation of Code §
1330(a)—that it essentially precludes resort to Rule
60(b) to obtain relief from a final confirmation order—
then § 1330(a) is a formidable reinforcement of the ef-
fectiveness of discharge-by-declaration. United did not
contend that Espinosa procured confirmation of his plan
by “fraud,” nor did United seek relief from Espinosa’s
confirmation order within 180 days of its entry. Courts
refusing to give effect to discharge-by-declaration,
though, created uncertainty as to whether that is, in fact,
the appropriate interpretation of Code § 1330(a). For ex-
ample, the Second Circuit concluded that a student loan
creditor’s action to invalidate a discharge-by-declaration
provision “is not, however, an action to revoke a con-
firmation order, but rather to declare one of the provi-
sions of a confirmed plan void ab initio [under Civil
Rule 60(b)(4)]. Accordingly, [the creditor] was bound
only by the ‘reasonable time’ limitations of Rule 60(b)
(4), which have been interpreted permissively.”*

The Supreme Court in Espinosa, while noting the
disagreement among the circuits regarding the appropri-
ate interpretation of Code § 1330(a), did not resolve that
issue because the parties had not raised it in the lower
courts. Thus Espinosa had effectively waived reliance
on Code § 1330(a) as protecting the discharge-by-decla-
ration provision of his confirmed plan, and the Supreme
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Court noted that “even under a theory that would treat
United’s Rule 60(b)(4) motion as a ‘complaint to re-
voke’ the plan, United’s failure to file its motion within
§ 1330’s 180-day deadline and its failure to seek relief
on the basis of fraud” were not “jurisdictional” defects
that could be raised (and that the Court was obligated
to address) for the first time on appeal.** The Court,
therefore, limited its decision to whether the discharge-
by-declaration provision of Espinosa’s plan was “void”
within the meaning of Civil Rule 60(b)(4).

A Discharge-by-Declaration Provision Is Not
Void

United sought to set aside the discharge-by-declara-
tion provision of Espinosa’s confirmed plan under Civil
Rule 60(b)(4), which authorizes relief from a final judg-
ment if “the judgment is void.” Since “a motion under
Rule 60(b)(4) is not a substitute for a timely appeal,”*
the conditions that render a judgment void are extremely
limited. Justice Thomas described those conditions as
follows:

[I]t suffices to say that a void judgment is one so
affected by a fundamental infirmity that the infir-
mity may be raised even after the judgment be-
comes final. The list of such infirmities is exceed-
ingly short; otherwise, Rule 60(b)(4)’s exception
to finality would swallow the rule.

“A judgment is not void,” for example, “simply
because it is erroneous.... Instead, Rule 60(b)(4)
applies only in the rare instance where a judgment
is premised either on a certain type of jurisdic-
tional error or on a violation of due process that
deprives a party of notice or the opportunity to be
heard.*

The Court concluded that neither of these deficien-
cies existed that could deprive the discharge-by-dec-
laration provision of Espinosa’s confirmed plan of its
presumptive binding effect.

Jurisdiction to Confirm a Discharge-by-
Declaration Provision

Neither aspect of the two procedural defects exploit-
ed by discharge-by-declaration is properly characterized
as “‘jurisdictional” in nature. First, discharge-by-decla-
ration is accomplished without initiation of an adver-
sary proceeding by the debtor to have the student loan
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debt declared dischargeable—the process that is clearly
required by Bankruptcy Rule 7001(6). However, seek-
ing a discharge determination through a contested mat-
ter rather than an adversary proceeding does not deprive
the bankruptcy court of subject-matter jurisdiction to or-
der the requested relief. Indeed, the Bankruptcy Rules,
by their terms, do not even purport to (nor could they)
circumscribe bankruptcy courts’ jurisdiction.*® “Only
Congress may determine a lower federal court’s subject-
matter jurisdiction,”” and consequently, the Bankruptcy
Rules are “‘procedural rules adopted by the Court for
the orderly transaction of its business’ that are ‘not ju-
risdictional.””*®

Second, although Code § 523(a)(8) requires a finding
of undue hardship in order to discharge a student loan
debt, discharge-by-declaration is characteristically ac-
complished (as in Espinosa’s case) without any showing
or even a plan recital of undue hardship. While it may
be reversible error to confirm a plan discharging stu-
dent loan debt without an affirmative finding of undue
hardship, that “is a precondition to obtaining a discharge
order, not a limitation on the bankruptcy court’s juris-
diction” to discharge the debt.*

Given that “a judgment is void because of a jurisdic-
tional defect” only in “the exceptional case in which the
court that rendered judgment lacked even an ‘arguable
basis’ for jurisdiction” and given that the defects pro-
ducing discharge-by-declaration are not even properly
characterized as jurisdictional in nature, a discharge-
by-declaration provision of a confirmed plan cannot be
considered void for want of jurisdiction.

Due Process and Discharge-by-Declaration

Because discharge-by-declaration denies a student
loan creditor the benefit of service of a summons and
complaint initiating an adversary proceeding seeking an
undue hardship determination, three circuits had held
that it denies the student loan creditor the due process
of law guaranteed by the Fifth Amendment.* Indeed, in
a different context, the Third Circuit has gone so far as
to hold that “where the Rules require an adversary pro-
ceeding—which entails a fundamentally different, and
heightened, level of procedural protections—to resolve
a particular issue, a creditor has the due process right
not to have that issue resolved without one.”** Judge

A3,

Kozinski’s Espinosa opinion was particularly critical of
this line of reasoning:

The standard for what amounts to constitution-
ally adequate notice... is fairly low; it’s “notice
reasonably calculated under all the circumstances,
to apprise interested parties of the pendency of the
action and afford them an opportunity to present
their objections.” Mullane v. Cent. Hanover Bank

& Trust Co., 339 U.S. 306, 314 (1950)....

.... If a party is adequately notified of a pend-
ing lawsuit, it is deemed to know the consequences
of responding or failing to respond, even if gain-
ing actual knowledge requires inquiry into court
files, hiring a lawyer, or conducting legal research.
Indeed, it would be virtually impossible to operate
a legal system if due process required more notice
than that.

As noted, [United] here did receive actual no-
tice of Espinosa’s [proposed plan] .... Because
“due process does not require actual notice,” Jones
v. Flowers, 547 U.S. 220, 225 (20006), it follows a
fortiori that actual notice satisfies due process. We
find the argument that the Constitution requires
something more than actual notice strained to the
point of the bizarre.

The notices [United] received also warned of
the consequences of failing to object—which is
more than due process requires. A creditor receiv-
ing such notice would have known that its debt
could be adversely affected by the proposed plan,
and that it needed to file an objection if it wished
to avoid that result. [United] raised no such ob-
jection, nor did it appeal the order confirming the
plan. We cannot say that [United] was taken by
surprise or was denied due process....

The three circuits that have held that the credi-
tor is denied due process in circumstances such as
these appear to have a different understanding of
what due process requires. As best we can follow
their reasoning, it is that a creditor who is entitled
to heightened notice by statute is also entitled to
such heightened notice as a matter of due pro-
cess....

.... [W]e find it both wrong and dangerous to
hold that the standard for what amounts to con-
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stitutionally adequate notice can be changed by
legislation. The constitutional standard, as we un-
derstand it, requires that a party affected by the
litigation obtain sufficient notice so that it is able
to take steps to defend its interests. Congress can,
of course, give rights to additional notice, but we
find it difficult to see how this can affect the floor
provided by due process—either to increase or di-
minish it.

.... We reject the idea that a creditor who is in
the business of administering student loans has
a constitutional right to ignore a properly served
notice that clearly specifies that its debt will be
discharged on successful completion of the plan.*

The Supreme Court’s unanimous Espinosa opinion
essentially summarily adopted Judge Kozinski’s analy-
sis, noting that “[h]ere, United received actual notice
of the filing and contents of Espinosa’s plan. This more
than satisfied United’s due process rights.”**

The Supposed Statutory Conflict Between Plan
Finality and Plan Confirmation

Two circuits refused to give binding effect to dis-
charge-by-declaration provisions of a confirmed plan by
pointing to a supposed statutory conflict between Code
§ 1327(a), affording finality to the provisions of a con-
firmed plan, and the Code’s plan confirmation require-
ments.*

Code § 1328(a)(2) provides that “after completion by
the debtor of all payments under the plan,... the court
shall grant the debtor a discharge of all debts provided
for by the plan..., except any debt... of the kind speci-
fied in... paragraph... (8)... of section 523(a),” and
Code § 523(a)(8) categorically excepts student loan
debts from discharge “unless excepting such debt from
discharge... would impose an undue hardship on the
debtor and the debtor’s dependents.” This student loan
discharge exception was “intended to be self-executing”
such that the creditor “is not required to file a complaint
to determine the nondischargeability of any student
loan,”* and “[u]nless the debtor affirmatively secures
a hardship determination, the discharge order will not

include a student loan debt.”¥’

Code § 1325(a)(1) requires confirmation of a plan
only if “the plan complies with the provisions of this
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chapter [13] and with the other applicable provisions
of” the Bankruptcy Code. Inclusion of a plan provision
providing for discharge-by-declaration of a student loan
debt without an undue hardship determination of course
does not comply with the applicable requirements of the
Code outlined above. Because a bankruptcy court has no
authority to confirm a plan containing such a provision,
so the argument goes, such a plan provision is void.

Judge Kozinski’s observation regarding the supposed
conflict between these plan confirmation requirements
and the Code’s plan finality provision, § 1327(a), once
again, is most apt: There is “no such conflict; both [sets
of] provisions can operate fully, within their proper
spheres.”® Justice Thomas characterized this argument
as an attempt “to expand the universe of judgment de-
fects that support Rule 60(b)(4) relief.”* Indeed, at bot-
tom, it seems to be nothing more than an argument that
legal error renders the resulting judgment void. This, of
course, runs directly counter to Justice Thomas’s basic
admonitions that “a motion under Rule 60(b)(4) is not
a substitute for a timely appeal,” and “[a] judgment is
not void... simply because it is or may have been er-
roneous.” Thus Justice Thomas also saw no “conflict”
between the Code’s confirmation requirements and the
Code’s plan finality provision that could render the
discharge-by-declaration provision of Espinosa’s con-
firmed plan void:

Given the Code’s clear and self-executing re-
quirement for an undue hardship determination,
the Bankruptcy Court’s failure to find undue hard-
ship before confirming Espinosa’s plan was a legal
error. But the order remains enforceable and bind-
ing on United because United had notice of the er-
ror and failed to object or timely appeal.... Rule
60(b)(4) does not provide a license for litigants to
sleep on their rights....

Rule 60(b)(4) strikes a balance between the
need for finality of judgments and the importance
of ensuring that litigants have a full and fair op-
portunity to litigate a dispute. Where, as here, a
party is notified of a plan’s contents and fails to
object to confirmation of the plan before the time
for appeal expires, that party has been afforded a
full and fair opportunity to litigate, and the party’s
failure to avail itself of that opportunity will not
justify Rule 60(b)(4) relief.>!
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The Future of Discharge-by-Declaration

There are two opposite-extreme attitudes toward the
practice of discharge-by-declaration of student loan
debts. One camp views the practice as an improper at-
tempt to obtain discharge of student loans by stealth—a
view that obviously colored the finality analysis of the
majority circuits before Espinosa. Professor Frost nice-
ly summarizes this sentiment:

[T]he heart of the concern that student lenders have
with discharge-by-declaration [is] that the notice
the debtors provide in discharge-by-declaration
cases is not intended by the debtors to apprise the
student loan creditor of the effect of the plan on its
claim. On the contrary, the debtor has every hope
that the lender will miss the notice.... Further,
the heightened notice requirement in the Code
and Rules reflects the reality that student lenders
face.... [T]he flood of paperwork that character-
izes the bankruptcy process requires clear rules to
permit creditors to “know what notices to notice
as opposed to the notices that are deafening legal
background noise.” At the same time, it is nearly
costless for a debtor to insert language into the
plan in an effort to achieve a discharge of student
loan debt without the need to prove undue hard-
ship.”

The opposite attitude is that discharge-by-declaration
is an efficient practice that has evolved to facilitate dis-
charge without costly and unnecessary additional pro-
cedural hurdles in those cases where undue hardship is
(or would be in any event) uncontested—a triumph of
the flexibility of judicial processes to accommodate the
factual and economic realities of particular cases. Judge
Kozinski articulates this laudable vision of discharge-
by-declaration, which obviously reinforced his convic-
tion regarding finality of discharge-by-declaration:

If a debtor proposes to discharge a student loan
debt without invoking the special procedures ap-
plicable to such debts, the creditor can object to
the plan until the debtor shows undue hardship in
an adversary proceeding.

But there are many reasons a student loan credi-
tor might not object to such a Chapter 13 plan. The
creditor might, for example, believe that the debtor
would be able to make a convincing showing of

70 ,

undue hardship, and thus, sees no point in wast-
ing the debtor’s money, and its own, litigating the
issue. Or, the creditor may decide that a Chapter
13 plan presents its best chance of collecting most
of the debt, rather than spending years trying to
squeeze blood out of a turnip. Or, the creditor may
hope that the debtor will make some payments on
the plan but ultimately fail to complete it [and re-
ceive no Chapter 13 discharge], in which case the
creditor will have collected a portion of the debt
and still be free to collect the rest later. Or, the
creditor may overlook the notice or fail to under-
stand its legal implications.

Regardless, when the creditor is served with no-
tice of the proposed plan, it has a full and fair op-
portunity to insist on the special procedures avail-
able to student loan creditors by objecting to the
plan on the ground that there has been no undue
hardship finding. Rights may, of course, be waived
or forfeited, if not raised in a timely fashion. This
doesn’t mean that those rights are ignored, or that
a judgment that is entered after a party fails to as-
sert them conflicts with the statutory scheme or is
somehow invalid.

* ok ok

....[T]he creditor in our case (as in those oth-
er cases) did get proper notice of the proposed
Chapter 13 plan, and so knew perfectly well that
if the plan were approved and satisfied, the debtor
would be granted a discharge of the student debt
listed in the plan.... But [United] didn’t object to
the plan and didn’t appeal the order confirming
the plan, as it well could have. Instead, it accepted
the payments made by the debtor during the plan’s
life and then acted as if the whole thing never hap-
pened.

It makes a mockery of the English language and
common sense to say that [United] wasn’t given
[adequate] notice, or was somehow ambushed or
taken advantage of.... [I]t’s not clear why letting
the creditor know, in plain terms, that its rights will
be impaired by the proposed plan—and then leav-
ing it up to the creditor and his lawyers to figure
out what objections or remedies are available—
doesn’t satisfy the [applicable] notice[] standard.
After all, we aren’t talking here about destitute
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widows and orphans, or people who don’t speak
English or can’t afford a lawyer. The creditors in
such cases are huge enterprises whose business
it is to administer the very kinds of debts here in
question. If this kind of notice to sophisticated
parties who have ample resources to protect their
rights is inadequate ..., then the concept of notice
has no meaning and [finality] is a fairy tale.>

Indeed, Judge Kozinsky was so committed to the
“efficiency” vision of discharge-by-declaration that he
overruled all Ninth Circuit case law holding that bank-
ruptcy judges have the authority to sua sponte withhold
confirmation of (and perhaps even sanction debtors or
debtors’ counsel proposing) plans containing discharge-
by-declaration provisions in the absence of creditor ob-
jection:

We find it highly unlikely that a creditor whose
business it is to administer student loans will be
misled by the customary bankruptcy procedures
[for plan confirmation] or somehow be bamboo-
zled into giving up its rights by crafty student debt-
ors. If the creditor is notified and fails to object, it
is doubtless the result of a careful calculation that
this course is the one most likely to yield repay-
ment of at least a portion of the debt. In such cir-
cumstances, bankruptcy courts have no business
standing in the way. Cases [withholding confir-
mation in such circumstances] are, to that extent,
overruled.*

Judge Kozinski thus held “that bankruptcy courts
must confirm a plan proposing the discharge of a stu-
dent loan debt [through a plan provision and] without
a determination of undue hardship in an adversary pro-
ceeding unless the creditor timely raises a specific ob-
jection.”> The Supreme Court, though, disagreed with
this aspect of Judge Kozinski’s Espinosa opinion, saying
that it “was a step too far.>® The Supreme Court divined
from Code § 1325(a)(1) an affirmative obligation “that
the bankruptcy court must make an undue hardship
finding even if the creditor does not request one.””’

Given the Code’s clear and self-executing re-
quirement for an undue hardship determination,
the Bankruptcy Court’s failure to find undue hard-
ship before confirming Espinosa’s plan was a legal
error... ..
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...[A] Chapter 13 plan that proposes to dis-
charge a student loan debt without a determina-
tion of undue hardship violates §§ 1328(a)(2) and
523(a)(8). Failure to comply with this self-execut-
ing requirement should prevent confirmation of
the plan even if the creditor fails to object, or to
appear in the proceeding at all. That is because §
1325(a) instructs a bankruptcy court to confirm
a plan only if the court finds, infer alia, that the
plan complies with the “applicable provisions™ of
the Code. Thus, contrary to the Court of Appeals’
assertion, the Code makes plain that bankruptcy
courts have the authority—indeed, the obliga-
tion—to direct a debtor to conform his plan to the
requirements of §§ 1328(a)(2) and 523(a)(8).%

How, then, does a Chapter 13 debtor conform his plan
to the requirements of §§ 1328(a)(2) and 523(a)(8) after
Espinosa? Because Espinosa’s plan made no mention of
undue hardship and justified discharge-by-declaration
of Espinosa’s student loan debt on other (apparently
spurious) grounds, it plainly did not comply with §§
1328(a)(2) and 523(a)(8). Therefore, a conscientious
bankruptcy judge confronted with such a proposed plan
after Espinosa, attempting good faith compliance with
the statutory directive articulated therein, would be
compelled to deny confirmation of that proposed plan
even in the absence of creditor objection.

What if, however, the debtor’s proposed plan con-
tained the following provision?: “Any student loan debt
not paid under this Plan shall be discharged upon suc-
cessful completion of this Plan because payment of any
greater amount would impose an undue hardship on the
debtor and the debtor’s dependents.” If notice of the con-
firmation hearing apprises student loan creditors of this
proposed discharge-by-declaration provision and stu-
dent loan creditors interpose no objections to that pro-
posed plan, can the bankruptcy judge confirm that plan
after Espinosa? The answer seems to be, yes, based on
the following portion of the Espinosa opinion:

We are mindful that conserving assets is an
important concern in a bankruptcy proceeding.
We thus assume that, in some cases, a debtor and
creditor may agree that payment of a student loan
debt will cause the debtor an undue hardship suf-
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ficient to justify discharge. In such a case, there is
no reason that compliance with the undue hard-
ship requirement should impose significant costs
on the parties or materially delay confirmation of
the plan. Neither the Code nor the Rules prevent
the parties from stipulating to the underlying facts
of undue hardship, and neither prevents the credi-
tor from waiving service of a summons and com-
plaint. But to comply with § 523(a)(8)’s directive,
the bankruptcy court must make an independent
determination of undue hardship before a plan is
confirmed, even if the creditor fails to object or
appear in the adversary proceeding.”

Of course, seeking discharge through plan confir-
mation proceedings rather than a separate adversary
proceeding, with no creditor objection, can certainly
be construed as “the creditor... waiving service of a
summons and complaint.” Moreover, the most expe-
ditious means of “stipulating to the underlying facts,”
particularly when one is “mindful that conserving assets
is an important concern in bankruptcy proceedings,” is
not through formally filed or entered stipulations but
rather is by simply requesting relief with accompany-
ing allegations as to “the underlying facts” supporting
the requested relief, which the bankruptcy court then
grants in the absence of any objection to the requested
relief. One can expect, therefore, that those bankruptcy
judges who share Judge Kozinski’s “efficiency” vision
of discharge-by-declaration will continue to confirm
uncontested discharge-by-declaration plans in the most
efficient manner.

Those bankruptcy judges who consider discharge-
by-declaration to lie somewhere between questionable
practice and attempted theft, however, will undoubt-
edly deny confirmation of the posited, uncontested
discharge-by-declaration plan without something more
(e.g., some evidentiary showing or proffer at confirma-
tion regarding undue hardship) or simply never permit
discharge-by-declaration and require commencement of
a separate adversary proceeding, with some courts per-
haps even continuing to impose sanctions for the filing
of a plan containing a discharge-by-declaration provi-
sion,® a possibility that the Supreme Court expressly
acknowledged:

United argues that our failure to declare the
Bankruptcy Court’s order void will encourage un-

7010

scrupulous debtors to abuse the Chapter 13 pro-
cess by filing plans proposing to dispense with
the undue hardship requirement in the hopes the
bankruptcy court will overlook the proposal and
the creditor will not object. In the event the ob-
jectionable provision is discovered, United claims,
the debtor can withdraw the plan and file another
without penalty.

We acknowledge the potential for bad-faith
litigation tactics. But ... “[d]ebtors and their at-
torneys face penalties under various provisions
for engaging in improper conduct in bankruptcy
proceedings.” The specter of such penalties should
deter bad-faith attempts to discharge student loan
debt without the undue hardship finding Congress
required.®!

The Supreme Court, therefore, seems to have left
open a wide range of permissible practices for discharge-
by-declaration of student loan debt. Consequently, dis-
charge-by-declaration will likely continue to be yet an-
other aspect of Chapter 13 bankruptcies where the com-
plex phenomenon often called “local legal culture”®
will determine the prevailing practice.

1. 11 US.C.A. § 523(a)(8).
2. 11 US.C.A. § 1327(a).

3. See Ralph Brubaker, Use It or Lose It (But Don’t Abuse It),
20 Bankr. L. Letter No. 9, (Sep. 2000) at 1, 7-10.

4. See Christopher W. Frost, Discharge-by-Declaration: The
Ninth Circuit Flies Solo, 28 Bankr. L. Letter No. 11 (Nowv.
2008) at 6-9.

5. See In re Mersmann, 505 F.3d 1033, 58 Collier Bankr.
Cas. 2d (MB) 1112, Bankr. L. Rep. (CCH) P 81039 (10th
Cir. 2007) (abrogated by, United Student Aid Funds, Inc.
v. Espinosa, 130 S. Ct. 1367, 176 L. Ed. 2d 158, Bankr. L.
Rep. (CCH) P 81716 (2010)); Whelton v. Educational Credit
Management Corp., 432 F3d 150, 204 Ed. Law Rep. 492,
Bankr. L. Rep. (CCH) P 80486 (2d Cir. 2005) (abrogated by,
United Student Aid Funds, Inc. v. Espinosa, 130 S. Ct. 1367,
176 L. Ed. 2d 158, Bankr. L. Rep. (CCH) P 81716 (2010));
In re Ruehle, 412 F.3d 679, 54 Collier Bankr. Cas. 2d (MB)
770, 199 Ed. Law Rep. 84, Bankr. L. Rep. (CCH) P 80308,
2005 FED App. 0275P (6th Cir. 2005) (abrogated by, United
Student Aid Funds, Inc. v. Espinosa, 130 S. Ct. 1367, 176
L. Ed. 2d 158, Bankr. L. Rep. (CCH) P 81716 (2010)); In re
Hanson, 397 F.3d 482, 53 Collier Bankr. Cas. 2d (MB) 1244,
195 Ed. Law Rep. 93, Bankr. L. Rep. (CCH) P 80233, 60
Fed. R. Serv. 3d 922 (7th Cir. 2005) (abrogated by, United
Student Aid Funds, Inc. v. Espinosa, 130 S. Ct. 1367, 176
L. Ed. 2d 158, Bankr. L. Rep. (CCH) P 81716 (2010)); In re
Banks, 299 F.3d 296, 48 Collier Bankr. Cas. 2d (MB) 1655,

© 2010 Thomson Reuters



American Bankruptey Institute

Bankruptcy Law Letter

Volume 30 Issue 6

169 Ed. Law Rep. 22, Bankr. L. Rep. (CCH) P 78702 (4th
Cir. 2002) (abrogated by, United Student Aid Funds, Inc. v.
Espinosa, 130 S. Ct. 1367, 176 L. Ed. 2d 158, Bankr. L. Rep.
(CCH) P 81716 (2010)).

6. See Espinosa v. United Student Aid Funds, Inc., 553 F.3d
1193 (9th Cir. 2008), cert. granted, 129 S. Ct. 2791, 174 L.
Ed. 2d 289 (2009) and judgment aff’d, 130 S. Ct. 1367, 176
L. Ed. 2d 158, Bankr. L. Rep. (CCH) P 81716 (2010); In re
Pardee, 193 F.3d 1083, Bankr. L. Rep. (CCH) P 78022 (9th
Cir. 1999).

7. United Student Aid Funds, Inc. v. Espinosa, 130 S. Ct. 1367,
176 L. Ed. 2d 158, Bankr. L. Rep. (CCH) P 81716 (2010).

8. Espinosa, 553 F.3d at 1201 n.4.
9. Espinosa, 553 F.3d at 1201 n.4.
10. Espinosa, 553 F.3d at 1201 n.4.
11. Espinosa, 553 F.3d at 1201 n.4.
12. Espinosa, 553 F.3d at 1197.

13. Espinosa v. United Student Aid Funds, Inc., 530 F.3d 895,
896, 234 Ed. Law Rep. 28, Bankr. L. Rep. (CCH) P 81262
(9th Cir. 2008).

14. Ralph Brubaker, Of State Sovereign Immunity and
Prospective Remedies: The Bankruptcy Discharge as
Statutory Ex parte Young Relief, 76 Am. Bankr. L. J. 461,
546 (2002).

15. S. Rep. No. 95-989, at 79 (1978).

16. Tennessee Student Assistance Corp. v. Hood, 541 U.S. 440,
450, 124 S. Ct. 1905, 158 L. Ed. 2d 764, 43 Bankr. Ct. Dec.
(CRR) 1, 51 Collier Bankr. Cas. 2d (MB) 627, Bankr. L. Rep.
(CCH) P 80098 (2004).

17. Espinosa, 553 F.3d at 1201 n.4.

18. Espinosa, 530 F.3d at 899 (citation omitted).
19. Espinosa, 530 F.3d at 899.

20. Espinosa, 553 F.3d at 1197.

21. Inre Pardee, 193 F.3d 1083, Bankr. L. Rep. (CCH) P 78022
(9th Cir. 1999).

22. Espinosa, 553 F.3d at 1200.
23. Espinosa, 130 S.Ct. at 1376 (citation omitted).

24. Espinosa, 130 S.Ct. at 1376 (quoting Travelers Indem. Co. v.
Bailey, 129 S. Ct. 2195,2198-99, 174 L. Ed. 2d 99, 51 Bankr.
Ct. Dec. (CRR) 210, 61 Collier Bankr. Cas. 2d (MB) 1441,
Bankr. L. Rep. (CCH) P 81505 (2009)).

25. See David L. Shapiro, Civil Procedure: Preclusion in Civil
Actions 6-7 (2001).

26. 11 US.C.A. § 1327(a)
27. 11 US.C.A. § 1330(a)
28. Espinosa, 130 S.Ct. at 1376.

29. See Fed. R. Civ. P. 60(c)(1) (time limits for Rule 60(b) mo-
tions).

30. See Inre Fesq, 153 E.3d 113, 40 Collier Bankr. Cas. 2d (MB)
768, Bankr. L. Rep. (CCH) P 77778 (3d Cir. 1998).

© 2010 Thomson Reuters

31.
32.
33.
34.
35.
36.

37.

38.

39.
40.
41.

42.

43.
44.
45.
46.
47.
48.
49.
50.
51.
52.

53.
54.
55.
56.
57.
58.
59.
60.

61.
62.

Advisory Committee notes to Fed. R. Bankr. P. 9024.
Whelton, 432 F.3d at 156 n.2.

Espinosa, 130 S.Ct. at 1376 n.9.

Espinosa, 130 S.Ct. at 1377.

Espinosa, 130 S.Ct. at 1377.

See Fed. R. Bankr. P. 9030 (“These rules shall not be con-
strued to extend or limit the jurisdiction of the courts or the
venue of any matters therein”).

Kontrick v. Ryan, 540 U.S. 443, 452, 124 S. Ct. 906, 157 L.
Ed. 2d 867, 42 Bankr. Ct. Dec. (CRR) 100, 50 Collier Bankr.
Cas. 2d (MB) 969, Bankr. L. Rep. (CCH) P 80031 (2004).

Espinosa, 130 S.Ct. at 1378 (quoting Kontrick v. Ryan, 540
U.S. at 454).

Espinosa, 130 S.Ct. at 1378.
Espinosa, 130 S.Ct. at 1377.

Ruehle, 412 F.3d 679; Hanson, 397 F.3d 482; Banks, 299
F.3d 296.

In re Mansaray-Ruffin, 530 F.3d 230, 242, Bankr. L. Rep.
(CCH) P 81265 (3d Cir. 2008).

Espinosa, 553 F.3d at 1204 (footnotes omitted).
Espinosa, 130 S.Ct. at 1378.

Mersmann, 505 F.3d 1033; Whelton, 432 F.3d 150.
S. Rep. No. 95-989, at 79 (1978).

Hood, 541 U.S. at 450.

Espinosa, 553 F.3d at 1198.

Espinosa, 130 S.Ct. at 1378.

Espinosa, 130 S.Ct. at 1377.

Espinosa, 130 S.Ct. at 1380 (citation omitted).

Christopher W. Frost, Discharge-by-Declaration: The Ninth
Circuit Flies Solo, 28 Bankr. L. Letter No. 11 (Nov. 2008) at
6, 8 (footnotes omitted).

Espinosa, 553 F.3d at 1198-1201 (citations omitted).
Espinosa, 553 F.3d at 1205.

Espinosa, 130 S.Ct. at 1380.

Espinosa, 130 S.Ct. at 1380.

Espinosa, 130 S.Ct. at 1379.

Espinosa, 130 S.Ct. at 1380-81 (citations omitted).
Espinosa, 130 S.Ct. at 1381.

See, e.g., In re Lemons, 285 B.R. 327 (Bankr. W.D. Okla.
2002); In re Hensley, 249 B.R. 318 (Bankr. W.D. Okla. 2000);
In re Evans, 242 B.R. 407 (Bankr. S.D. Ohio 1999).

Espinosa, 130 S.Ct. at 1381-82 (citations omitted).

See Jean Braucher, Lawyers and Consumer Bankruptcy: One
Code, Many Cultures, 67 Am. Bankr. L.J. 501 (1993).

73



74

CHicaco CoNSUMER BANKRUPTCY CONFERENCE



American Bankruptey Institute

Bankruptcy Law Letter

Vol. 30, No. 8

The Supreme Court and
Exemption Practice, or Why a
Consumer Debtor Needs a
Good Bankruptcy Lawyer

By Ralph Brubaker

In Schwab v. Reilly,! the Supreme Court has issued
a decision with nearly as much practical significance
to exemption practice as its 1992 decision in Taylor v.
Freeland & Kronz,* which was an extremely effective
prod to trustee diligence in timely objecting to unwar-
ranted exemption claims. By contrast, Schwab v. Reilly
puts the onus on debtors (or, more accurately, debtors’
counsel) to very explicitly (and somewhat counterintui-
tively—thus the need for a good lawyer) declare their
intentions for a claimed exemption under any dollar-
capped exemption provision.

Taylor v. Freeland & Kronz: Property Claimed
as Exempt Without Objection Is Exempt

Enactment of the Bankruptcy Code in 1978 effected
a dramatic change in exemption practice. Under the
Bankruptcy Act of 1898, as today, the bankrupt was
“required to schedule all his property, and to make ‘a
claim for such exemptions as he may be entitled to.””
Thereafter, though, it was “the duty of the trustees to ‘set
apart the bankrupt’s exemptions and report the items and
estimated value thereof to the court as soon as practicable
after their appointment.” If the bankrupt disagreed with
the trustee’s exemption report, it was the bankrupt who
had to file an objection thereto with the bankruptcy court,
which was expressly vested with jurisdiction to “deter-
mine all claims of bankrupts to their exemptions.” In the
absence of an objection by the debtor, the property re-
ported as exempt by the trustee was exempt and never
formed part of the bankrupt’s estate.
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This exemption regime, by virtue of the notion that
the exempt property never became part of the bank-
rupt’s estate at all, had the by-product of a significant
limitation on federal bankruptcy court’s jurisdiction
over (and consequent power to protect) the bankrupt’s
exempt property, which was entirely relegated to state
law and state courts.® The Bankruptcy Code codifies ex-
press protections of exempt property now guaranteed by
federal law, such as (1) § 522(c), which provides that
“[pJroperty that is properly exempted under § 522 is
(with some exceptions) immunized against liability for
prebankruptcy debts”;” (2) § 522(e), which invalidates
exemption waivers in favor of unsecured creditors; and
(3) § 522(f), which gives the debtor the power to avoid
certain exemption-impairing liens. To provide federal
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bankruptcy courts the jurisdictional basis to enforce
these protections, Code § 541(a)(1) provides that “all
legal or equitable interests of the debtor in property as
of the commencement of the case” become property of
the debtor’s bankruptcy estate. Thus an effective claim
of “exemption is an interest withdrawn from the estate
(and hence from the creditors) for the benefit of the
debtor.”® “No property can be exempted (and thereby
immunized [against liability for prebankruptcy debts
under § 522(c)]), however, unless it first falls within the
bankruptcy estate.””’

The Code also changed the default rules regard-
ing what property is or is not considered exempt.
Whereas the trustee’s exemption report was determi-
native in the absence of an objection under the 1898
Act, Code § 522(1) provides: “The debtor shall file
a list of property that the debtor claims as exempt
under subsection (b) of this section.... Unless a party
in interest objects, the property claimed as exempt on
such list is exempt.” In Taylor v. Freeland & Kronz,
the Supreme Court made clear that this applies to any
claimed exemption, even one with no colorable claim
to validity:

[The debtor] claimed the lawsuit proceeds as ex-
empt on a list filed with the Bankruptcy Court.
Section 522(1), to repeat, says that “[u]nless a
party in interest objects, the property claimed as
exempt on such list is exempt.” Rule 4003(b) gives
the trustee and creditors 30 days from the initial
creditors’ meeting to object. By negative impli-
cation, the Rule indicates that creditors may not
.. Section 522(1) therefore
has made the property exempt. [The trustee] can-

object after 30 days ..

not contest the exemption at this time whether or

not [the debtor] had a colorable statutory basis for
claiming it.'

Schwab v. Reilly: When Is a Claimed Exemption
Objectionable on Its Face?

In Schwab v. Reilly, the debtor was Nadejda
Reilly, a cook who operated a one-person catering
business and who had filed a Chapter 7 petition. In
her filed schedules, she attached to both Schedule
B (Personal Property) and Schedule C (Property
Claimed as Exempt) a handwritten list, denoted in
each schedule’s “Description of Property” as “See
attached list of business equipment.” The handwrit-
ten lists individually itemized all of the equipment
from the debtor’s catering business and for each item
also listed the price paid for the item and an item-
ized amount designated “Today’s Market Value.” The
debtor evidently totaled these latter figures to pro-
duce the “Current Market Value” figure of $10,718
that she listed on both Schedule B and Schedule C
in the “See attached list of business equipment” en-
tries on each schedule. In the Schedule C column for
“Value of Claimed Exemption,” the debtor had two
sub-entries aligned with the listed “business equip-
ment”—$1,850 claimed under the Code § 522(d)(6)
“tools of the trade” exemption and $8,868 claimed
under the Code § 522(d)(5) “wild card” exemp-
tion—which two amounts total the $10,718 that she
scheduled as the “Current Market Value of Property
Without Deducting Exemptions” for the listed “busi-

ness equipment.”

In summary form, the face of the debtor’s schedules

for these business equipment entries were as follows:
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SCHEDULE B — PERSONAL PROPERTY

TYPE OF PROPERTY DESCRIPTION AND LOCATION OF PROPERTY

CURRENT MARKET
VALUE OF DEBTOR'S
INTEREST IN PROPERTY
WITHOUT DEDUCTING
ANY SECURED CLAIM OR

EXEMPTION
27. Machinery, fixtures, equipment, and | See attached list of business equipment. 10,718.00
supplies used in business.
SCHEDULE C — PROPERTY CLAIMED AS EXEMPT
CURRENT MARKET

DESCRIPTION OF PROPERTY

SPECIFY LAW PROVIDING | VALUE OF CLAIMED | VALUE OF PROPERTY

See attached list of business equipment. |11 USC § 522(d)(6)

11 USC § 522(d)(5)

EACH EXEMPTION EXEMPTION WITHOUT DEDUCTING
EXEMPTIONS
SCHEDULE B—PERSONAL PROPERTY

1,850.00 10,718.00

8,868.00

The listed values for both of the claimed exemp-
tions applicable to the debtor’s business equipment were
within the then-applicable statutory dollar-value caps
on the debtor’s exemptible interest in the property, i.e.,
$1850 in § 522(d)(6) “tools of the trade” and $10,225 of
§ 522(d)(5) “wild card” property.

Before the meeting of creditors, an appraiser told the
debtor’s bankruptcy trustee that the debtor’s catering
equipment was worth at least $17,000, and at the meet-
ing of creditors, the trustee informed the debtor that he
planned to sell all of her business equipment. However,
the trustee did not object to the debtor’s claimed exemp-

© 2010 Thomson Reuters

tions in her business equipment. After lapse of the Rule
4003(b) 30-day objection limitations period, the trustee
moved the bankruptcy court for permission to sell the
debtor’s business equipment (and pay the debtor the val-
ue of her claimed exemptions from the sale proceeds).
The debtor objected, contending that her business equip-
ment was fully exempt upon the authority of Taylor v.
Freeland & Kronz, by virtue of the trustee’s failure to
timely object to her exemption claims. In the alterna-
tive, the debtor moved to dismiss her Chapter 7 case en-
tirely, stating that her business equipment not only had
tremendous sentimental value because “Reilly’s parents
purchased [it] for her despite their own financial dif-
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ficulties”!! but also that “she wishe[d] to continue in
restaurant and catering as her occupation” and so her
“business equipment... is necessary to her livelihood
and art.”"2

The bankruptcy court agreed with the debtor that
her business equipment was wholly exempt because of
the trustee’s failure to interpose a timely objection and
thus denied the trustee authority to sell the equipment
(and correspondingly denied the debtor’s motion to dis-
miss her Chapter 7 case). Both the district court and the
Third Circuit affirmed on appeal. The Supreme Court,
however, reversed, disagreeing with the contention that
a straightforward application of Taylor rendered the
debtor’s business equipment wholly exempt. Both the

reasoning and implications of the Court’s holding are

nuanced and thus require careful study.

Query: How Do You Claim the Full Value of an
Asset as Exempt?

The complication that the Schwab case exposes is one
that was also present in Taylor but that the Court and the
parties evidently glossed over in Taylor: did the debtor
claim an exemption for the entire value of the listed as-
set? The debtor in 7aylor scheduled the proceeds of an
ongoing lawsuit, as yet unliquidated, on her Personal
Property schedule with a claimed value of “unknown,”
and her corresponding exemption claim for this asset

appeared as follows:

SCHEDULE B-4 —PROPERTY CLAIMED EXEMPT

LOCATION, DESCRIPTION,
AND, SO FAR AS RELEVANT | SPECIFY THE STATUTE
TYPE OF PROPERTY TO THE CLAIM OF CREATING THE VALE)E(EC'\;Q_II_MED
EXEMPTION, PRESENT USE EXEMPTION
OF PROPERTY
Proceeds from lawsuit | Winn v. TWA
Claim for lost wages 11 USC § 522(b)(d) $ unknown

The parties in Taylor agreed that the debtor “did not
have a right to exempt more than a small portion of these
proceeds either under state law or under the federal ex-
emptions.””* The parties and the Supreme Court also
evidently assumed that, through the above-described
schedule entries, the debtor “in fact claimed the full
amount as exempt.”!* That, however, is not an inevitable
conclusion. Since the sum, if any, to be received from
the pending lawsuit was indeed unliquidated and “un-
known,” scheduling the “value claimed exempt” as “un-
known” is also fully consistent with a claim to exempt

less than the entire proceeds of the lawsuit.

78 ,

Many courts, therefore, have (not unreasonably) con-
cluded that scheduling both the value of the property and
the “value claimed exempt” as “unknown” was the de-
terminative indication that the debtor in 7aylor “claimed
the full amount as exempt.”'® This was the view of the
Third Circuit in Schwab:

Just as we perceive it was important to the Taylor
Court that the debtor meant to exempt the full
amount of the property by listing “unknown” as
both the value of the property and the value of the
exemption, it is important to us that [debtor] Reilly
valued the business equipment as $10,718 and

© 2010 Thomson Reuters
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claimed an exemption in the same amount. Such
an identical listing put [trustee] Schwab on notice
that Reilly intended to exempt the property fully.'®

As the Eleventh Circuit deduced, “an unstated premise
of the [Taylor] Court’s holding was that a debtor who
exempts the entire reported value of an asset is claiming
the ‘full amount,” whatever it turns out to be.”!’

In Schwab, though, the Court refuted this reading of
Taylor in an opinion written by Justice Thomas (who
also authored the 7aylor opinion). Now we are told that
the determinative facet of Taylor was not that the debtor
had claimed the entire scheduled value of the asset as
exempt (which was actually unclear in Taylor); rather,
Taylor turned on the fact that the claimed exemption
was objectionable on its face because the claim was not
limited to a specific dollar amount:

Critically, ... the debtor in Taylor did not, like
the debtor here, state the value of the claimed ex-
emption as a specific dollar amount at or below
the limits the Code allows. Instead, the debtor in
Taylor listed the value of the exemption itself as
“$ unknown” ...

The interested parties in Taylor agreed that this
entry rendered the debtor’s claimed exemption ob-
jectionable on its face because the exemption con-
cerned an asset (lawsuit proceeds) that the Code
did not permit the debtor to exempt beyond a spe-
cific dollar amount.... In 7aylor, the question con-
cerned a trustee’s obligation to object to the debt-
or’s entry of a “value claimed exempt” that was
not plainly within the limits the Code allows. In
this case, the opposite is true. The amounts Reilly
listed in the Schedule C column titled “Value of
Claimed Exemption” are facially within the limits
the Code prescribes and raise no warning flags that
warranted an objection.!®

Thus, in determining the “property that the debtor
claims as exempt” under Code § 522(1) and that “is ex-
empt” in the absence of an objection, the only relevant
entries on Schedule C are the description of the prop-
erty, the specification of the statutory provision un-
der which the exemption is claimed, and the “Value of

© 2010 Thomson Reuters

Claimed Exemption.” Schwab holds that these are the
only entries that comprise the “property that the debtor
claims as exempt” under Code § 522(1) and thus are the
only entries that the trustee need review in determining
whether to object to the debtor’s claimed exemptions.
Indeed, the Court noted that the “current market value”
column was not added to the exemptions schedule until
1991 and was not the result of any change in relevant

statutory language.

The entry for the value of a claimed exemption, by
contrast, is essential to the exemption claim because, as
the Schwab Court noted, that which § 522(1) declares
exempt in the absence of an objection is the “property
that the debtor claims as exempt under subsection (b).”
“[M]ost of these categories [of property exempted un-
der subsection (b)] define the ‘property’ a debtor may
‘claifm] as exempt’ as the debtor’s ‘interest’—up to a
specified dollar amount—in the assets described in the
category, not as the assets themselves.”'” This was the
case with the debtor’s claimed exemptions for her busi-

ness equipment in Schwab:

[Sections] 522(d)(5) and (6) define the “property
claimed as exempt” as an “interest” in Reilly’s
business equipment, not as the equipment per se.
Sections 522(d)(5) and (6) further and plainly state
that claims to exempt such interests are statutorily
permissible, and thus unobjectionable, if the value
of the claimed interest is below a particular dol-
lar amount. That is the case here, and Schwab was
entitled to rely upon these provisions in evaluating
whether Reilly’s exemptions were objectionable
under the Code.?

& %k ok ok

Schwab’s statutory duty to object to the exemp-
tions in this case turns solely on whether the value
of the property claimed as exempt exceeds statu-
tory limits because the parties agree that Schwab
had no cause to object to Reilly’s attempt to claim
exemptions in the equipment at issue, or to the ap-
plicability of the Code provisions Reilly cited in
support of her exemptions.?!
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Answer to Query: Do Not Schedule a Value for
“Value of Claimed Exemption”

Let us now explore the implications of the Court’s
emphasis on (1) the importance of the dollar value that
the debtor assigns to “value of claimed exemption” on
Schedule C; and (2) preserving the distinction between
exemptions “that permit debtors to exempt certain prop-
erty in kind or in full regardless of value”* and dollar-
capped exemptions for which the debtor’s exemption is
technically just an “interest” in the property—up to the
specified dollar-value cap—and not the property itself.
For any dollar-value capped exemption claim, Schwab
tells us that only the dollar value that the debtor enters
as “value of claimed exemption” is the “property the
debtor claims as exempt” and that “is exempt” in the
absence of an objection—and nothing more.

What that means for any dollar-capped exemption
claim is that the property is always at risk of being
seized and sold by the trustee if the trustee could (or be-
lieves that he could) sell the property for more than the
dollar value assigned as “value of claimed exemption”
on Schedule C, whether the trustee has objected to the
exemption claim or not. That, of course, is the upshot of
the Schwab holding for debtor Reilly in that case. She
claims exemptions for $10,718 for her business equip-
ment, out of the $12,075 total exemptible value available
to her under Code § 522(d)(5)-(6) at the time. Because
the property itself is property of the estate and Reilly
cannot exempt the property itself but only a specified
“interest” in that property, the trustee’s failure to object
to her exemption claims means that up to $10,718 of
value from her business equipment is exempt—nothing
more. The business equipment itself is still property of
the estate that the trustee is free to sell, in the hopes
of yielding more than $10,718 of net sales proceeds. If
the trustee sells the business equipment for $17,000, the
trustee would pay the debtor $10,718 with the balance
($6,282) available for distribution to creditors.

Note that the same is also true if the trustee only sells
the property for $12,000—an amount less than the full
$12,075 of exemptible value available to Reilly under
Code §§ 522(d)(5)-(6). All Reilly theoretically would be
entitled to receive is the value that she claimed as ex-
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empt on her Schedule C—$10,718—although a debtor’s
unfettered right to amend her schedules “as a matter of
course at any time before the case is closed”** should en-
able Reilly to claim and capture the full sales proceeds
as exempt. Amending her schedules to claim and capture
the full $12,075 of exemptible value is also available to
Reilly in the above-posited case of a sale for $17,000.

What if the trustee sells the property for only
$10,000—1Iess than the amount that the debtor claimed
as exempt? Well, since the debtor’s exemption is still only
an “interest” in the property sold, that “interest” would
seem to be limited by the property itself (in much the
same way as a lien “interest” is so limited). This would
mean that the debtor would only receive the $10,000
that an actual sale of the property fetched, notwithstand-
ing the debtor’s uncontested claim to more on Schedule
C. Consequently, trustees will have an incentive to sell
property in which the debtor has a dollar-capped exempt
“interest” if the trustee believes the property may bring
more than the full exemptible amount under the appli-
cable statutory provision, especially since there seems
to be no effective “penalty” to the trustee for being
wrong—other than just handing all of the sales proceeds
over to the debtor (if they turn out to be less than the
full exemptible amount). Note that the trustee’s power to
(and thus the risk that the trustee may) sell the property
continues until closing of the case.?

The resulting “cloud of uncertainty” that this casts
over a debtor’s ability to fully retain and use assets that
the debtor has valued at less than the full statutory ex-
emptible amount is what prompted a dissenting opinion
in Schwab by Justice Ginsburg, joined by Justice Breyer
and Chief Justice Roberts. Of course, one can expect
debtors (or, more accurately, savvy debtors’ counsel) to
counter this risk by essentially negating the determina-
tive effect that Schwab attributed to the dollar amount as-
signed to the “value of claimed exemption” on Schedule
C, in much the same way as did the debtor in 7Taylor—by
not assigning a dollar amount to the “value of claimed
exemption.”

Thus for any property that the debtor wishes and ex-
pects to fully retain, in kind, because its value is (accord-
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ing to the debtor’s valuation) less than the exemptible
amount available under the exemption statute at issue,
the debtor can bring finality to that expectation by
scheduling the value of the property only in the “cur-
rent market value” column of Schedule C but not in the
“value of claimed exemption” column. In the “value of
claimed exemption” column, the debtor should enter
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“full value,” “entire value,” “100%,” or a similar state-
ment indicating that the debtor is claiming the entire
value of the asset as exempt, whatever that value may
be. As the Schwab majority acknowledged, this move ef-
fectively invokes the 7aylor objection regime (that the

Schwab debtor failed to invoke):

Where, as here, it is important to the debtor to
exempt the full market value of the asset or the
asset itself, our decision will encourage the debtor
to declare the value of her claimed exemption in
a manner that makes the scope of the exemption
clear, for example, by listing the exempt value as
“full fair market value (FMV)” or “100% of FMV.”
Such a declaration will encourage the trustee to
object promptly to the exemption if he wished to
challenge it and preserve for the estate any value
in the asset beyond relevant statutory limits. If the
trustee fails to object ... the debtor will be entitled
to exclude the full value of the asset.?

Of course, as the Schwab dissenters point out, this
“trick” does not follow intuitively from the instructions
accompanying Schedule C and the applicable entry
headings and therefore provides yet another trap for the
unwary pro se debtor.
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Supreme Court Adopts the
Forward-Looking Approach to

Projected Disposable Income in
Chapter 13

By Ralph Brubaker

In Hamilton v. Lanning,' the Supreme Court has re-
solved a very knotty issue of statutory interpretation in-
troduced by the 2005 BAPCPA amendments. In an 8-to-
1 decision (with Justice Scalia as the lone dissenter), the
Court rejected the so-called “mechanical approach” to
determining a debtor’s § 1325(b)(1) “projected dispos-
able income” for purposes of confirming the debtor’s
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Chapter 13 plan in favor of the so-called “forward-look-
ing approach.”

The Potential Catch-22 in Lanning

The entire reason for the Chapter 7 “means test” cod-
ified by BAPCPA is to kick supposed “can pay” debtors
out of Chapter 7 on the rationale that they could repay a
significant portion of their debts through a Chapter 13
repayment plan. This rationale seems to presuppose that
the “can pay” debtor denied Chapter 7 relief will, in fact,
be permitted to confirm a Chapter 13 repayment plan.
BAPCPA’s coordinating mechanisms, however, contain
one serious glitch that threatened to deny some debtors
relief under either Chapter 7 or Chapter 13—namely,
those whose income declined significantly during the
six-month period before the bankruptcy filing. This cir-
cumstance is well illustrated by the facts of Lanning.

When Stephanie Lanning filed Chapter 13 (owing
nearly $37,000 in unsecured debt), her “current month-
ly income” under Code § 101(10A)(A)(i) (i.e., average
monthly income for the six full months before her filing
date) was $5,343.70—an amount in excess of the median
income for a family of one in her home state of Kansas.
This figure, however, was greatly inflated by a one-time
buyout payment from her former employer; the monthly
income from her new job was only $1,922—an amount
below the state median. Using her statutory “current
monthly income” and monthly expenses calculated pur-
suant to Code § 707(b)(2), Lanning had monthly “dis-
posable income” of $1,114.98—a figure that would
make a Chapter 7 filing by Lanning presumptively abu-
sive under the Chapter 7 means test. Her actual ongoing
repayment capacity, though, measured by the monthly
income from her new job, minus her actual monthly ex-
penses as reported on Schedule J, was only $149.03.

In accordance with her actual repayment capacity,
Lanning filed a plan that proposed to devote $144 per
month to creditor repayment. The Chapter 13 trustee
objected, however, contending that Lanning’s proposed
plan failed the “best efforts” test of Code § 1325(b)(1):

(b)(1) If the trustee or the holder of an allowed
unsecured claim objects to confirmation of the plan,
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then the court may not approve the plan unless, as of
the effective date of the plan—

(A) the value of the property to be distributed
under the plan on account of such claim is not less
than the amount of such claim; or

(B) the plan provides that all of the debtor’s pro-
jected disposable income to be received in the appli-
cable commitment period... will be applied to make
payments under the plan.

Furthermore, Code § 1325(b)(2) goes on to precisely
define “disposable income” for purposes of § 1325(b),
with the starting point for the “disposable income”
calculation being “current monthly income,” which of
course is statutorily defined by Code § 101(10A)(A)(1)
as the debtor’s average monthly income for the six full
months before her petition filing date—i.e., $5,343.70
for Lanning.

The Chapter 13 trustee, therefore, contended that
Lanning’s “projected disposable income” required to be
devoted to creditor repayment for the entire commitment
period (60 months for a debtor above the median “cur-
rent monthly income” like Lanning) was the $1,114.98
per month produced by Lanning’s means-test calcula-
tions. Indeed, the trustee figured that Lanning would not
even need to pay her creditors this entire amount, since
a monthly payment of only $756 for 60 months would
fully repay all of her creditors. Of course, Lanning was
not actually making enough money in her new job to
pay her creditors anywhere near that much, so if the
trustee were correct, Lanning would simply be unable to
confirm a Chapter 13 plan (and also be presumptively
ineligible for any relief under Chapter 7 either). The
bankruptcy court, BAP, Tenth Circuit, and the Supreme
Court, though, all disagreed with the trustee’s interpre-
tation of Lanning’s “projected disposable income” for
purposes of Code § 1325(b)(1).

“Projected Disposable Income to Be Received”
Is Not a Backward-Looking Concept

The seeming statutory contradiction embedded in
Code § 1325(b) is that the definition of “disposable
income” set forth in § 1325(b)(2) is strictly backward-
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looking in measuring the debtor’s income by virtue of its
reliance on the statutorily defined concept of “current
monthly income.” That which the “best efforts” test of
§ 1325(b)(1) is trying to measure (and ensure is going
to creditor repayment), though, is the forward-looking
“projected disposable income to be received during” the
coming term of the plan. Indeed, it is not possible for
past income “to be received” in the future. Past income,
of course, can be an accurate predictor of future income
“to be received” over the course of the plan term if the
debtor’s relevant circumstances remain unchanged, but
not otherwise. This was essentially the Lanning Court’s
reasoning for rejecting the mechanical approach.

Had Congress only employed the term “disposable in-
come” in its Code § 1325(b)(1) “best efforts™ test, with
that term then defined mechanically in § 1325(b)(2) with
“current monthly income” as the only determinant of
income, then perhaps the mechanical approach would
have been inescapable. The Code § 1325(b)(1) best-
efforts test, though, refers to “projected disposable in-
come to be received” over the course of the plan term,
and the Lanning Court held that this statutory elabora-
tion on the defined term “disposable income” expressly
permits the forward-looking approach. The Court relied
upon several cues to reach this conclusion.

Ordinary Meaning

The Court heavily relied upon the ordinary mean-
ing of the term “projected” as a forward-looking modi-
fier, “and in ordinary usage future occurrences are not
‘projected’ based on the assumption that the past will
necessarily repeat itself””> Under the mechanical ap-
proach, the alternative interpretation is that the refer-
ence to “projected” is simply a multiplier “projecting”
a monthly figure (“disposable income” derived from
historical “current monthly income”) over the entire
“commitment period” of the plan. This, however, is an
awkward construction of the term, at best, and the struc-
ture of the best-efforts test as drafted is fully consistent
with a monthly “projected disposable income” figure
and does not even require a conversion from monthly to
plan-aggregate figures. The Lanning Court also pointed
out that Congress has only rarely used the term “pro-
jected” to mean simple multiplication. Moreover, inter-
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preting “projected” to mean future income harmonizes
that term with the balance of § 1325 in a way that the
multiplier/mechanical interpretation does not.

The biggest difficulty with the mechanical/multi-
plier approach is that the entire linguistic structure of
§ 1325(b)(1) is forward-looking: courts are directed to
ensure that the debtor’s plan provides, from the very
first payment and for the balance of the required statu-
tory commitment period, that the entirety of the debtor’s
“projected” disposable income “to be received” during
that commitment period “will be applied to make pay-
ments under the plan.” If past income amounts—used to
mechanically determine a formulaic disposable income
figure—actually will not “be received” in the future and
thus will not (because they cannot) “be applied to make
payments under the plan” (as in the Lanning case), then
the statutory directive makes no sense. The statutory di-
rective in § 1325(b)(1) to make this determination “as of
the effective date of the plan” also suggests the forward-
looking approach because “[h]ad Congress intended for
projected disposable income to be nothing more than a
multiple of disposable income in all cases, we see no
reason why Congress would not have required courts to
determine the value as of the filing date of the plan.”

Pre-BAPCPA Practice

The Lanning Court also relied upon the fact that pre-
BAPCPA courts used a debtor’s current monthly income
to project disposable income over the life of the pro-
posed plan, “[bJut courts also had discretion to account
for known or virtually certain changes in the debtor’s
income.”* Noting that “Congress did not amend the term
‘projected disposable income’ in 2005,” the Court leaned
on the maxim that it “will not read the Bankruptcy Code
to erode past bankruptcy practice absent a clear indica-
tion that Congress intended such a departure.”

This was an unfortunate makeweight argument by
the Court, since Congress clearly did, for the first time,
precisely define “current monthly income” (solely in
terms of the debtor’s past income) and clearly directed
bankruptcy courts to use this statutory definition in de-
termining the “disposable income” component of “pro-
jected disposable income.” As Justice Scalia pointed out

,83



Cuicaco ConsuMER BANKRUPTCY CONFERENCE

Volume 30 Issue 8

Bankruptcy Law Letter

in his dissent, the obvious question that this begs is why
Congress would do that at all if it also intended to let
bankruptcy courts simply ignore the new definition.

Of course, one reason why Congress might direct
bankruptcy courts to the detailed definition of “current
monthly income” in determining “projected disposable
income” is to specify the kinds of income that should
be considered (which are specified in detail) and not to
specify the timing of the receipt of that income (since
that portion of the definition conflicts, on its face, with

§ 1325(b)(1)).

The Lanning majority’s response to the Scalia con-
cern, though, is that the statutory definition (including
its timing aspects) should be given effect in the vast ma-
jority of cases through a presumption.

[A] court taking the forward-looking approach
should begin by calculating disposable income,
and in most cases, nothing more is required. It is
only in unusual cases that a court may go further
and take into account other known or virtually cer-
tain information about the debtor’s future income
or expenses.°
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[T]he [mechanical] method ... should be determi-
native in most cases, but ... in exceptional cases,
where significant changes in a debtor’s financial
circumstances are known or virtually certain, a
bankruptcy court has discretion to make an appro-
priate adjustment.’

As Justice Scalia pointed out, though, this rebuttable
presumption has absolutely no basis in the text of the
statute:

The Court insists its interpretation does not ren-
der § 1325(b)(2)’s incorporation of “current monthly
income” a nullity: A bankruptcy court must still be-
gin with that figure, but is simply free to fiddle with
it if a “significant” change in the debtor’s circum-
stances is “known or virtually certain.” That con-
struction conveniently avoids superfluity, but only
by utterly abandoning the text the Court purports to
construe. Nothing in the text supports treating the
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definition of disposable income Congress supplied
as a suggestion. And even if the word “projected”
did allow (or direct) a court to disregard § 1325(b)
(2)’s fixed formula and to consider other data, there
would be no basis in the text for the restrictions the
Court reads in, regarding when and to what extent a
court may (or must) do so. If the statute authorizes
estimations, it authorizes them in every case, not
just those where changes to the debtor’s income are
both “significant” and either “known or virtually
certain.” If the evidence indicates it is merely more
likely than not that the debtor’s income will increase
by some minimal amount, there is no reading of the
word “projected” that permits (or requires) a court
to ignore that change. The Court, in short, can ar-
rive at its compromise construction only by rewrit-
ing the statute.®

Dealing with Congressional Indifference

BAPCPA is a poorly drafted statute. What’s more,
Congress knew that it was a poorly drafted statute and
was warned repeatedly about all of the difficulties that
it would pose for the courts, including the one at issue
in Lanning. Congress just did not care, though, and en-
acted BAPCPA without attempting to fix even the most
glaring drafting gaffes. Even Justice Scalia admitted
that “[i]t may be that no interpretation of § 1325(b)(1)
(B) is entirely satisfying.”” Thus while it is easy to criti-
cize the Lanning majority for essentially rewriting the
statute, when Congress intentionally builds a machine
with patent flaws, one can hardly fault the courts (who
have to operate it and keep it running smoothly) for try-
ing to fix it up to the best of their ability (at least until
the next model comes along).
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