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INCREASING UNIFORMITY IN CONSUMER BANKRUPTCY: MEANS TESTING AS A
DISTRACTION AND THE NATIONAL BANKRUPTCY REVIEW COMMISSION'S PROPOSALS AS A
STARTING POINT

JEAN BRAUCHER

In its massive and impressive October 1997 report, the National Bankruptcy Review Commission recognize:
and attempted to address a major flaw in our consumer bankruptcy system: unjustified lack of uniformity in
the treatment of similar casédndeed, all nine commissioners agreed that this is a significant prcliem.
addition, a majority of five commissioners supported a package of consumer bankruptcy recommendations
that would make some improvements on this séaBg. eschewing radical or architectural change in

consumer bankruptcy la@however, this Commission package would leave the law quite complex, and

much local variation would likely persist.

Unfortunately, the Commission's worthwhile proposals and any possibility of improving upon them are
getting less attention from Congress than the undeveloped, unrealistic suggestion from two dissenting
commissioners that means testing be imposed at the gates to the consumer bankruptcy system to sort “can
pay" debtors into chapter 13 and bar them from chapfeFte intellectual leader of the means testing drive

is a Commission member who is also a sitting federal judge, the Honorable Edith H. Jones of the U.S. Court
of Appeals for the Fifth Circuit; she could find only one other commissioner among the nine to support her
position on this issué.The credit industry also focused its energy during the Commission process on pushing
the means testing idea, although it never presented any specific proposal to the Condmission.

Although Judge Jones and the credit industry could not persuade the Commission, they have found allies in
Congress, and three pending bills have picked up the idea of means faatiiig. this approach might

increase uniformity of treatment of those consumer debtors who could still afford bankruptcy, it would do so
at the expense of raising the price of access to the bankruptcy system, disproportionately excluding the wor:
off, and it also would encourage more growth in the already saturated consumer creditfiBefete a
discussion of realistic and reasonable ways to improve uniformity in consumer bankruptcy can continue, the
means testing idea will have to be abandoned. Part | of this article presents a critique of means testing. Part
describes the forms and causes of non—uniformity in consumer bankruptcy. Part 1l analyzes the strengths a
weaknesses of the Commission majority's attempts to address this problem.

|. THE PROBLEMS WITH MEANS TESTING

Means testing of chapter 7 is not a new idea. The Commission on the Bankruptcy Laws of the United States
established by Congress in 1970, considered it and then wrote: "[tlhe Commission has concluded that force
participation by a debtor in a plan requiring contributions out of future income has so little prospect for
success that it should not be adopted as a feature of the bankruptcy sistem.”

Despite this conclusion, the substantial abuse section in chaptedded by the 1984 Amendmeritshas

in practice implemented a form of means testing, in that U.S. trustees typically raise challenges to the use o
chapter 7 where debtors' schedules indicate they could pay a significant portion of their debts in a chapter 1
plan.X? These challenges are uncommon because few debtors attempt to abuse cRaffierNational



Bankruptcy Review Commission was presented with data from a study funded by the credit industry and
conducted by Michael Staten at Purdue University's Credit Research G&Tites. study purported to show
that substantial numbers of debtors who file for bankruptcy could repay more of theitdiebtsever, its
methods were criticized by a number of research®hs.addition, the General Accounting Office has found
fundamental flaws in the studi?

The current argument for tougher means testing focuses on one fact, the increase in the absolute number o
filings, and one asserted explanation, a supposed loss of stigma associated with bafktuisttyue that

the number of consumer bankruptcy filings in 1997 exceeded 1.35 nifliarr,00% increase since 1978,
although the population increased only twenty—one percent in that f&riod.

The loss—of-stigma explanation is speculative and at best partial, but there is a political effort afoot to sell
means testing on that basis. In a February 3, 1998, press release announcing introduction of a bill that inclu
means testing, U.S. Representative George W. Gekas began with this comment:

The greatest, and perhaps most dangerous, irony | have come across in the past decade is t
despite economic growth, low inflation, low unemployment, and increasing personal income,
our nation had seen an alarming increase in the number of bankruptcy filings—21.3 million in
1997 to be exacf

He added:

The so—called bankruptcy of convenience is a new phenomenon, borne out of the loss of
stigma the word bankruptcy once, but no longer, carried. [Sic] It used to be a sense of
responsibility, or perhaps more appropriately, a sense of disgrace and embarrassment that
discouraged Americans from declaring bankruptty.

Gekas, a Pennsylvania Republican, is chairman of the House Judiciary Subcommittee on Commercial and
Administrative Law, the House subcommittee charged with bankruptcy law—making responsibility. His
assumption that the "bankruptcy of convenience" is now a phenomenon seems to be based on the discredit
notion that many people who could pay their debts, not just occasional abusers, are filing in bankruptcy and
getting a fresh start in chapter?? To address this asserted problem, he proposes a means test for chapter 7
and restricting debtors who do not pass it to chaptet®13.

The story told by Gekas, that there is a single cause for the increase in filings, is too simple. The more
complex reality is that many reasons have combined to increase the number of personal bankruptcies. Thes
include a 700% increase in consumer debt over the same period that filings increased By [200/%r,

advertising that has made debtors more aware of their legal rights, and the combined effect of various forms
of social instability, including divorce, lack of medical insurance, and changes in employment practices (sucl
as downsizing and increased use of contract and part-time wofkers).

Is the higher filing rate really associated with a new bankruptcy of convenience? The Commission carefully
reviewed the empirical evidence on this point, looking at debt—-income ratios over the last two decades. This
evidence shows that debt-income ratios have not changed and that the increase in filings cannot be attribut
to a group of well-off debtors using bankruptcy as an easy sol@ibn1981, those who filed in bankruptcy

had, on average, more than twice their annual income in short-term non-mortgad:Ssteral follow—up
studies show that debtors who file in bankruptcy continue to be in as bad or worse financial cahbliti.

has changed then, is that there are more debtors with high debt-income ratios filing in bankruptcy, not that
better off debtors are filing. Economist Lawrence M. Ausubel has explained that "[t|he social problem is not
so much the rise in personal bankruptcies as the rise in overextended consimers."

In his press release, Gekas completely absolved the credit card industry of responsibility for the increase in
filings. He stated:



Nor can we justifiably point an accusing finger at the credit card industry. The popular myth
is that the credit card industry is flooding consumers with credit they can't afford thereby
causing a surge in filings. However, those accusations are misdirected. Credit card debt
accounts for only 16 percent of all bankruptcy debt. With some quick calculations you can se
that leaves $33.6 billion of some $40 billion in debt still unaccounted—so it is not likely nor

is it fair to blame the credit card industry for the rapid increase in bankruptcy fiifngs.

A revealing part of this argument is the idea that sixteen percent is a low amount of credit card debt as a
percentage of total consumer indebtedness, including home mortgages. Gekas's comments raise the questi
whether sixteen percent would be a wise amount of total indebtedness for a consumer to have in credit card
debt. Consider this hypothetical case: a family with total indebtedness of $100,000, with $16,000 of it in
credit card debt, might have other debts about as follows, a $50,000 mortgage, $20,000 in car loans, a $5,0
small loan and another $9,000 in medical and other unpaid bills. Credit card spending is typically for current
consumption, not long—term investment; for this hypothetical family, the bill for current consumption using
credit cards is nearly a third of long—term mortgage indebtedness. In addition, a problem with the Gekas
argument is that credit card debt need not be the sole type of over-indebtedness to be an important part of
overall picture.

The Commission's report details the nature of the changes in the credit industry as ' Wrslketing now
targets high-risk groups, including those with bad credit histories (so—called sub—prime lending to those witl
defaults on their credit records), college students and low-income petsdigh-risk lending results in

more default and more bankruptcy. Total consumer credit volume is up, and economists point to the increas
in volume as the major reason for increased bankruptcy fitigne need not accuse the credit card industry
of anything to observe that if any segment of the industry is unhappy with the default and bankruptcy rates,
obvious solution is for it to reduce the volume of credit extended to high—risk débtors.

The stigma associated with bankruptcy is difficult to measure. Solid empirical, as opposed to anecdotal,
evidence that it has decreased is hard to com® Byt even if stigma has declined, it is worth asking why

that might be so. Gekas acknowledges that most people believe the credit card industry is flooding consume
with credit; there is ample evidence to support that béfiéfre people more tolerant about debt relief in
bankruptcy as they see themselves, their children, neighbors and co-workers offered, and in many instance
taking on, unmanageable debt? The credit industry may be fueling the loss of stigma of which it complains.

It would be hard for anyone to disagree with the proposition that Americans have too mu€radelstot
enough saving4! and that if we had less debt and more savings, there would be less bankruptcy. Savings
provide a way to deal with a sudden loss of income or unanticipated expenses, without incurrfig debt.
People with any significant savings lose them in bankruptcy, or pay out the equitZzaentthus they have a
big incentive to avoid filing in any chapter.

What would be the likely impact of restricting access to bankruptcy? It is unlikely that it would prod the credit
industry to reduce the volume of consumer debt. The huge growth in consumer credit has occurred under o
supposedly lax current bankruptcy law, with creditors at risk for bankruptcy |&8&estricting bankruptcy
access would tend to encourage even greater growth in the credit industry. The Commission's report quotes
economist Mark Zandi as stating, "[tjougher bankruptcy laws will simply induce lenders to ease their
standards further.?® The message to creditors would be to crank up the volume of consumer debt even more

The credit industry is trying to suggest that restricting access to bankruptcy will benefit consumers generally
in the form of lower prices and interest rates. Congressman Gekas claimed that consumers will pay $400 pe
household this year for bankruptcy losé8&he source of this figure is another report paid for by the credit
card industry?’ Just as the GAO detailed the serious flaws in the Credit Research Center report, claiming to
show substantial numbers of debtors in chapter 7 should be paying more in chafftdrel&edit industry
released two new reports. One of these was an attempt to rescue the Credit Research Centé? findings,

the other concerns the financial costs of personal bankrufftie Credit Research Center's claim, which is
much weaker than Chairman Gekas' argument, states, "[i]f the losses due to bankruptcy, both secured and



unsecured, were passed on to consumers in terms of higher prices, it would represent a loss equal to more
$400 per household in 1992 This figure represents combined chapter 7 and chapter 13 bankruptcy losses.
Alternatively, if such losses were passed on in terms of higher interest rates on secured and unsecured loar
the report states, "[t]his would result in additional interest payments on unsecured loans totaling almost $30(
per household that revolves a balané&Nevertheless, the report goes on to concede that creditors may
instead have lower profits® Of course, debtors excluded from bankruptcy do not necessarily repay their
debts, so reductions in bankruptcy losses are not equivalent to reductions in default losses.

It is elementary economics that the predictable costs of consumer protection concerning credit, including
bankruptcy relief, are shared by lenders and custorfeFae credit industry is competitive, and all increased
costs cannot be passed on. Consumers pay a little more and lenders make a little less because personal
bankruptcy is permitted by law. Whatever small increases in prices consumers pay because of bankruptcy
losses can be seen as insurance for consumers against financial reverses and inability to pay debts. In addi
it would be a big mistake to think that restricting access to bankruptcy would mean that all the debts now
discharged would be paid; the credit industry report on the financial costs of bankruptcy makes no such clai
>° The other recent industry report claims that on average 11.8% of chapter 7 filers, from the four cities
studied, would be impacted by the Gekas bill and be able to pay on average 62% of their debts in a five-ye:
chapter 132 In other words, the industry report only claims a projected 7.3% impact on chapter 7 bankruptc:
losses, assuming that chapter 7 debtors now repay nothing, when we know that many of them continue to p
secured and unsecured debBfsAmong other problems, the industry report also does not discount repayment
to present value to account for a five—year payout or account for any chapter 13 failure, when the current
noncompletion rate exceeds 60 percghor deal with the likelihood of a reduction in the filing rate due to
higher filing and attorneys' fees. Thus, the Gekas bill would likely save the average household a very small
fraction of the $400 figure?

In addition to the likelihood of stimulating additional risky consumer credit, another important problem with
means testing is the expense of administering it. Who would pay for means testing? By complicating the
bankruptcy process, means testing would likely increase filing fees and attorneys' fees, disproportionately
affecting those who need bankruptcy most. Priced out of access to bankruptcy, these debtors would not
necessarily pay their debts, but they would be denied relief from debt collectors and the opportunity for a
fresh start. Some of the additional administration costs, for the time of judges, trustees, and support staff,
would doubtless be passed on to taxpayers.

Pending bills contain two different proposals to means test bankruptcy. The Grassley bill would expand
section 707(b) challenges from substantial abuse to abuse based on judicial consideration of the following
three factors: 1) the ability to repay twenty percent of unsecured non—priority debts from disposable income
a three—-year chapter 13; 2) bad faith of the debtor; and 3) whether the debtor attempted to negotiate an
alternative repayment schedule or to use alternative methods of dispute resolution that were unreasonably
refused by creditor§ The burdens and uncertainties of these factors are huge. It would be risky to file in
chapter 7 without first attempting to negotiate a repayment plan—something lawyers probably would not do
for the modest flat fees they now typically receive in bankruptcy. Unless all creditors agreed, a negotiated
solution might be impossible. Also, two debatable standards would be in play: bad faith; and, what expense:
are reasonably necessary, as part of the determination of disposable income. The McCollum and Gekas bill
would make a debtor ineligible for chapter 7 and subject to challenges by a trustee or party in interest, unles
the debtor's income was less than seventy—five percent of national median income or if the debtor could pay
twenty percent of unsecured debt in a five—year chapter 13 plan, with ability to pay based upon expense
allowances set by the Internal Revenue SerdicEhis approach might be somewhat less burdensome than

the Grassley bill but would still involve the additional costs associated with eligibility challenges. The more
fundamental problem is making a five—year chapter 13, and in many cases a low-repayment plan, the only
bankruptcy option for more debtors. Despite large increases in administrative and human costs, it is far fromr
clear that more debt would be repaid.

The proposals for means testing aim to push more debtors into chapter 13. Some lawyers would avoid the
expense of dealing with abuse or eligibility challenges by putting nearly all clients in chagfeFHe.



noncompletion rate in chapter 13 under our current system, where access to chapter 7 is denied only for
substantial abuse, exceeds 60 per@&ifthe impact of stricter means testing would likely include a higher
failure rate. More debtors would struggle to pay for some period of time but still end up subject to the claims
of their creditors. Thus, the predictable costs of means testing are to exclude the worst off from bankruptcy
altogether and to increase the already high failure rate in chapter 13.

IIl. THE FORMS AND CAUSES OF LACK OF UNIFORMITY IN THE CURRENT SYSTEM

Uniformity is central to the concept of just law—that the similarly situated be treated sinifiathe law

might legitimately deviate from that goal to give people options beyond a minimum legal requirement, for
example in bankruptcy by setting a baseline expectation and then permitting debtors to attempt more than is
required. There are problems with understanding consumer bankruptcy in terms of options, with chapter 7 a
the baseline requirement (giving up any nonexempt property in exchange for a discharge) and chapter 13 a:
the option to do more (paying dischargeable debt out of post—petition income). In addition to providing
options, the Bankruptcy Code also provides incentives to choose chaf&Fi& current consumer

bankruptcy system lacks coherence, and the combination of its complexity and incoherence lead to dramati
unjustified inequities. The causes of lack of uniformity include: the great many options available to consume
debtors e the differences in interpretation of federal bankruptcy law and variations in state law incorporated
into bankruptcy lawé’ and, different pressures created by local legal culture because of the diversity of views
among bankruptcy judges and trustees, particularly chapter 13 trustees, about the appropriate uses of
bankruptcy by consumer debta?s.

Consumer bankruptcy law conventionally is viewed as providing two options—fresh start in ch&hter 7,
chapter 13 pay-out plan from disposable incafhBut on closer inspection, there are really many options.
Chapter 7 can involve some debt repayment, whether by reaffirm&tiae—through of secured debf,

creditor acquiescence in collateral retention if loan payments are képouppluntary debtor actiod?

Chapter 13 can involve a range of debt repayment, from very little (zero or two percent plans) to a great dea
(so—called 100 percent plans, which are not really that because they usually involve no interest payment on
unsecured debt}>

Why do we have all these options? Of course, many debtors have no income or not enough income to repa
old debts and also to support themselves and their dependents. So we need to have an option for no repayr
of past debt at least for them. Among those with enough income to pay some of their old debts, why have tw
chapter options? The premise that supports our current system is that the overwhelming majority of people
who file in chapter 7 do not have enough to repay much of anytfiisg that making chapter 13 the only

option for many debtors would mean a lot more low percentage plans (assuming realistic payment
expectations) and an even higher failure rate in chapter 13 than we already have (particularly with five—year
plans required)”’ The costs of administering many more low percentage chapter 13 plans, many of which
would fail, would probably exceed the gains to creditors, who instead can reduce default rates themselves b
improving their screening and monitoring practicés.

Bankruptcy law gives debtors a chance to try to repay in chapter 13—and some really want that chance, eve
though most will not complete a plan. There are three main reasons a debtor may try. One is that the debtor
feels an obligation to pay—call it an ethical, moral or social sense of obligZtitime more a debtor feels

that his creditors acted responsibly and provided wanted, useful credit, the stronger that sense of obligation
likely to be.

Second, debtors repay secured creditors to hold onto coll&fekatomplicated aspect of current consumer
bankruptcy law is that chapter 13 is not just a voluntary repayment mechanism—it also creates incentives.
One of these incentives is the ability to hold onto collateral even though one is in 8&fsminentioned

above, sometimes debtors manage to retain collateral in chapter 7, through reaffirmation, redemption,
ride—through or creditor acquiescenf&When that is possible, the debtor has the best chance to succeed in
retaining collateral, because the debtor need not also repay a part of unsecuféd\tredst.a debtor is in

default on secured debt payments, secured creditors are less likely to cooperate and permit collateral retent



in chapter 7. As a result, some of the worst—off debtors end up in chapter 13 as the only means to hold onto
home or car, and then, in addition, they usually have to pay some percentage of the unsecured debt, makin
harder for them to propose a feasible pfar installment redemption were permitted in chaptet t,

would be easier for debtors to succeed in retaining collateral. Also, that change would have the benefit of
clarifying the purposes of the two chapters—chapter 7 for a fresh start, and chapter 13 for voluntary
repayment. Under current law, chapter 13 has mixed purposes—primarily, holding onto collateral and
voluntary repaymen£® but sometimes both of these purposes can also be achieved in chapter 7. This overla
of the functions of the two chapters makes it very difficult for debtors to understand chapter choice.

A third reason debtors repay in chapter 13 is that they believe this will give them better credit access in the
future. This is part of how chapter 13 is misleadingly s8ltut this reason is a phony one. Unfortunately,

the Commission proposes to promote a lie—by requiring different credit reporting of chapter 1% ¢aases.
current credit granting practices are any guide to the future, this would not improve chapter 13 debtors' acce
to credit compared to that of chapter 7 debtors, but it would encourage the consumer fraud that filing in
chapter 13 gets you more and better cré8iiEhapter 7 debtors can often get credit immediately after
discharge, or at least before a chapter 13 debtor could complete a three-year plan and get afiischarge.
Furthermore, there are good reasons for creditors to prefer extending credit to chapter Zhebioisave

shed their debt and face a six—year bar on another chapter 7 dis¢htrgiapter 13 debtors, who typically
undertake a three—to—five year plan and are at high risk during that time to convert to chapter 7, discharging
any new credit extended during the life of the p¥n.

In addition to the fact that the Bankruptcy Code permits many options in the ways chapter 7 and chapter 13
can be used, there are several other significant causes of non—-uniformity in consumer bankruptcy. There ar
two kinds of variations in the law on the books from district to district—differences in state law and different
interpretations of federal bankruptcy la&¥The incorporation of state law into federal bankruptcy law, most
dramatically in the law of bankruptcy exemptiofrshuilds in non-uniformity® So does the use of

standards; such as good faithreasonably necessary experi€dn chapter 13, and substantial abisie

chapter 7. These standards have received very different interpretdffons.

Another kind of nhon-uniformity stems from the dynamics of law in action and occurs both from district to
district and within districts from individual case to individual case. Judges, trustees and the bar in any area
create a local legal culture about what uses of consumer bankruptcy are most appifipFratse with

authority, judges and chapter 13 trustees in particular, can use rules of:thamdb practices concerning
attorneys' feef” to create pressures and incentives for particular favored uses. Individual lawyers react
differently to this sort of pressure. Some submit to it, particularly those who seek to handle a large volume o
cases expeditiously, while others resist and find ways to serve their clients as they see fit, sometimes at the
cost of having a less lucrative practit¥. These different local cultures and different responses of individual
lawyers to any given local culture mean, in sum, that there is a bankruptcy law of every law office. Lawyers
present options to clients in very different ways and consciously and unconsciously steer theit’Cliges.
resulting lack of uniformity from individual debtor to individual debtor is actually more dramatic than that
based on differences in the law from district to disti’:ﬁ&SimiIarIy situated debtors, in terms of debt and
income, end up with very different deals in bankruptcy, and the biggest reason is who their lawyers are, not
debtors' own informed choiced’ The complexity of the law gives lawyers much leeway to steer their clients.
1% Even those lawyers who want to use client-centered counseling have a hard time explaining the law so t
debtors can make their own choick.In short, greater simplicity is essential to make consumer bankruptcy
law understandable to debtors. Only then could the rationale for remaining options be to give debtors a char
to do more than is required.

[ll. PRPSPECTS FOR GREATER UNIFORMITY UNDER THE NATIONAL
BANKRUPTCY REVIEW COMMISSION'S MAJORITY PACKAGE

The National Bankruptcy Review Commission has done an excellent job of addressing certain instances of
non-uniformity. It has been less successful in coming up with proposals to reduce the complexity of the law,



making non—uniformity inevitable. Regrettably, Congress does not appear to be interested in even pieceme:
improvement.

The Commission majority has squarely attacked the most glaring form of de jure non—uniformity in
bankruptcy—the incorporation of state exemption law and delegation to the states of the ability to opt—out of
federal bankruptcy exemptiors® The Commission proposes to end opt—out, make bankruptcy exemptions a
matter of federal law (except for the homestead exemption within the range of the federal floor of $20,000 au
ceiling of $100,000), and set a lump sum amount for exempt property other than a horiestaadset of
proposals would increase fairness at the high and low end of the financial scale. No longer would debtors in
Florida, Texas and lowa be able to shelter unlimited amounts of money in an extravagant holiestead.
While such cases are rare, they are an easy target, endlessly fascinating to newspaper reporters, and
undermine the political acceptability of debt relief in bankruptcy. Doing away with exemptions that are
unreasonably high is an important symbolic step. Of greater importance to a significant number of cases is
ending unreasonably low exemptions and getting state and federal lawmakers out of the business of making
lifestyle choices about what household items a chapter 7 debtor should be able to keep. With a lump sum
federal exemption amount ($20,000, in addition to the homestead, or $35,000 if no homestead exemption is
taken), the Commission would permit debtors to make idiosyncratic choices and end the unfairness in the
current system, where a few debtors can shelter a lot of property, while others cannot keep certain items of
particular importance to them (such as a boat). Federalizing exemption law is a good idea, but it will not affe
most debtors because most do not have anything in excess of even the worst set of existing exemptions

available 13

Despite the thorough review of exemption policy by the National Bankruptcy Review Commission and its
presentation of a comprehensive package of exemption proposals, Congress does not appear to be prepare
do anything about this most obvious type of non—-uniformity and unfairness. Representative McCollum of
Florida, whose state is one of those with an unlimited homestead exemption, proposes anott& study.
Representative Gekas proposes only to lengthen the period of time a person must live in a state before usin
its bankruptcy exemption&:® hardly a comprehensive plan to deal with the problem of non-uniform
exemptions. Representative Nadler has made the most ambitious proposals—to end opt—out and to limit
pre—bankruptcy conversion of nonexempt property to exempt propErbut his bill would not otherwise

disturb over—generous exemptions.

The Commission has also addressed a form of non—uniformity that results from the use of a standard, leadi
to very different interpretations. In the area of debt repayment required in chapter 13, the Commission's
proposal is to no longer make that determination on the basis of disposable income after reasonably necess
expensesY’ Instead, there would be guidelines for unsecured debt repayment, based on a graduated
percentage of the debtor's income, from nominal repayment below $20,000 in income to five percent of
adjusted gross income for debtors with income in excess of $74®0@btors who meet the guideline

amounts would not have to defend their budgets, but those with extraordinary and justifiable expenses woul
need to persuade the court that they should be permitted to payJess.

Income—-based repayment of unsecured debt in chapter 13 is a big improvement over the existing
income-after-reasonable—expenses test. Not only would this approach get the bankruptcy courts out of mu
of the business of deciding what lifestyle choices are permis&Bleywould also de-link unsecured debt
repayment from the size of one's budget. Debtors generally would have to pay the same amount to unsecur
creditors no matter how much collateral they decided to keep or how much they chose to spend on regular
expenses. If a debtor could economize and live on a very tight budget, he would not have to pay more to
creditors and could actually save while in chapter 13.

Probably the best aspect of income-based debt repayment is that it would be an important tool for changing
local legal cultures that create pressure for unrealistically high unsecured debt repayment, an important cau
of the high chapter 13 noncompletion rate. In some localities, bankruptcy judges and chapter 13 trustees ha
made it difficult to get chapter 13 plans confirmed without a certain percentage of debt repayment—for
example, rules of thumb that 70% or 100% of unsecured debt must be repaid to avoid contfdidrsse is



empirical evidence that, as one might suspect, higher percentage plans correlate with a higher rate of
noncompletion of chapter 13 plai& While efforts to undo the unfairness of high repayment rules of thumb
are to be applauded, one should not underestimate the ability of local officials to preserve local legal culture
despite statutory change. The judges and trustees who push for high repayment usually rely on the good fai
standard for chapter 13 confirmatidf so if Congress wants to change their practices, it had better—at a
minimum—rewrite that subsection to make clear that good faith is not supposed to deal with how much has
be paid to unsecured creditors. Only then would income-based percentage guidelines have a chance at
undoing local legal cultures that create huge disparities in how debtors fare in bankruptcy.

While the Commission has addressed one standard, reasonably necessary expenses, it did not touch two

others—as already mentioned, good faith as a requirement for chapter 13 confirmation, and also dismissal c
chapter 7 for substantial abus& If Congress enacted the Commission's proposals for income guidelines for

chapter 13 unsecured debt repayment, it is predictable that some judges would start using ability to pay the
guideline amount as the basis to determine substantial abuse in chapter 7, essentially making chapter 13 th
only option for debtors who make more than $20,000 a year. The Commission's report recognizes this risk &
discourages the idea that the recommended chapter 13 guidelines are relevant to substantial abuse analysi:
chapter 7121t is to be hoped that if Congress adopts income guidelines it can make clear that this is not wh:

it wants.

Another important Commission proposal would make the difference between chapter 7 and chapter 13 faire
The Commission recommends that upon a debtor's failure to make chapter 13 payments, the case
automatically be converted to chapter 7, after notice and the opportunity for a hearing, but without another
filing fee. 22 Thus, upon plan failure, conversion would replace dismissal as the default rule. A debtor would
still retain the option for dismissal. Currently, many debtors who file in chapter 13 cease paying and their
plans are dismissetf’ Those who convert or refile after a dismissal have to pay a new filing fee and often a
new attorney's feé?® These costs, which are not incurred by those debtors who use chapter 7 at the outset,
penalize chapter 13 debtors who attempt to repay for some period of time but who are unable to complete
their plans. The Commission's conversion proposal would reduce the hardship caused by the high

noncompletion rate in chapter 13.

The Commission's proposals concerning exemptions, chapter 13 repayment guidelines and automatic
conversion upon chapter 13 plan default would reduce non—uniformity in the law on the books and increase
fairness. The income guidelines could also be part of an attempt to change unrealistic high repayment
expectations under some local legal cultures. But the Commission missed the opportunity to address local
practices concerning attorneys' fees that encourage lawyers to put clients into chapter 13 and in particular ir
high percentage plans, even when not feasible over the long term.

For example, routine approval of attorneys' fees in chapter 13 that are much higher than in chapter 7 can be
used by bankruptcy judges and chapter 13 trustees to promote chapter 13. While some premium for a chap
13 case may be appropriate to reflect additional work by lawyers, in some districts the fees in the two chapte
are much closer together than in others, suggesting that large differentials are used to create an incentive fc
lawyers to steer clients into chapter 3. Two other examples of questionable fee practices also involve
promoting high repayment plans. One of these is to award the entire first plan payment to the lawyer for his
her fee, creating an incentive to make plan payments as large as possible, even if not at a sustairtdble level.
The other is to front-load attorneys' fees in plans, so that lawyers are not at risk over the |aig Téem.
Commission discussed variations in local fee practices briefly and noted the lack of justification for their
diversity, but it did not make any recommendatidislt might, for example, have recommended that

attorneys' fees in chapter 13 be paid in equal installments over the life of a plan. The gross disparities betwe
chapter 7 and chapter 13 fees are more difficult to address, but the Commission could have recommended
statutory language concerning reasonable fees that would encourage judges to refuse to award fees that gi
lawyers incentives to promote either chapt&t.

The Commission also failed to do enough to clarify the purposes of the two chapters and to simplify the
options. The Commission actually proposes to require different credit reporting for chapter 7 and chapter 13



even though most chapter 7 debtors can get credit well before a chapter 13 debtor can complete a
three-to—five year plat®? and even though a debtor who filed in chapter 7 and saved the amount of
unsecured debt repayment would be better off financially and therefore more credit worthy than the debtor
who repaid unsecured debt in chapter 13. If enacted, this proposal would encourage lawyers to mislead thei
clients into thinking that chapter 13 is preferable as a means to get credit in the future. It also makes the
mistake of emphasizing more credit, as opposed to more savings, as the essence of financial rehabilitation
after bankruptcy. There is reason for similar concern about the Commission's recommendation for debtor
education, not spelling out the content, evaluation, administration or funding of such prddt&ase needs

to be taken, if this proposal is adopted, that government-sponsored or recommended debtor education not |
means to sell or promote credit. If the aim is to give debtors a knowledge of financial planning, education
should emphasize the high costs of much consumer credit, demonstrate ways to budget and to save, and fc
on the benefits of early planning for retiremet.

The largest missed opportunity of the Commission process was not proposing greater simplicity and
coherence for consumer bankruptcy law. The major Commission attempt in this area was the recommendat
that reaffirmation in chapter 7 not be permitted for unsecured déihis change would reduce overlap in

the purposes of the two chapters by making chapter 13 the option to choose for those who wish to commit t
repay unsecured debt. It would also enhance the essential character of chapter 7 as a fresh start. Further,
Congress should take steps to regulate the growing practice of creditors getting debtors to repay dischargec
debt "voluntarily,” without reaffirmatiort>8

Unfortunately, the coherence gained by prohibiting unsecured debt reaffirmation would be undercut by the
Commission's recommendation to extend the prohibition to the undersecured portion of securEt Tists.
would increase the need to use chapter 13 for collateral retention, augmenting chapter 13's incentive aspect
149 prevented from using a full debt reaffirmation for an undersecured loan, secured creditors would be less
likely to agree to reaffirm, driving more debtors into chapter 13. Making chapter 13 the only way for many
debtors to hold onto collateral deprives chapter 13 of its character as a voluntary repayment mechanism, a \
for debtors to do more than is required. Also, by institutionalizing nominal percentage chapter 13 plans for
those with income below $20,00d the Commission package would be approving a
collateral-retention—only type of chapter 13. Those who use chapter 13 exclusively or primarily for collateral
retention are not responding to a social concern about wanting to repay debts and they are more likely to
propose minimal unsecured debt repayment. It is incoherent for the Commission to be proposing different
credit reporting for chapter 122 while at the same time increasing its use as a collateral-retention
mechanism.

It would have been better to expand, rather than contract, the ability of debtors to retain collateral in chapter
Instead, the Commission proposes to eliminate another method of doing so, ride—tHfdRigle—through is

the practice whereby some courts protect chapter 7 debtors against repossession when they continue to pa
secured debts on which they are not in arréat#n earlier draft of the Commission's report would have

urged codification of this interpretation of current law, but the Commission changed its position on this point
in the final version of its report?> Rather than cut back on collateral retention by means of reaffirmation or
ride—through in chapter 7, bankruptcy law could make chapter 13 truly more concerned with voluntary debt
repayment by permitting installment redemption of collateral in chapter 7, at least for homes dffi cars.
Chapter 7 would then be concerned with financial goals, a fresh start and holding onto important collateral,
and chapter 13 would have a clearer character as an option for those who feel a social or moral need to
attempt to do more by voluntarily committing post—petition income to repayment of dischargeable debt.

IV. CONCLUSION

The Commission has made a valuable contribution to the current public debate about consumer bankruptcy
All but two of its members resisted considerable industry pressure to back means testing of batiruptcy.
Means testing is a bad idea for many reasons. It would likely stimulate increased risky consumer credit, mak
it harder for the worst off to afford the benefits of a fresh start, produce minimal gains in repayment to
creditors, and impose new costs in the administration of bankruptcy law.



The Commission majority has tackled two unjustified forms of non—uniformity of treatment for consumer
debtors in bankruptcy: (1) the unfairness of using greatly varying state law exemptions in bankruptcy; and (2
allowing local legal cultures to push unrealistic high repayment plans in chapter 13, contributing to very high
noncompletion rates in that chapter. Congress should give serious attention to the Commission's proposals
address these problems.

Despite its considerable wisdom, the Commission leaves us ultimately with mixed messages about the natu
of the two chapters and with a very complex consumer bankruptcy system. Under the Commission's
proposals, chapter 13 debtors are treated as "good guys" deserving different credit ratings, but chapter 13
debtors would be more likely than under current law to undertake plans primarily to hold onto collateral,
rather than because they are driven by social and moral concerns to attempt repayment of unsecured debts
The elimination of ride—through of secured debts and prohibition on reaffirmation of the unsecured portion o
undersecured debts would increase the need to use chapter 13 to retain collateral. Both chapters would
continue to be used for debt repayment and collateral retention, leaving them without distinctive characters.
Mixed messages and complexity of options make it hard to justify non—uniformity of results in terms of
giving options because consumer debtors would continue not to understand their choices.

Congress should at least consider the Commission's piecemeal proposals. Beyond that, Congress should
rethink and simplify the purposes of the two chapters to make them coherent to the public. It is time to give
the two consumer chapters understandable and different purposes: chapter 7 for a fresh start, and chapter :
for voluntary repayment. Unfortunately, Congress has been distracted by the credit industry's agenda,
dimming immediate prospects for needed reforms.
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