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MEANS-TESTING AND PRE-BANKRUPTCY PLANNING:

As we noted in our Novenber 1999 ABI JOURNAL article? recent
studi es have been in general agreenent on the basic financi al
characteristics of chapter 7 debtors, but have come to very
di fferent conclusions on the nunber of debtors who woul d be able
to repay their unsecured creditors under various neans testing
proposals. This is because the terns of the neans tests, based on
standards promul gated by the IRS for their own purposes, are
subject to legitimate differences of interpretation and need to be
suppl ement ed by judgnent calls during the cal cul ati ons.

In that article we exam ned the affairs of a particular
debtor with an annual income of approxi mately $55, 000, and
concl uded that he would probably remain eligible for chapter 7
under neans testing. In this article we extend this approach to a
sampl e of 1,938 recently closed chapter 7 no asset cases.?® The
sanpl e includes cases fromall judicial districts except for those
in North Carolina and Al abanma. We applied the various provisions
proposed in S. 625 and H R 833 to see how many current chapter 7
debtors would be ineligible for chapter 7.4 CQut of our entire
sanple we found only two cases where the debtor, with careful pre-

L' All views expressed in this article are those of the
aut hors, and do not necessarily represent the views of the
Executive Ofice for United States Trustees.

2 See Flynn, Ed and Bermant, Gordon, “Means testing:
Lessons Learned froma Single Case” 18 ABI Journal, November
1999, p. 30-31.

3 The sanple was drawn in four stages from Novenmber 1998
to August 1999 fromthe 84 districts served by the United
States Trustee Program The sanple amunted to about 1/500th
of annual chapter 7 filings in each district.

4f bankruptcy reformlegislation is enacted, it wll
probably contain a m x of the provisions in previous House and
Senate bills. In this article we used the nore expansive
i ncome and expense provisions fromboth bills.



bankruptcy planning and a rather broad interpretation of the
proposed nmeans testing provisions, could not remain eligible for
chapter 7.

| NCOVE: The first screen under neans testing is an inconme test.
Three different income standards were included in the 1999

| egi sl ative proposals. They were based on the nedian national,
regional, and state incomes for famlies of various sizes. The
nost restrictive of these nmeasures is national nedian incone. O
our 1,938 sanple debtors, 365 (18.8% had incones above the

nati onal median for their famly size. (If all the petitions
cont ai ned conplete incone information the actual nunber would be a
little higher, because 121 of the debtors in our sanple were
married but did not report any information on spousal incone.)
Use of the regional medians as the incone threshold reduces the
number of chapter 7 ineligible debtors to 334 (17.2% . Use of the
state medi ans® for debtors in the 23 higher cost states and the
District of Colunbia reduces the nunber to 304 (15.7% . (This

i ncludes a few debtors who are eligible under the regional

medi ans, but becone ineligible using the state standards.)

As we noted in our July 1999 ABI JOURNAI article® the HUD
county nedi ans would be a nore effective incone screen, because
they are a better measure of a debtor’s actual econonc
environnent. |If these were used on the sanple popul ation the
nunmber of ineligible debtors would fall to 246 (12.79%.

BASI C EXPENSES: The acconpanyi ng graph shows the inpact the
foll ow ng adjustnments would have on the nunber of debtors who
woul d be prevented fromchapter 7 relief. Starting with the 304
debtors in our sanple with incomes above their state nedi an, our
second cut was to devel op an adjusted gross incone neasure to
account for business receipts that are reported as incone
(affecting 4.2% of the sanple debtors), and support and ali nony
paynments that are made for persons who are not included as
dependents of the debtor in determning famly size (affecting

> The Bureau of the Census currently publishes State-I|evel
medi an i nconmes only for famlies of four persons. For other
famly sizes we assuned that the relation to the national
average in a state would be the same as for four-person
famlies.

6See Bermant, Gordon, “Bankruptcy Reform Finding the Best
Gross Income Test” 18 ABI Journal, July/August 1999, pp. 18-
19, & 35.



11. 0% of the sanple debtors).’” This adjustment reduced to 260 the
number of debtors who were ineligible for chapter 7 under neans
testing.

Qur next step was to apply the I RS expense guidelines for
food, housing, and transportation (operating expenses only) to the
remai ni ng debtors’ reported after-tax income. This prelimnary
expense anal ysis reduces the count of ineligible debtors to 241.
Subtracting nedical costs, actual charitable contributions and
ot her taxes reported on Schedule J further reduces it to 233
debtors, and anortizing priority debt paynments from Schedule E
over 60 nonths elimnates four additional debtors.

OTHER EXPENSES: Now we turn to consideration of a nunber of itens
wher e pre-bankruptcy planning woul d make a difference under neans
testing. Please note that this analysis is based on two | arge
assunptions: that various expense allowances contained in either
S. 625 or HR 833 will be enacted into |aw, and that all debtors
wi || take advant age of each of these all owances.

Car Paynents: The next adjustnment applies to car paynents.

Previ ous researchers have di sagreed on how these would be treated
under neans testing® The IRS guidelines allow a nonthly paynent
of $372 for the first vehicle and an additional $274 for the
second vehicle. Allowing for either one or two car paynents
(depending on famly size) reduces the nunber of ineligible
debtors in our sanple from 229 to 158.

Charitable Contributions: A second controversial area will involve
charitable contributions. Under H R 833 debtors would be all owed
to contribute up to 15% of gross incone to charity. The debtors
in our group reported very little in charitable contributions,
with only about 2% of debtors giving nore than 5% of their gross
income to charity. Under nmeans testing it would be in the interest
of the above-nmentioned 158 debtors to make the nmaxi mum al | owabl e
charitable contribution, if they wished to either be eligible for

These adj ustnments are not specifically included in the
i ncome provisions of the proposed | egislation. However, we
bel i eve such expenses woul d be allowable in the expense
anal ysis portion of means testing. Admnistratively, it is
sinpler to exclude these itens fromgross incone than to
account for themin an analysis of expenses.

8 See for exanple General Accounting O fice, Personal
Bankruptcy: Analysis of Four Reports on Chapter 7 Debtors’
Ability to Pay. GAO GGD-99-103 (June, 1999)



chapter 7 or to reduce their paynments in a chapter 13 plan. If it
is assuned that the renmaining debtors will donate the maxi mun?,
the nunber of debtors ineligible for chapter 7 falls to 82.

ADDI TI ONAL FACTORS: Separated Coupl es: Seven of the remaining
debtors were separated couples who had filed jointly. |f they had
filed separately, all would have been eligible for chapter 7 under
means testing.

Overtime and Second Jobs: Approximately six percent of the debtors
in our sanple reported incone fromovertinme or a second job.
Elimnating this source of income would reduce our pool of

i neligible debtors down to 69.

Private School Tuition: H R 833 would allow debtors to spend up
to $10, 000 per year for private school tuition. [If the children
of the debtors in our sanple attended private schools, the

i neligible pool would shrink to 44 debtors.

M ni mum Chapter 13 Plan Paynent: At this point only about 25 of
these debtors- a little over one percent of our original sanple-
woul d have at | east $250 per nonth avail able income or enough to
pay at | east 25% of their unsecured debt over five years, as
provided in S. 633.

Home Ownership Costs: Eight of the remaining debtors were
honeowners whose conbi ned nortgage, utility, and other hone
ownership costs reported on Schedule J. were far higher than the

| RS expense al lowance. |If their total housing costs are all owed
(by allowing themto claimtheir nortgage paynent as secured debt,
and their home utility, repair, and insurance costs under the IRS
housi ng al | owance) they would remain eligible for chapter 7.

Ot her All owabl e Expenses: Qur analysis has still not exhausted al
of the possible expenses that m ght be all owed under neans
testing. O the remaining 17 debtors, exam nation of the
petitions shows that 15 probably could justify enough additional
expenses to denonstrate chapter 7 eligibility (e.g., other secured
debt paynents, student | oan paynments, support provided to parents,
l'ife insurance, union dues, an adult child in college that we did
not count as a dependent, etc).

® To make this cal culation we assumed a marginal tax rate
of 30% for these debtors. Therefore, to factor in the
potential tax savings fromcharitable donations for debtors we
cal culated the additional allowable charitable contribution
as 10.5% (15% X 70% of gross incone |ess the anmount that the
debt or al ready had reported on Schedul e J.



CONCLUSI ON: Most chapter 7 debtors clearly have little if any
capacity to repay their debts at the tinme of filing. A smal
proportion appear to be able to repay but neans testing will not
necessarily make this happen. Qut of our sanple of 1,938 cases,
we only found two petitions that could not justify chapter 7
eligibility under a very broad reading of the proposed statutes.
These results are consistent with the findings of Professors

Cul hane and White! who found a total of six can-pay debtors from
a sanple of 1,041 cases who could make paynents if 15% tithing
were assuned. (The nunber of can-pay debtors in their sanple woul d
have been further reduced if they had allowed all of the

cat egori es of expenses in our analysis.) In fact, we believe that
only a very small proportion of current chapter 13 debtors woul d
be prohibited fromfiling under chapter 7 when subjected to a
simlar income and expense anal ysis.

This is not to say that we believe that these were the only
two debtors in the sanple who should be prohibited fromfiling
under chapter 7. However, neans testing will give debtors a road
map of exactly what they would have to do to qualify for Chapter 7
relief.

Virtually all debtors who want to file under chapter 7 wl
probably be able to do so under neans testing.

1°Cul hane, Mariannne B., & White, Mchaela M, “Taking the
New Consumer Mbdel for a Test Drive: Means-Testing Rea
Chapter 7 Debtors” ABI Law Review, Spring 1999



NUMBER OF INELIGIBLE DEBTORS

] ] [EL] ]
= (L} ] = o
= = = =
] ] ] ] | ] |

-y

]

=
|

s

=

=
|

DEBTORS INELIGIELE FOR CHAPTER 7
(OUT OF ORIGINAL SAMPLE OF 1,938)

|]1'Il3 ONE OVER STATE MEDIAN FOR FANILY STEE |

% [EXCLUDE BUSINESS EXFENSES ANDSUFFORT PAYMENTS |
| [EXCLUDE FRIORITY DEBT, MED, CHARITY & FAYROLL TAXES |

+ EXCLUDE IRS EXTENSE GUIDELTHE ARTOUTNTS
0
2
229

[ASSUME AR FAYMENT(S) |

[ASSUME CHARITABLE - 15%: OF GROS5S INC OME |

EXCLUDE 2ND JOB INC. AND SEFARATED C 0UELES |
+ * ASSUMEMAX TUITION FOR ALLKIDS |
22
]

[EXCLUDE DERTORS WHO CAN'T FAY MINIWITM |

[ALLOW ALL HOMEOWNER C0STS |
|

' | [ALLOW OTHER EXFENSES
17
—— ] ]




