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PLANNI NG FOR CHANGE: CREDI T COUNSELI NG AT THE THRESHOLD OF BANKRUPTCY

It is plausible that the 107" Congress will pass a bankruptcy bil
and the President will sign it. The bill is likely to contain many of
the sane consuner bankruptcy provisions that were already approved in
S. 3186, incorporated into and passed by the House as Bankruptcy Reform
Act of 2000 (H R 2415), and subsequently pocket-vetoed in Decenber of
| ast year.

Section 106 of that |egislation requires every individual debtor,
no nore than 180 days before filing, to have received froman approved
agency “an individual or group briefing (including a briefing conducted
by tel ephone or on the Internet) that outlined the avail able
opportunities for credit counseling and assisted that individual in
performng a rel ated budget anal ysis.”

This provision substantially alters the threshold requirenents for
all consuner filers under section 109 of the Code. It also creates a
new rel ati onshi p between consuner credit counseling organi zati ons and
the agencies in the governnent (United States Trustees, the Bankruptcy
Adm nistrators in Alabanma in North Carolina, and the bankruptcy d erks’
of fices throughout the country) that are assigned by the statute to
approve initially, review periodically, and supply notice to woul d-be
filers about, the credit counseling operations. And, beyond doubt, the
enactnment of this provision would create a | arge anount of new busi ness
for credit counseling organizations. There are nany aspects to this
new t hreshol d of bankruptcy that will need careful anal ysis and
adm ni strative organi zati on.

Here we take a first ook at one small part of this potentia
devel opnent. W conpare the financial profiles of consuner debtors in
bankruptcy and clients of a consuner credit counseling agency (CCA) in
one geographical area. W also conpare the expense anal yses used by
the CCA in counseling their clients with the expense anal yses, based on
I RS guidelines, that are required by other sections of the |egislation
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as part of the neans testing regine for all consuner debtors.? The
bill as now worded requires a CCA to “provi de adequate counseling with
respect to client credit problens that includes an analysis of their
current situation, what brought themto that financial status, and how
they can develop a plan to handl e the problem w thout incurring
negati ve anortization of their debts;...” Among a client’s
alternatives, arguably, are the opportunities for avoiding negative
anortization through chapters 7 or 13.

Dat a sour ces?

Qur data all arose from CCA clients and bankruptcy debtors in
south-eastern California, in the area known as the Inland Enpire.
There are places of holding court, with standing trustee offices, in
Ri verside and Santa Ana. There is also a | arge CCA headquartered in
Ri verside with offices and clients throughout the area. The chapter 7
data cane fromthe set of chapter 7 cases that the Executive Ofice for
U.S. Trustees exam nes on an ongoi ng basis. The chapter 7 cases were
filed in late 1998 and early 1999. The CCA files were opened in 1998
and 1999. The chapter 13 cases were closed during 2000, which neans
that they had been opened fromless than one to nore than three years
earlier.

| nconme conpari sons

Table 1 shows the average and nedi an annual after-tax incones for
CCA clients and bankruptcy filers.

Z These are contained in section 102 of the Reform Act of 2000.
See the articles available at www. usdoj.qgov/ust/press/articles/
for reviews of various aspects of nmeans testing and its likely
consequences in consuner bankruptcy.

IWe t hank Anrane Cohen, Rod Dani el son, and Di anne W I knman, and
their respective organizations, for providing us wwth data for
this study.



TABLE 1

NET ANNUAL | NCOVES FOR CCA CLI ENTS AND DEBTORS | N CHAPTER 7 AND 13
GROUP COUNT AVERAGE STANDARD VEDI AN
DEVI ATl ON
CCA 7,570 $26, 798 $23, 425 $23, 160
CHAPTER 13% 3,873 $33, 088 $110, 774 $25, 200
CHAPTER 7 222 $25, 393 $16, 699 $22, 230

The chapter 13 group shows a substantially |arger average net annual
income than the other groups. This is due in part to the presence of
very significant outliers on the high end of the income distribution.
There were 71 cases (2% w th annual net inconmes greater than $100, 000;
three of these reported annual net inconmes of nore than $1 million. The
effect of these outliers is renoved by using the nedian, as shown in the
| ast columm in the table.

Di sposabl e I ncone Conpari sons: CCA and Chapter 13

CCA clients and chapter 13 debtors nust determ ne how nmuch noney
they will be able to devote to their repaynent plans. |In chapter 13,
debtor may be required to put all disposable incone into servicing the
plan (11 U S.C. 81325(b). The CCA forns that we have exam ned do not use
“di sposabl e i ncone” as a technical term but they do subtract all owed
expenses fromafter-tax income as a basis for determ ning repaynents

under a Debt Managenent Pl an.

t he

Tabl e 2 conpares di sposable incones of CCA clients and a subset of
chapter 13 debtors for which we have the di sposable incone cal cul ati ons.
A certain percentage of each group reported zero or negative di sposabl e

i ncomes. These cases are not included in the group statistics shown in
t he tabl e.
TABLE 2
DI SPOCSABLE | NCOVES FOR CCA CLI ENTS AND DEBTORS | N CHAPTER 13
% W TH NO STANDARD

GROUP COUNT | DI SPOSABLE AVERAGE DEVI ATI ON MEDI AN
CCA 7,570 25% $438 $1, 574 $302
CHAPTER 13 | 1, 062 7% $752 $928 $577
The data suggest that, in general, chapter 13 debtors were

found to have nore di sposabl e incone than CCA clients.

The CCA

¥ Qur data reported gross inconme. W assuned a 30%tax burden.

Thi s probably overesti mated taxes at the | ow end, and
underestimated them at the high end,

of the incone distribution.



popul ati on di spl ayed very large variability, with extrene outliers on the
hi gh side of the distribution and a quarter of all the population with no
di sposabl e income. Wth the data in hand, we cannot determ ne whet her
the difference in disposable income between the two groups arises from

t he hi gher inconmes of chapter 13 debtors (see table 1), different
approaches to and results of expense calcul ations (see table 3), or both.

In a future article we will report on the rates of returns to
creditors in CCA and chapter 13 pl ans.

Di sposabl e I ncone Conparisons: CCA Clients in CCA and as Hypot heti cal
Filers Under Means Testing Legislation

I f the nmeans testing provisions of HR 2415 becone |aw, all woul d-
be bankruptcy filers must first go through a CCA briefing to receive the
certificate required to beconme a debtor under the Code. Consuners with a
debt problem could have at |east three ways to “handl e the problem
wi t hout incurring negative anortization of their debts”: a Debt
Managenment Program through CCA, a chapter 7 liquidation, or a chapter 13
adj ustment of debt. G ven the exigencies of such consuners
circunstances, rapid decision making is often required. The details of
how this process will work have not been worked out anong all those who
are responsible. But it is clear in any event that the guidelines and
rules of thunmb now used by CCA to determne their clients’ expenses and
di sposabl e i ncones were not devel oped on the basis of the I RS expense
gui delines that are the basis of expense allowance cal culation in the
means tests of HR 2415. It is inportant, therefore, to ask how the
di sposabl e i ncomes of CCA debtors m ght change if they were cal cul ated by
H R 2415's rules.

There is a lot a stake for the debtor in these cal cul ations: for
exanpl e, they determ ne whet her the debtor can qualify for chapter 7.

We have cal cul ated the expense all owances of 5,153 CCA clients using
| RS gui delines and conpared themto the expenses allowed by the CCA s.?
Table 3 divides the clients into 10 groups of equal size, fromlowto
high in terms of net incone. For each group, the table shows the
percentage of cases in which the I RS expense all owance was greater than
t he CCA al | owance.

¥/ The IRS al | owances conpri se housing, transportation, and food
plus other living expenses. The housing allowances vary with
famly size and county of residence. W worked with client
records fromLos Angeles, Riverside, San Bernardi no, and San

D ego counties. The transportation allowances vary by county. W
assuned that every one-person household owned and operated 1 car
and that every household with two or nore persons owned and
operated two cars. The food all owances vary with gross incone
and famly size. Because CCA reports net incone, we had to nake
a correction back to estinmated gross incone. W assunmed a 30%
tax take against gross income, which is equivalent to a 42.8%
addition to net income [(1/.7)= 1.428].






TABLE 3
COMPARI NG | RS AND CCA EXPENSE ALLOWANCES

GROSS MONTHLY | NCOVE RANGE
| RS > CCA ALLOWANCE
FROM TO (% CASES)

$0 $1, 143 99. 6%
$T, 144 $1, 629 TO0%
$T, 630 $2, 007 99. 6%
$Z, UUo $2, 386 99. 4%
$2, 387 $2, 806 99. 6%
$2, 807 $3, 289 97. 7%
$3, 290 $3,874 97. 1%
$3,876 $4,572 94. 2%
$4, 573 $5, 714 80. 8%
$5, 715 $36, 8290 175 4%

For alnobst the entire incone range, |IRS all owances were
greater than the CCA all owances. The relationship began to shift
bet ween the 80'" and 90'" centiles, and in the top 10% of the
cases the CCA Guidelines were greater in about 56% of the cases.

| ncone threshol ds for assessing abuse under 707(b)

Anot her inportant analysis of these data is based on the
provisions of the reformbill that set threshold di sposable
i nconmes for the purpose of determ ning whether there will be a
presunption of abuse of the Code under section 707(b). 1In a
nutshell, slightly oversinplified, the rule is this: debtors with
di sposabl e monthly inconmes of |ess than $100 are essentially safe
froma claimof abuse. Debtors with disposable nmonthly inconmes
of greater than $166 will be presuned to be abusive unless they
can show why they deserve extra expense all owances that take
t heir di sposabl e i ncomes bel ow $166. Debtors with di sposable
i ncomes between $100 and $166 per nonth will be tested in terns
of the ratio of their disposable inconme (rmultiplied by 60 to
allow for a five year repaynent plan) to their general unsecured
debt. If that ratio is less than 25% they are unlikely to be at
risk for a claimof abuse (all else equal).

As m ght be expected fromthe results in Table 3, CCA
di sposabl e i nconme anal yses produce di sposable incones that are
much nore likely to put the debtor at apparent risk of an abuse
claim For the entire population of 5,153 cases, CCA anal yses
resulted in 35% show ng di sposabl e incones of |ess than $100, and
an additional 9% rangi ng between $100 and $166. Using the IRS



al | onances, 60% showed di sposabl e incone |ess than $100 and an
addi tional 2% were between $100 and $166. Cal cul ati ng di sposabl e
i ncome using IRS guidelines thus reveals an additional 18% of the
popul ation eligible for relief under chapter 7, all else equal.

I nterpretation

Debtors (and their attorneys) who wsh to file in chapter 7
will be responsible for know ng whether they qualify under the
means testing calculations. Debtors nust go in the first place
to a CCAto |earn about their opportunities to solve their
financial problens. There are no rules in place about what they
shoul d be told about their opportunities in bankruptcy. What the
data presented here show, we believe, is that woul d-be debtors in
bankruptcy should be informed during the mandatory credit
counseling, at the very least, that expense all owances (hence
budgets and di sposabl e i ncones) in bankruptcy may be based on
different principles than those that the CCAwill use for its own
pur poses. Absent this caveat, debtors could be m sl ed about
their opportunities for relief under the Code.



