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MEANS-TESTING: LESSONSLEARNED FROM A SINGLE CASE

As the bankruptcy community awaits the outcome of negotiations
on H R 833 and S. 625, we continue to consider the issues arising
under the legislation’s consunmer provisions, in particular the neans-
testing formulas. Here we begin with a brief background statenment
that puts sonme of the issues in broad perspective, then nove to the
| essons that can be | earned fromexam ning a single case in detail.

Al l of the consunmer bankruptcy studies that have been published
in the past two years have been criticized for their sanpling
techni ques or extent of distribution: not enough districts, not
enough cases, seasonal bias, large city bias, over-sanpling, over-
wei ghting, proprietary data, and so on.? Nevertheless, all of the
studies paint quite simlar pictures of chapter 7 debtors in respect
to their assets, debts, incomes, and expenses as these are reported
on the official schedules. Thus, despite the differences anong the
studies and the criticisns |evel ed against them the studies have
converged upon a stable portrait of the basic financial
characteristics of chapter 7 debtors.

The studi es diverge sharply, however, when their authors use the
relatively stable basic nunbers to cal cul ate di sposable incone and
t he proportion of it that higher-incone debtors would be able to
repay to their unsecured creditors under various neans testing
proposals. This is because the ternms of the means tests, based on
standards pronul gated by the IRS for their own purposes, are subject
to legitimate differences of interpretation and need to be
suppl emented by judgnment calls during the cal cul ati ons. Moreover,
because the data, though relatively stable, are not methodol ogically
i mmacul ate, everyone can claimthat the concl usions reached by others
arise in part or whole fromflaws in the others’ data rather than
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fromdifferent judgnents about how expenses should be cal cul at ed.

G ven the enornmous vol une of work involved, nmeans testing must
rest on the ability of the systemto separate chapter 7-eligible
debtors from debtors who should be required to file in chapter 13 if
t hey wi sh bankruptcy protection. Because the first prong of all the
tests proposed so far neasures gross inconme corrected for famly
size, and gross incone and famly size are relatively stable and
accurate nunbers in the schedules, this first prong of the test is
relatively uncontroversial. All studies agree that at |east 75% of
all filers would be eligible for chapter 7 based on these
cal cul ati ons. However, problens may arise when the next prong of
the test, estimating disposable incone, is undertaken. Qur opinion
on this matter is based on a review of a cases froma set of 3,500
no-asset chapter 7 filings drawn fromall 84 districts served by the
United States Trustee Program during the past two years.

Consi der the information contained in a single petition in our
sanple. (Although this petition is certainly not reflective of the
“average” debtor, it does illustrate some of the comon problens that
are present in many chapter 7 cases now being filed.) The basic
figures are as foll ows:

SEX: MALE

MARI TAL STATUS: DI VORCED

GROSS MONTHLY | NCOVE: $4, 587 (includes $400/ nmonth rent from roommate)
DEPENDENTS: 0 (The debtor lists 2 minor children on Schedule I,

but he also lists $400 per nonth for child support
on Schedule J and his food expenses are very | ow
($200 per nonth), so it is likely that the
children do not reside with the debtor.)

REAL PROPERTY C.M V.  $68,000 (nortgage owed $102, 806)

PERSONAL PROPERTY: $23,000 ($18,000 is for a 1996 pickup truck)
PRI ORI TY DEBT: $9,600 (back child support)
UNSECURED DEBT: 106, 0003

i ncl udi ng: $79,000 on 13 credit cards

$12,000 in bank & credit union | oans
$13,000 |egal fees and personal judgnent
$2, 000 other unsecured debts

At first glance, this debtor appears to be a strong chapter 13
candi date--able to repay some or all of his unsecured debt. Hi s gross
nmonthly incone is about $2,000 above the national nedian for one
earner households ($2,481). In fact, his income is in the upper three

SAdditionally, the debtor lists as “unknown” 24 nedical debts, 3
acci dent clains, one insurance debt, and one debt for |egal fees.



percent of all single debtors in the cases we have revi ewed.

The second prong of neans testing anal yzes all owabl e expenses
using the RS Guidelines. Following is a listing of nonthly expenses
that would be allowable for this debtor under neans testing:

ALLOMBLE MONTHLY EXPENSES

- CH LD SUPPORT PAYMENTS $400
- TAXES & PAYROLL DEDUCTI ONS $1, 354
- HOVE MORTGAGE $1, 9284
- UTILITIES & HOVE MAI NTENANCE $300
- CAR PAYMENT $492
- CAR TAXES $50
- I RS FOOD ALLOMNANCE $761°
- | RS TRANSPORTATI ON ( OPERATI NG CCSTS) $250
BACK CHI LD SUPPORT ($9, 600/ 60) $160
TOTAL ALLOMBLE EXPENSES ------ > $5, 695

The expense analysis reveals that this debtor would remain
eligible for Chapter 7 under the means testing proposals in both H R
833 and S. 625. In fact, it wouldn’'t even be a close call. Tithing
by the debtor, private schools for his children, and other possible
expenses could raise his allowabl e expense | evel to over $7,000 or
$8, 000 per nonth.

In contrast, a debtor with the sanme inconme who rented instead of
owned, who drove an ol der vehicle or took public transportation, and
who was current on his child support obligations, would have over $600
per nonth in available income to fund a chapter 13 pl an.

Unfortunately, a few pieces of financial data do not provide a
full picture of a debtor’s past, present, and likely future financial
condition. For exanple, based on the information contained in his
schedul es and statenment of affairs, our selected debtor also has a
forecl osure suit pending on his home, is subject to pending crim nal
charges by the state, is in a custody battle with his ex-w fe, and has
a wongful discharge suit pending against a fornmer enployer. He was
in an auto accident in 1996 in which his children were injured; his

4“The debtor lists a nonthly nortgage of $1,928. This
seens quite high for a nortgage of under $103, 000 (and for
whi ch the underlying property has a market val ue of $68, 000).

5\ f the debtor did not have a roommate payi ng $400/ nonth
rent, his nmonthly food all owance would fall from $761 to $612.
The I RS food all owances are based on gross incone, and the
rental income puts this debtor into a higher food all owance
cat egory.



home was burglarized in 1997; and he reports that a tree fell through
his roof in 1998. Additionally, his gross nonthly income has fallen
by about $1,000 since 1996.

Even after close review of this debtor’s petition, it is not
cl ear how much unsecured debt he owes, how many dependents he has, the
true value of his hone, or why his nortgage paynent is so high
relative to the market value of his home. Further, the debtor’s
financial future is quite uncertain, as the outcomes of the civil and
crimnal actions that he is a party to will all affect his incone,
expenses, and debts. Based on the information contained in his
petition, we really don’t know if this debtor is honest or dishonest,
or whet her he has been unlucky or reckless in his behavior.

Not all observers would agree on whether this debtor should be
allowed to file under chapter 7. This case shows that applying the
means testing criteria in individual cases will often be problemtic,
because debtors’ financial affairs are not as transparent as one m ght
wi sh they were.
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