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From Counsel

A Preventive Law Service of The Office of The Judge Advocate General

Keeping You Informed On Personal Legal Affairs
BANKRUPTCY

I.  INTRODUCTION

America was founded at a time when the law treated debtors very harshly.  In England in the 1700s, you could be thrown into a “debtor’s prison” for failing to pay your debts on time.  Once put in prison, debtors could languish for years until their families and friends earned enough money to pay off their bills.  Partly as a response to that system, when the Constitution was drafted the Founding Fathers included provisions for the establishment of a system of federal Bankruptcy Courts.  Over the years several systems have been put in place for dealing with bankruptcy.  Since the Bankruptcy Reform Act of 1978, Bankruptcy courts have functioned as subunits of the United States District Courts.

From the beginning, there has been tension between the rights of debtors and creditors.  Originally, bankruptcy law was more concerned with ensuring that creditors were paid, and gave little heed to the rights of debtors.  The current system, which is contained in Title 11 of the United States Code, attempts to strike a balance between the two.

Bankruptcy provides a mechanism by which many, but not all, debts can be discharged, or wiped out.  The effect of a discharge is to forever preclude the creditor from attempting to collect the debt.  The United States Supreme Court has stated that the purpose of this discharge is to provide the debtor with “a new opportunity in life and a clear field for future efforts unhampered by the pressure and discouragement of preexisting debt.”

The Bankruptcy Code is divided into several chapters; each chapter governs a particular type of bankruptcy.  For example, Chapter 9 applies to municipality bankruptcies (such as Newark, New Jersey, which filed in the 1970’s).  Chapter 11 provides a means for businesses to reorganize and continue operations by adjusting their debts.  Chapter 12 provides relief for family farmers.  The two most common chapters for consumers are Chapter 7 and Chapter 13.  This outline examines the basic concepts of those two chapters, as well as general provisions (such as the automatic stay) which are common to all Chapters.  As the number of bankruptcy filings steadily increases, it becomes even more critically important for anyone who deals with debt-laden consumers to understand what can, and cannot, be accomplished through bankruptcy.

II. BANKRUPTCY PROCEDURE

Before examining the law, it is helpful to understand the actual flow of events in a bankruptcy.  The first step in a bankruptcy case is to compile a list of all your creditors (everyone to whom you owe money) and all of your assets.  This information is needed to take the next step, which is to prepare and file your Petition.  The Petition is a two-page document that is filed with the Clerk of the Bankruptcy Court, requesting that the court grant you relief under the Bankruptcy Code.  Along with the Petition, you will file a series of Schedules.  The Schedules list your assets and income, your creditors and account balances, any co-debtors you may have, a statement of your financial affairs, and a statement of compensation paid to your attorney.  While these schedules are quite involved, and very intrusive of your personal affairs, you should be as complete as possible, and completely honest.  Failure to disclose assets or transfers of assets can merit not only dismissal of your Petition, but a federal conviction for fraud.

Once the petition is filed, the court will send a Notice to your creditors, informing them of the filing.  To facilitate this, you must furnish the court with a “creditor’s matrix,” or list, that is used to make labels for mailings by the court.

The court will also appoint a Trustee.  He is responsible for finding out what you own, and what you owe.  He is also responsible for seeing that your creditors are paid as much as possible through the bankruptcy.  He is paid by adding a small fee onto your bankruptcy.

Once the notice is mailed, the creditors have the opportunity to file a “Proof of Claim.”  This is a form that details the exact amount that the creditor claims that you owe them, along with a brief statement of how the debt was incurred.  The Court will set a deadline for filing Proofs of Claim.  However, when a Chapter 7 is filed in which it appears that no assets will be available to pay creditors, the court will instruct that no Proofs of Claim be filed.

If a Proof of Claim is filed, the amount claimed by the creditor may differ from the amount you put down in your schedules.  In this instance, you have the opportunity to object to the creditor’s Proof of Claim.  This ensures that only the proper amount is allowed by the court.

Approximately 30-45 days later, you will attend the Meeting of Creditors, which is discussed below.  If no problems are raised at the meeting, and if the Trustee is satisfied with your Petition (or, in a Chapter 13, if he feels that the Plan is feasible), a hearing will be scheduled with a Bankruptcy Judge.  At the hearing, your plan will be confirmed (in a Chapter 13) or your discharge granted (in a Chapter 7).  In a Chapter 13, you will then begin making payments on your plan.  These payments continue for three to five years, at which time you will be granted a discharge.

III. CHAPTER 7 BANKRUPTCY

A Chapter 7 bankruptcy is sometimes called a “straight” bankruptcy, or “liquidation” bankruptcy.  This chapter is available to individuals, to married couples filing jointly, or to married couples filing singly.

Given the powerful reach of a Chapter 7, the law restricts how often you may file.  Generally, you can only file for Chapter 7 every six years.  This prevents debtors from abusing the system by engaging in a “cycle of discharge.”  Additionally, before you can file you must have resided in the Bankruptcy Court District for 180 days prior to filing.  For soldiers, being stationed in the Bankruptcy Court District also satisfies the residency requirement.  This requirement is common to all chapters.  Technically, a debtor may file in the district in which he has spent the largest portion of the 180 days immediately proceeding the filing.

Under Chapter 7, when the Petition is filed, a bankruptcy estate is created out of all the debtor’s property.  Theoretically, all of your pre-Petition property is now owned by the bankruptcy court, and may be sold by the Bankruptcy Trustee, and the proceeds used to pay off the debts.  However, this rarely happens.

A. Exemptions

Property is rarely sold because the law allows “exemptions” from this requirement.  An exemption is a certain type of property that the law deems essential to your ability to carry out your profession, and make your home.  Since the purpose of bankruptcy is to give the debtor a fresh start, not reduce him to a pauper, the law allows a minimum amount of personal effects to be exempted.

There are two sets of exemptions.  The first is the federal set.  This is a list of property that is enumerated in the U.S. Code that be exempted.  However, as a nod to state’s rights, the law allow each state to make up their own set of exemptions, and then opt out of the federal set.

B. Mandatory Hearings

In a Chapter 7, you are generally required to attend two hearings.  The first is the meeting of creditors, which usually takes place four to six weeks after you file.  Here, you will be questioned by the Trustee.  Also, all of the creditors who received notice of the filing under the law will be present.  If you do not schedule a creditor, and they do not receive notice of the filing, that debt is not discharged, and remains enforceable.

The creditor will have the opportunity to question you about your financial affairs.  If the creditor is able to establish that you are attempting to abuse the system, or that you have attempted to defraud your creditors, they may get the Petition thrown out altogether, or have their debt declared non-discharged.  This rarely happens.  In fact, when it appears that no assets are available to pay off unsecured debt, it is rare for creditors to even show up for these meetings.

The second hearing is the discharge hearing.  Here, a judge will confirm all of the information presented, and will actually grant the discharge of your debts.  This usually occurs anywhere from three to six months after you file your Petition.  In some jurisdictions, the courts no longer hold discharge hearings, but merely mail out a Notice of Discharge.

C. Surrender of Property

After the first meeting, you are required to surrender any property that the Trustee deems has value to the bankruptcy estate, and is not exempt.  In lieu of surrender, you may pay him the fair market value of the property.  You will pay out of post-Petition or exempt earnings, which are not part of the estate.

D. Secured and Unsecured Creditors

There are two types of creditors:  secured and unsecured.  A secured creditor is someone who has a lien, or security interest, in realty or personal property.  That is, if you used property as collateral for a loan, that creditor is secured.  Often, homes and cars are secured debts.  In a Chapter 7, you must either surrender the collateral to the creditor or make arrangements to pay them in full after the bankruptcy.  If you surrender it, the debt is wiped out forever.  If you reaffirm the debt, you remain liable on it.  Most unsecured debt is simply wiped out if there are non-exempt assets for the Trustee to liquidate.

IV. CHAPTER 13

Chapter 13, also called “debt adjustment for regular wage earners,” allows you to spread out your debts over a period of 3 to 5 years.  You are required to submit a Plan to the court which details how much you propose to pay each creditor.  If approved by the court, these payments may be made either to the Trustee, who will then pay the creditors, or you may pay them directly.  It is common to propose to pay home loans outside the plan, as this saves you the amount of the Trustee’s fee, which is a percentage of the amount paid though the Plan.

As an incentive to file for Chapter 13, the law provides that more types of debts can be discharged here than in a Chapter 7.

A. Secured Debts

Also, in a Chapter 13, you are only required to pay secured creditors an amount equal to the value of the collateral.  Any deficit will be paid separately, as an unsecured claim.  It is common for these unsecured claims to be paid anywhere from 0 to 50 cents on the dollar.

For example, if you owed $10,000 on a car that was worth only $6,000, and assuming that unsecured creditors are being paid 50 cents on the dollar, you would schedule the creditor this way:

1. Secured claim = $6k (paid 100%)

2. Unsecured claim = $4k (paid 50%)

By doing this, you retain the car, and only end up paying $8,000, plus interest, over a period of 3 to 5 years.  This shows the value of Chapter 13, as you can retain your collateral, only secured creditors must be paid in full, and even they can only claim up to the value of the collateral.

If your plan is approved, and once you complete your plan successfully, then all of your scheduled debt will be discharged, even if the creditor did not get paid in full.

B. Converting to a Chapter 7

If, after filing Chapter 13, you have further difficulties, then you may get a grace period of adjustment to the plan from the Trustee, or you may wish to convert your plan to a Chapter 7.  Remember, though, you lose the additional protections found in a Chapter 13.

V.   DEBTOR PROTECTION

The law provides several protections for you, the debtor.  These protections are available regardless of which chapter you file under.  The major protections are the automatic stay and the prohibition against discrimination.

A. The Automatic Stay

When the Petition is filed with the Clerk of the Bankruptcy Court, the Code imposes what is called the “automatic stay.”  This prohibits all collection activity by any entity on any debt that is covered by the Petition.

This precludes creditors from contacting you, sending you bills or sending letters, suing you, attempting to collect on judgments, repossessing your car, garnishing your pay, or even contacting your commander to try to enlist his help in collecting the debt.  Since the Code speaks of “any entity,” this protection would include not only bill collectors, but also the commander himself, if he attempts to force you to pay on a debt after you inform him that you have filed for bankruptcy protection.

Any violation of the automatic stay should be reported to your attorney immediately, as it may subject the offending party to sanctions by the court, including being cited for contempt of court and an award of attorney’s fees.  This does not mean, however, that you can simply stop paying all of your bills when you file.

1. Creditors may seek Relief from the Automatic Stay

The purpose of the Stay is to prevent creditors from dissipating the assets of the estate, or taking more than their fair share, thereby ensuring an equitable distribution of assets to all creditors.  However, the Code recognizes that there are certain instances in which a creditor’s actions will not cause any adverse affect on the estate.  Therefore, the Code makes provision for a creditor to seek relief from the automatic stay.  This allows the creditor to proceed with their collection activity.

The Code sets out specific instances when this may be appropriate.  For example, a secured creditor may seek relief from the stay if the amount of the debt to him keeps increasing (such as through interest charges) while the value of the property in which he holds a lien decreases (such as a car or home).  This will almost always be allowed, especially if the debtor does not continue making payments on the loan.  This will also be allowed in a Chapter 7 case when the debtor has no equity in the property.  For example, if the debtor owes $10,000 on a car which is valued at $6,000, the Trustee would abandon the property and allow the creditor to repossess the car.  This protects the creditor by allowing them to effect a resale before the car loses any more value.  The remaining $4,000 would, of course, then be discharged.  The Trustee would not simply allow you to keep the car indefinitely and pay nothing.

2. Motion for Relief from Stay

To get relief from the stay, the creditor must file a Motion with the court, and serve you with notice.  If you wish to oppose this, your attorney will attend a hearing and argue against the creditor’s motion.  One of the most common scenarios is when a debtor files bankruptcy and stops paying on his home mortgage.  Since this is a secured debt, the creditor is entitled to either be paid in full or repossess the property.  Thus, if you do not pay, the lender will seek relief from the stay, and foreclose.  For that reason, it is essential to consult your attorney on how to schedule, and handle such debts.

B. Debtor Nondiscrimination

Army Regulations authorize taking adverse administrative action against soldiers who demonstrate financial irresponsibility.  Commanders are authorized to implement numerous actions against soldiers who demonstrate financial irresponsibility, including:  make it a matter of permanent record, imposing bar to reenlistment, imposing punishment under the UCMJ, and chapter the soldier out of the Army.  See Department of Army, Regulation 600-15, Indebtedness of Military Personnel, Chapter 3; Department of Army, Regulation 635-200, Personnel Separations:  Enlisted Personnel.  While common sense might lead to the conclusion that filing bankruptcy would be conclusive proof of irresponsibility, that conclusion, while logical, is also illegal.  Specifically, the non-discrimination provisions of Section 525(a) of the Bankruptcy Code protect debtors against governmental action taken on the basis of filing bankruptcy.  

The law states that:

“Excepted as provided … a governmental unit may not deny, revoke, suspend, or refuse to renew a license, permit, charter, franchise or other similar grant to, condition such a grant to, discriminate with respect to such a grant against, deny employment to, terminate the employment of, or discriminate with respect to employment against, a person that is or has been a debtor under this title … solely because such bankruptcy or debtor is or has been a debtor under this title … has been insolvent before the commencement of the case under this title, or during the case but before the debtor is granted or denied a discharge, or has not paid a debt that is dischargeable in the case under this title or that was discharged under the Bankruptcy Act.”

These protections prohibit discrimination on any of three enumerated bases:

(1) the filing of bankruptcy;

(2) the debtor’s insolvency before or during bankruptcy; or

(3) nonpayment of a debt that was discharged in bankruptcy.

However, a commander may take action against a soldier so long as the action is actually based on irresponsibility, and is not a knee-jerk reaction to the bankruptcy filing.  The law allows a commander to take action based on the facts and circumstances that led to the bankruptcy filing, just not on the basis of the filing itself.

This is an important protection, because many creditors try to browbeat soldiers into paying their debts by telling them that filing bankruptcy will get them chaptered out of the Army.  This is simply not true.  If the soldier is truly an “honest but unfortunate debtor,” the Army should have no justification for taking action.

VI.   DISCHARGEABLE AND NONDISCHARGEABLE DEBTS

Although bankruptcy wipes out most debts, there are certain types of debt that cannot be discharged.  These include debts for child support or alimony (some courts even refuse to discharge divorce-related attorney’s fees), some taxes, some student loans, fines imposed for DWI/DUI, and certain judgments arising from fraud or other intentional misconduct.  Under the Supreme Court decision in Kawaauhau v. Geiger, this does not apply to negligent or reckless conduct, including car accidents or medical malpractice.  Additionally, although secured creditors have special status, as shown above, any deficiency balance owed to them is subject to discharge.  Thus, if you had a car repossessed prior to filing, and the creditor then resold the vehicle, normally, they would hold you liable for the difference between the resale and the amount of your debt.  In bankruptcy, however, the “deficiency balance” is wiped out.

Additionally, any creditor who is not scheduled, or who does not receive notice of the filing, will not be discharged.  Also, any creditor who can prove to the court that their debt was incurred through fraud may not be discharged.  This makes filling out the Schedules properly even more important.

VII.   ADDITIONAL CONSIDERATIONS

The Fair Credit Reporting Act mandates that “stale” credit information be removed from your credit report.  Normally, information is deemed stale after 7 years.  However, by law, bankruptcy filings stay on your report for 10 years.  This includes filings that were later withdrawn at your request.  In that instance, however, the FCRA provides that the credit agency must annotate your report to show that you voluntarily withdrew your Petition.

Of course, filing bankruptcy may affect your ability to qualify for credit, and may result in any credit that you do receive being at a higher rate.  Consider your alternatives, such as negotiation with creditors, consolidation loans, assignment for the benefit of creditors, or debt counseling.  Be careful of “credit repair” clinics, as many of them are simply rip-off artists.  Often, they charge you for doing nothing more than you could do for yourself.  You always have the ability to negotiate with a creditor, especially if a bankruptcy is imminent.  Additionally, be aware that any “forgiveness” of a debt by a creditor is considered income by the Internal Revenue Service.  However, debts that are discharged in bankruptcy are not.

VIII.   CONCLUSION

In sum, bankruptcy is a very complex area of the law.  If you are considering filing, you should consult an attorney.  Often, they will require a deposit of $200-$500 before filing, with a total fee ranging from $500-$2,000, depending on the complexity of the case and the Chapter you file under.  A “straight seven” can be had for as little as $400 plus filing fees.  While even this may seem like a lot of money, by using an attorney, you ensure that your interests are protected.
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