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The history of bankruptcy laws in the United States proves one thing: reform does not come easy.  Article I, section 8 of the United States Constitution (1787) granted the legislative branch the power to enact “uniform laws on the subject of bankruptcies.”  Congress failed to do so until a century later, with the enactment of the Bankruptcy Act of 1898 (the “Bankruptcy Act”).  The Bankruptcy Act was the first permanent and comprehensive federal bankruptcy legislation, and it was not substantially revised until forty years later with the passage of the Chandler Act.  Again forty years later, and after a decade of reform process, Congress passed the Bankruptcy Reform Act of 1978 (the “Reform Act”).    


So, in a historical sense, the “Bankruptcy Abuse Prevention and Consumer Protection Act of 2005,” signed into law by President Bush on April 20, 2005, is before its time.  It has only been about twenty-seven years since the Reform Act, and the process to change the current Bankruptcy Code started “only” about ten years ago.  In 1994, the Bankruptcy Review Commission was established, which is arguably the genesis of the new law.  At times, bankruptcy reform seemed doomed.  At least twice, it came “close,” but each time, until now, it failed.  In the last Congress, the reform effort failed for - of all reasons - abortion issues.  But reform advocates persisted, and a new day for bankruptcy is on the horizon.


With a few exceptions, the effective date of the new law is October 17, 2005, and most provisions of the new law apply only to cases filed after that date.  The law is generally seen as “creditor friendly,” since many changes are specifically directed at, and change, perceived debtor abuses in past cases.  As such, it is anticipated that there will be a spike in bankruptcy filings between now and October 17, 2005, as debtors seek to avoid the more restrictive provisions of the new law by filing petitions before the new law takes effect.


Congress left no stone unturned in this bill.  There are hundreds of changes, and even one entirely new chapter added to the Code.  As bankruptcy practitioners study and digest the new language of Code, perhaps only one thing seems certain: uncertainty abounds in many new sections, and it is likely the courts will be very busy interpreting inconsistent or conflicting provisions.  A constitutional challenge based on Article I, Section 8’s requirement of “uniform laws throughout the United States” is not out of the question, either.  


Be that as it may, it behooves corporate counsel to be prepared for the upcoming changes.   A comprehensive and detailed analysis of all of the new provisions in the law is well beyond to scope of this article.  Rather, select topics that may soon impact corporations and creditors will be generally reviewed and discussed herein.  

Individual Consumer Bankruptcy Cases

There are numerous new provisions that will affect bankruptcy cases filed by individual debtors, particularly when filing under chapter 7.  Chapter 7 is commonly known as “straight bankruptcy,” or liquidation.  Under a chapter 7, a chapter 7 trustee takes possession of, and liquidates, the individual’s non-exempt property, and distributes the proceeds to creditors based on a priority scheme detailed in 11 U.S.C. § 507.  In return, the debtor receives a discharge, which permanently prevents creditors from collecting their claims against the individual debtor.  The numerous changes here are to prevent certain abuses of this process, such as when individuals with substantial assets, and/or income or the ability to pay debts, are nevertheless able to walk away from debts yet keep most of their assets, such as million-dollar homes.


One way to prevent this abuse is to try and force more people to file under chapter 13 versus chapter 7.  A chapter 13 is essentially a re-payment plan to creditors over time.  To force more people to file chapter 13, a “means test” will be applied to all people who file a chapter 7.  If the individual “fails” this test, there will be a presumption that the chapter 7 was filed in bad faith.  If it was filed in bad faith, the case can be dismissed, or the debtor will have to convert the case to chapter 13.  In theory, the test is to identify those debtors with the ability to pay, and thus, force them to pay at least something to their creditors.


The test begins by taking the individual’s current income for the past six months, and computing an average monthly income (i.e., taking the total and dividing by six).  Next, you multiple the monthly average by twelve, to determine annual income.  From the annual income, you then first deduct certain national standards, as set by the Internal Revenue Service (the “IRS”), for expenditures like food and clothing.  Then, you deduct IRS regional standards for expenditures like housing and transportation.  If this adjusted figure, when multiplied by 60 (the maximum months under a chapter 13 plan), is more than the lesser of $10,000 or 25% of non-priority unsecured debt (with a floor of $6,000), then there will be a presumption of bad faith filing.  Stated another way, and as a minimum standard, if the debtor could pay out of his/her adjusted income at least $100 a month for 60 months, he/she may be forced to file a chapter 13 case.  Debtors can try to rebut the presumption with proof of special circumstances or expenses.  If the presumption is not rebutted, the case can be dismissed or the debtor will have to convert the case to chapter 13.


The new law also puts further restrictions on the homestead exemption debtors may claim.  These changes are to prevent O.J. Simpson debtors – i.e., debtors who move prior to filing bankruptcy to states with very favorable homestead exemptions, such as Florida or Texas.  Now, the debtor will have to have lived in a state for 730 days (two years) before they are eligible to claim that state’s exemptions.  If they have not lived in the state for the requisite two years before filing, the debtor must use the exemptions of the state where the debtor lived for 180 days immediately preceding the 730-day period, or for a longer portion of such 180-day period than in any other place.  If the debtor is not eligible in any state under these rules, the fall-back is the federal bankruptcy exemptions.  One unanswered question here remains: what happens if a debtor must use the “fall-back” of federal exemptions but he/she lives in a state (like Virginia) that restricts debtors only to state exemptions?  

Other exemption changes to address the “Enron/Kenneth Lay problem” of debtors shielding substantial equity in homes, restrict “added value” to homes within the last ten years, when the increase in value can be attributable to the debtor’s intent to hinder, delay or defraud a creditor.  Even when the added value is not attributable to hindering, delaying or defrauding a creditor, if the added value occurred within approximately three years prior to filing, the added value is capped at $125,000.


There are numerous other provisions in the legislation directed towards consumer debtors.  For example, credit counseling for debtors is mandatory within 180 days of filing, and a discharge will not be granted until a personal financial management instructional course is completed.  There are enhanced requirements for approval of reaffirmation agreements when the debtor is not represented by counsel.  Also, debtors will be required to redeem property within 45 days of filling.  If they fail to timely redeem, the automatic stay is automatically lifted.  Finally, in a provision that has caused much consternation among attorneys who represent debtors, a debtor’s attorney’s signature on the bankruptcy petition certifies that the attorney has investigated the circumstances that gave rise to the bankruptcy petition, and that the petition is well-grounded in fact and law.  What this exactly means, and what standards courts will apply, is yet to be determined.

In chapter 13 cases, debtors will be required to produce pay stubs or other evidence of income.  Plus, when requested by the court, the United States Trustee or any party in interest (i.e., creditors), debtors shall file a copy of their federal income tax return for each tax year in which the bankruptcy case is pending.  Filing tax returns also applies in chapters 7 and 11.  There are new limits on lien-stripping for automobiles, providing that the lien may not be stripped for creditors who have a purchase-money security interest in a motor vehicle purchased by the debtor for personal use within 910 days (approximately 2 ½ years) of the filing.  In another, perhaps “mini” means-testing, the length of the plan (three or five years) is based on the debtor’s current monthly income measured against the medium income of a like-size family.  Finally, to address debtor’s filing “chapter 21” (first filing a chapter 7 followed immediately by a chapter 13), a chapter 13 debtor cannot receive a discharge in the chapter 13 case if the debtor received a chapter 7, 11 or 12 discharge within four years preceding the filing of the current chapter 13 case. Multiple chapter 13s are discouraged by denying a chapter 13 discharge if a prior chapter 13 discharge was obtained within two years of the current filing.
The Bankruptcy Discharge

Another mechanism by which Congress has attempted to redress perceived prior abuses by debtors was via changes to the bankruptcy discharge.  First, in addition to the multiple filing discharge restrictions discussed above, the length of time in which a discharge may be granted under chapter 7 is extended from the current six years to eight years.  Second, Congress has essentially taken away the chapter 13 “super discharge.”  Currently, debtors under chapter 13 may, in certain circumstances, obtain a discharge of certain obligations that they may not discharge in a chapter 7 case.  With the new law, what can and cannot be discharged in a chapter 7 or 13 case is basically identical.  Also, overall, more types of debts are non-dischargeable.
Automatic Stay
In addition to automatic termination of the stay if the debtor fails to redeem property within 45 days, numerous other changes have been made to the automatic stay which favor creditors.  In particular, repeat or multiple filings by debtors can be a costly nuisance to collection efforts.  To address this problem, the automatic stay in a current case terminates automatically after thirty days if the current case was filed within one year of a previous case that had been dismissed.  The debtor can, within the thirty-day period, file a motion to keep the automatic stay in place by showing the current case was filed in good faith.  If the debtor filed two cases within one year of dismissal of the first case (i.e., the debtor has filed 3 cases), the automatic stay does not go into effect in the third case.  
Other amendments to this section add various exemptions to the automatic stay.  For example, if a landlord obtained a judgment of possession prior to the bankruptcy filing, continuation of the eviction or unlawful detainer actions on residential property in which the debtor is a tenant are not stayed.  However, Congress gave a little ground back to tenants by providing that the automatic stay will be in effect for thirty days if the debtor files a certification under penalty of perjury that applicable non-bankruptcy law allows them to cure monetary defaults, and the debtor deposits with the clerk rent equal to the thirty-day period.  If the landlord objects to the debtor’s certification, a hearing must be held within ten days.
For secured creditors seeking to enforce a lien or security interest, the automatic stay does not apply when a case is filed but the debtor is not eligible to file, or the filing violated a bankruptcy court order prohibiting the debtor from filing.  There is also a new “in rem” enforcement exception when the court finds the filing was part of a “scheme to delay, hinder, and defraud creditors.”  Upon such a filing, the court can grant in rem relief from stay which would be binding in any subsequent filing within two years.  Thus, foreclosures could presumably proceed despite new filings, unless the debtor shows changed circumstances.  
There are also new provisions regarding notice that debtors must give to creditors, and consequences for failure to do so.  If a creditor, within 90 days of the debtor filing his/her bankruptcy petition, twice gives specific notice to the debtor of where correspondence is to be sent and the debtor fails to use such noticed address, the creditor will not be held liable for a monetary penalty for violation of the automatic stay.  Finally, in an effort to speed up relief from stay proceedings when the debtor is an individual, the stay terminates automatically after 60 days from the request for stay relief unless the parties agree otherwise, or the court extends the stay “for such specific period of time as the court finds is required for good cause, as described in findings made by the court.”  This requirement of “good cause” here will certainly be litigated.
Chapter 11 Cases

Congress artfully inserted several provisions relating to chapter 11 cases that will significantly speed up the process and eliminate cases like Heilig-Meyers.  The Heilig-Meyers case was originally filed in August, 2000.  A Disclosure Statement and Plan were not filed until earlier this year, almost 4 ½ years later!  Heilig-Meyers was able to do this by requesting, and getting court approval of, numerous extensions of the “exclusivity period.”  The exclusivity period is the period of time in which only the debtor can file chapter 11 plans.  The period was (and still is) 120 days from the initial filing of the bankruptcy petition, but debtors routinely obtained extensions by ostensibly showing “cause” for extension.  Under the new law, the 120-day period may not be extended beyond 18 months from the date of filing.  
Similar restrictions have been applied to the assumption or rejection of nonresidential real estate leases.  Currently, such leases must be assumed or rejected within 60 days but courts routinely grant extensions.  Under the new law, such a lease is deemed rejected and the property must be surrendered, by the earlier of 120 days from filing or the date of confirmation of the plan.  The court may, for cause, extend the 120 days only for an additional 90 days.  Any further extension is not allowed unless the landlord consents.  

There are new provisions relating to business bankruptcies, including “small business” for chapter 11, which is one that is engaged in commercial or business activities other than owning or operating real estate and with debts under $2 million (excluding debts to insiders).  If a debtor is a small business, there are new reporting requirements which must describe “profitability,” current fiscal projections, and the filing of balance sheets, etc.  To expedite administration of small business chapter 11 cases, a Plan and Disclosure Statement (if required) must be filed within 300 days of the filing of the bankruptcy petition.  That 300-day period can be extended only by the debtor showing that “it is more likely than not the court will confirm a plan within a reasonable period of time.”  Once the Plan is filed, it must be confirmed within 45 days.  So that small business debtors are not overly burdened by these time restrictions, a Disclosure Statement may be waived if a plan provides sufficient information, or a Disclosure Statement can be submitted on standard forms.

Preferences

Fortunately for companies and individuals who face the prospect of paying back to the debtor payments they received before the debtor filed bankruptcy because the payment was a “preference” as defined in the Bankruptcy Code, this statute is changed to liberalize the “ordinary course of business” defense.  Currently, to prove such a defense, preference defendants are required to show the payment(s) at issue were 1) ordinary as between the parties themselves, and 2) ordinary in the industry.  The new law replaces “and” with “or,” thus, significantly reducing a defendant’s burden, and most likely avoiding the necessity of expensive expert testimony to prove industry standards.  To address an all-too-often problem of preference litigation defense costs exceeding low-dollar amount preference claims (thus, arguably extorting a settlement even when a defense is available), there is a new preference exception for aggregate transfers of less than $5,000.  In another change that may further balance the playing field in preference cases, plaintiffs will now have to file preference claims seeking $10,000 or less in the district court for the district in which the defendant resides, no matter where the actual bankruptcy case is pending.  
Debtor-Friendly Provisions

Congress did not entirely forget debtors in the new legislation.  To promote alternative dispute resolution, a creditor’s claim can be reduced now if the court finds the creditor unreasonably refused to negotiate a reasonable, alternative repayment that provides for repayment of at least 60% of the debt.  The Truth in Lending Act will be amended to require, among other changes, enhanced minimum disclosures.  Also, credit accounts cannot be terminated solely because the consumer has not incurred finance charges.
Conclusion

The commentary above is but a sampling of all of the changes in the new law.  “Comprehensive” is probably an under-statement here.  Although it may take some time for certain issues to be litigated and resolved by the courts, it is clear that creditors will benefit from the changes.  
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