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STATEMENT OF HON. JAMES P. MORAN, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF VIRGINIA

Mr. MoRraN. Well, thanks very much, Mr. Chairman, and mem-
bers of the subcommittee. This is an important bill because the cur-
rent bankruptcy system is broken. Somewhere over the past dec-
ade, the integrity of the bankruptcy process has been corrupted,
and an important moral principle has been eviscerated. The time-
honored principle of moral responsibility and personal obligation to
pay one’s debts has been eroded by the convenience and the ease
with which one can now discharge his or her obligation. What was
once the option of last resort, has too often become the preferred
option of first resort.

A legislative fix is vital to distinguish between those who truly
need a fresh start, and deserve one, and those capable of assuming
greater responsibility and making good on at least some of what
they owe. That’s why we need needs-based bankruptcy reform. It's
unbelievable when you hear the statistics that my colleagues and
<nu have cited, that we have almost 1.4 million bankruptcies in a

r when we have as good an economy as we've ever had. Interest

es are down. Incomes are up. Growth is up. Why do we have as
(nany bankruptcies as we do? It doesn’t make sense.

More people filed for personal bankruptcy last year than grad-
uated from college. That's wrong. Instead of bankruptcy being a
safety net, it's become a convenient financial management tool.
That's why we need this legislation. It’s unacceptable and it's un-
fair that those who do pay their bills have to foot the bill for those
who, in many instances, have the ability to pay, but choose not to.

It’s been conservatively estimated that personal bankruptey cost
every household, in this country, $400 per year. The decent, re-
sponsible, honest people are paying for those who are not. And, it
takes 15 responsible borrowers to cover the cost of one banker fee
of convenience. The system will continue to be void of integrity if
debtors persist in using it as a tool of first resort. It was never in-
tended to be a tool of first resort. It should be a tool of last resort,
when every other option has been exhausted. This Nation’s bank-
ruptcy system is broken because it enables people to avoid paying
their debts when they can afford to, and that's what this legisiation
ig all about. I'm not going to belabor that point, but that’s the un-
derlying issue.

Seventy-six percent of Americans believe that individuals should
not be allowed to erase all of their debt in bankruptcy if they are
able to repay a portion of what they owe. We know that. That’s just
common sense, and it’s basic tenant of our system. So we want to
go to a needs-based system, and, you know, when you talk about
Tow income people, we exclude low income people. We take care of
them. The average bankruptcy filer earns approximately $34,000 a
year.

But, we don’t apply this to people whose incomes are less than
75 percent of the National median income, by rfamily size. For a
family of four, that’s 75 percent of National median income, it's al-
most $39,000 per year. So, most people are excluded. What we're
trying to get at is those who have money and who are avoiding
paying their debts, and then causing the rest, the working class
families, to have to pick up that cost.
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It’s not a matter of credit cards, necessarily, although too many
people are charging too much on credits cards, I think that would
be generally recognized, but 96 percent of credit card holders pay
their bills. Only 1 percent ever end up in bankruptcy, and, in fact,
bank credit cards only represent one-sixth of total debt in the aver-
age bankruptcy petitions. So, that’s not the main problem.

This is a consumer-friendly bill. We've got a debtor’s bill of
rights; it enables you to protect yourselves from these bankruptcy
mills that are proliferating across the country. That's why we have
over 170 sponsors to H.R. 2500, which was the first bill, and is now i
incorporated in this bill—a record bill. I've been pushing this for §
years, as I know you have, Mr. Chairman. I think that we've got
a good bill here because it's good for the American people. It's in
their interest to support this bill. It ought to be bipartisan, and I'm
confident it's going to be bicameral, and I would hope that it would
passed this year, because it can be passed not too soon for those
honest, good Americans who shouldn’t be paying $400 a year to
bail out people who are abusing the system. Thank you, Mr. Chair-
man.

[The prepared statement of Mr. Moran follows:]

PREPARED STATEMENT OF HON. JAMES P. MORAN, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF VIRGINIA

INTRODUCTION

Chairman Gekas, Members of the Subcommittee, thank you for allowing me to
come before you today to speak on behalf of the Bankruptcy Reform Act of 1998
(H.R. 3150). I am sponsoring this bill with Chairman Gekas because the current
bankruptey system is broken. Somewhere over the past decade, the integrity of the
bankruptcy process has been corrupted and an important moral principle has been
eviscerated. The time-honored principle of moral responsibility and personal obliga-
tion to pay one’s debts has been eroded by the convenience and ease with which one
can discharge his or her obligations. What was once the option of last resort has
t00 often become the preferred option of choice.

A legislative fix is vital to distinguish between those who truly need a “fresh
start” and those capable of assuming greater responsibility and making good on at
least some of what they owe. I look forward to working with this Committee to bring
needs-based bankruptcy reform to fruition this year.

THE SYSTEM IS BROKEN AND LACKS INTEGRITY

Despite this country’s strong economy-—wages are up, unemployment is down, and
interest rates and inflation are low—the rate of personal bankruptey filings has in-
creased dramatically. Last year personal bankruptcy filings rose nearly 20 percent
reaching a startlingly record high of more than 1.3 million filings. More people filed
for personal bankruptcy than graduated from college last year. Instead of bank-
ruptcy being a safety net, it has become for some a convenient financial manage-
glent tool. The Bankruptcy Reform Act will help to bring this equation back into

alance.

I find it unacceptable and inherently unfair that those who do pay their bills have Y
to foot the bill for those who, in many instances, have the ability to pay, but choose i
not to. It has been conservatively estimated that personal bankrupteies cost $400
per household per year, and it takes fifteen responsible borrowers to cover the cost
of one bankruptcy of convenience. The system will continue to be void of integrity
if debtors persist in using it as a tool of first resort rather than a tool of last resort
when all other financial options have been exhausted. Clearly, this nation’s bank-
ruptcy system is broken when it enables individuals to avoid paying their debts de-

, spite their ability to do so. What this Congress must do is to undertake genuine
needs-based bankruptcy reform to require those who have the ability to repay a por-
tion of their'debfs to enter a Chapter 13 repayment plan, while also preserving the
historic “fresh start” in Chapter 7, for people who have fallen on hard economic

. times. The goal of our bankruptcy system has always been to protect those who need

“ ¢ protecting—to provide those who experience genuine and serious financial hardship
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the opportunity to wipe the slate clean. What we must do is return our system back
to its original mission through a simple legislative fix.

BANKRUPTCY REFORM IS A CONSUMER ISSUE BECAUSE IT PRESERVES THE “FRESH
START”

Bankruptcy reform is not a Republican or a Democrat issue—it is a consumer
issue. According to the National Consumer League’s 1997 survey, 76 percent of
Americans believe that individuals should not be allowed to erase all of their debts
in bankruptcy if they are able to repay a portion of what they owe. This survey
merely retlects the American public’s belief that individuals should he responsible
for their own actions. Our bill would help to remedy the glaring problems of today’s
bankruptcy system by creating a needs-based system which would continue to pro-
tect the rights of those citizens who need a fresh start, while at the same time re-
guiring those who don’t to carry their fair share of the load.

It has been argued that such an approach—a needs-based system—will dispropor-
tionately hurt low income groups. First let me say that low income debtors are sim-
ply not filing for bankruptey in large numbers. In fact a recent study found that
counties witl% low average incomes have the lowest bankruptcy filing rates per cap-
ita. The average bankruptcy filer earns approximately $34,000 a year.

The needs-based bankruptey system, as outlined in the Bankruptcy Reform Act,
does not prevent anyone from receiving bankruptey relief. In fact, the needs-based
approach applies only to debtors with an income of greater than 75 percent of the
national median income by family size and the ability to repay at least 20 percent
of total unsecured debt out of income, which exceeds what is needed to cover secured
lebt, prioritized unsecured debt, and living expenses. Individuals or families with
an income below 75 percent of the national median income are not affected by the
needs-based approach. Currently, 75 percent of the national median income for a
family of four 1s $38,639.

Moderate and low-income families are not the target of this legislation, but they
may be the victims of restricted credit if we do not fundamentally reform the
present system. Because of the rise in bankruptcies, financial service companies,
even credit unions, may be left with little recourse but to restrict the credit cur-
rently available to those low-income families who need it most.

CREDIT CARDS ARE NOT THE REASON FOR THE INCREASE IN BANKRUPTCIES

Despite all the anecdotal evidence to the contrary, the credit card industry is not
the impetus for the bankruptcy crisis in the fnation. The vast majority of individuals
recognize the personal responsibility they take on in using a credit card. More than
96 percent of credit card holders pay their bills as agreed to and only 1 percent ever
encFup in bankruptcy. Bank credit cards represent less than 16 percent of total debt
on the average bankruptcy petitions. According to a Federal Reserve Board survey
last year, credit cards account for a mere 3.7 percent of consumer debt—hardly large
enough to cause the bankruptcy crisis.

BANKRUPTCY REFORM ACT HAS IMPORTANT PRO-CONSUMER PROVISIONS

I am also pleased to mention that the Bankruptcy Reform Act includes a number
of pro-consumer provisions. In order to provide debtors with the best possible infor-
mation before they take the step of bankruptcy, the bill requires the distribution
of information on bankruptcy and its alternatives to all potential filers. This is ex-
tremely important because in a study done in April of 1997 found that 50 percent
of those individuals who filed for bankruptcy were not aware of their options besides
bankruptcy. Of this group, 65 percent indicated they would have chosen financial
counseling had they been aware of it as an option. Many people do not understand
that repayment plans can often be worked out with creditors without having to file
for bankruptey. In addition, the bill provides for a test program through the U.S.
Trustees office in which consumers who discharge their debts will have to attend
a financial management training class. It is our hope that this class will teach con-
sumers how to better handle their money and avoid bankruptcy in the future.

Also the bill includes a unique Debtor’s Bill of Rights, which outlines protection
from so called “bankruptcy mills” for those who legitimately need a bankruptey’s
safety net. Regrettably, there are some within the bankruptcy profession operating
like a mill, steering many consumers into bankruptcy without adequately informing
them of their choices and the potential harm that bankruptcy can have on their fu-
ture financial records. The bill of rights would require any for-profit debt counseling
agency to fully disclose the services they perform and the fee for this service up-
front. The bill also provides for a full refund to the consumer if he or she is not
represented fairly and adequately.
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I believe that the Debtor’s Bill of Rig
provide the correct balance needed to r
ness and responsibility.

hts and the consumer protection provisiong
estore our bankruptcy system to one of fajp.

CONCLUSION

eady embraced

tee’s distinguished Chajirman and myself,
Representatives McCollum and Boucher.
A reasonable. needs-based formula permits a front-end determination, prior to fil-

hapter a filer should proceed. This
pter 7 fresh start for those debtors u
deed, this front-end determinatio

0 n improvgzs that fre
etriment of those Chapter 7 file

lief. The only “losers” in a needs-based approach are those individuals who have ep-

Jjoyed the safety net of Chapter 7 despite their lack of need, and they, my colleagues,
do not need our protection.

I urge this Committee to expeditiously consider needs-based bankruptey reform
legislation and look forward to working wi

with each and every one of you to accom-
plish this very important goal. :
Thank you.

Mr. GEKAS. We thank‘ the gentleman.

We now excuse our colleagues, with our gratitude, and expect
them to stay in touch with us to proceed along the path of final
passage. We thank them.

The record should indicate that we've also invited the gentleman
from Michigan, Mr. Conyers, to join that panel, and we had not re-
ceived an affirmation of that invitation as of this moment. But, we

-are told that he may join us at any time and, when he does, we’ll
accord him the opportunity to sit with the members.

Now, we’ll turn to the first panel: The Honor
Jones, Judge of the Unite tates Court of

We are pleased to have
r written stat

STATEMENT OF HON. EDITH HOLLAN JONES, JUDGE, UNITED
STATES COURT OF APPEALS FOR THE FIFTH CIRCUIT

Judge JONES. Thank you, Congressman Gekas, and the other
gentlemen here. '

h b A
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sion represented what, I believe, is a very unrepresentative split
regarding the background and problems that we see today with
consumer bankruptey. I can't really improve upon the statements
that Congressman McCollum, and Moran, and Boucher made about
the abuse of our bankruptcy system today.

ions
‘air-

ptey It is very difficult to ask me, as a former Commissioner, much
the less as a judge, to try to compress 2 years of my experience on the
ons . . . . A .

ank- commission into a 5-minute presentation. But, I will endeavor to do
mit- S0.

500, The Commission heard testimony from hundreds of witnesses.
) 6l We received thousands of letters. They confirmed the impression
pre- that our bankruptey system today lacks integrity, it lacks control.
. In- It is a system in which where everyone is nominally responsible for
ﬁper the integrity, no one is responsible. Most debtors never see a judge.
i Many bankruptcy lawyers never talk to their clients. The first time
2 en- they see their clients often is when they are in a herd of people in
Jues, the bankruptcy courts and the lawyers raises a hand and says,

“Anyone who's my client needs to step forward right now.” They do

form not oversee the integrity of the schedules. The lawyers are not

com bound by rule 11, as they are in every other Federal pleading, to
: verify the integrity of the schedules and the statements of affairs
g that the debtors have to present.

pect Now, am I saying that every debtor is a louse and unworthy of
1nal ‘relief? Of course not. Nor does H.R. 3150. What I am saying is that
‘in the present system we have no way of verifying that the people

nan who seek chapter 7 relief really need that relief.
t re- The benefits of means testing seem to be manifest. First of all,
we’ we've got a novel problem in this country, in that we have 1.5 mil-

lion filings—or that’s the estimate for this year during unprece-
. dented economic well being. This is completely novel. It demands
a creative legislative solution.

- Second, the means testing proposal builds on what already is
means testing in chapter 13 of the Bankruptcy Code in the dispos-
able income test. But, what it does is make that test uniform. It
makes it predictable. It makes it administratively feasible because
it is a test that the lawyer can apply, with his client, in their con-
ference before the client files bankruptcy.

.Finally, it is not inconsistent to have means testing in bank-
ruptey the same way, that we means test every other part of our
social safety net in this society. Welfare, food stamps, social secu-
Tity, disability, medicaid—all are means tested. Bankruptcy is part
of the social safety net. It ought to be means tested as well.

I support H.R. 3150. I want to make a final comment about the
fact that you will hear from many representatives of the bank-
ruptey bar and the judiciary, and this is not personal against Judge

ewsome in any way. You will hear great opposition, based on the
v fact_ that we judges will have to do much more work under this bill.
<1 ghsagree with that. They haven’t read the bill. They haven't ap-
plied the test. There will, of course, be a period of uncertainty as
the kinks get worked out. But, generally speaking, its an objective
fest. It would provide a uniform test, which is something that our
law sorely lacks now.

. Furﬁhermore, the argument that these judges would have more
.Work imposed on them is exactly the argument that my colleagues
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on the Article III bench complained about in sentencing guidelines,
We have the guideline system. It has its flaws. But, it works fairly
effectively.

Means testing is not anomalous to bankruptcy. In fact, it will

sure the integrity of our bankruptcy system. And, a final
the data_. No

ple can repay
some portion of their debt. Why in fairness should they not be re-

quired to do so? Nobody has successfully answered that question

for me, and it seems to me that is the burden that the opponents
of means testing must bear.

Thank you so much for your time.
[The prepared statement of Judge Jones follows:]

PREPARED STATEMENT OF HON., EprtH H. JONES, JUDGE, UNITED STATES COURTS OF
: APPEALS FOR THE FIFTH CIRCUIT

Thank you for inviting me to speak today on the need for reform of our nation’s
bankruptey laws. It was an honor to serve at the request of Chief Justice Rehnquist
on the National Bankruptcy Review Commission during our two-year tenure. The
Commission offered me an unparalleled opportunity to consider questions that had
bothered me ever since 1 practiced bankruptcy law, largely but not exclusively in
business cases, for over five years before going on the bench.

As you may know, the Commission split 54 on its most important recommenda-
tions, and I wrote several

ing process that support the pe
Reform Act of 1998,

A. The Need for Reform

Personal bankruptcy filings have reached epidemic proportions. In 1980, just after
the Bankruptcy Code was passed and amid an economic recession, annual filings
stood at slightly over 330,000. Last year, in- 1997, following a sustained period of
economic growth, the number of filings reached 1.3 million consumer bankruptcies.
There has been a 60% increase in the last 5 years!

We now confront an anomalous situation

to spiral out of control, dram
ing economic problems. )

None of the hundreds of experts and witnesses before the Commission could fully
explain the bankruptcy epidemic. But no one suggests that the filings are any longer
demographically confined to the lowest socigeconomic groups or those who have ir-
revocably lost their jobs or have become physically disabled. Seeking bankruptcy
protection has become more and more common among fully employed middle- and
upper-class people. More disturbingly, many debtors are now filing for bankruptcy
protection before actually defaulting on debt. As Congressman Pete Sessions re-
cently described it, bankruptey is “for some people . . . just another tool of financial
management.”

Further, contrary to the inferences drawn by many bankruptcy practitioners and
academics before the Commission, the rapid increase in filings cannot mean that the
bankruptcy system requires amendment to soften its impact on debtors. If it were

unfair to .
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unfair to debtors, there would not be a vast migration toward bankruptcy when, as
we see today, employment prospects seem brighter than ever.

In part, the bankruptcy boom springs from the intention of the 1978 Code. The
drafters of the Code, some of whom still actively influence Congress, consciously
sought to remove the social stigma from filing bankruptcy. The Code, for instance,
replaced the term bankrupt with “debtor” and described a case filing as seeking an
worder for relief” The Commission process confirmed the following facts. Filing
bankruptcy is easy and relatively inexpensive. Most debtors never appear before a
judge. Sanctions are rarely imposed for misuse of bankruptcy. Standards of debtor
conduct are not enforced.

Social and moral changes have also accelerated the trend to accepting bankruptcy
as a feature of “normal” life. Movie stars, governors and “famed heart surgeons”
have undergone bankruptcy to discharge their debts, so why shouldn’t ordinary
Americans? Gambling debts have caused dramatic increases in some jurisdictions.
Bankruptcy is actively promoted in lawyer advertising and self-help literature. To
take just two examples, a book titled Debt Free! offers “Your Guide to Personal
Bankruptcy without Shame,”? and my grocery store features a $16.99 guide to per-
sonal bankruptey.

A prominent bankruptcy judge once commented to me that when he graduated
from law school around 1950, there were two things that “people never did: divorce
and bankruptcy.” This comment captures an insight often overlooked by those who
make their living from the bankruptcy grocess. Declaring bankruptcy has a moral
dimension. To declare bankruptcy 1s to break one’s contracts and agreements. Our
society cannot function if it becomes widely acceptable to do this. In fact, the sanc-
tity of contract—enforced by the rule of law—animated the growth, development
and prosperity of the Western world. Enforceable contracts permit economic freedom
to flourish and provide opportunity for all precisely because they are the product
of voluntary action rather than state-sponsored preferences, riorities, or corruption.
To regress from a norm in which contracts are enforceable tﬁreabens the foundation
of our economic engine.

Beyond contracts and mere transactional effects are the distrust, disaffection and
misunderstanding that erupt in a society which broadly permits such promise-
breaking as occurs in bankruptcy. The large number of heartfelt and often poignant
letters received by the Commission from creditors who were short-changed by debt-
ors in bankruptcy attests to this sad reality. No doubt, bankruptcy is a necessary
feature of Judeo-Christian capitalist societies, but to advance the equally moral
goals of protecting social cohesion and general welfare, it cannot become more than
an act of grace available to those who are truly and seriously needy. We must not,
to paraphrase Senator Moynihan and former Treasury Secretary Lloyd Bentsen,
“define bankruptcy deviancy downward.”

Finally, bankruptcy has a macroeconomic effect on the cost and availability of
credit. Graphically demonstrating this impact are hundreds of letters the Commis-
sion has received from credit unions. Credits unions’ losses in bankruptcy directly
affect their loan rates and practices, and in the past three to four years,those- losses
have dramatically increased. Other lenders, large and small, have had similar expe-
riences. The rising number of bankruptcies will increase interest rates for all con-

sumers and will cause businesses to scrutinize credit more closely and discriminate
among borrowers. The real losers as the supply of consumer credit tightens are
those at the bottom of the ladder. Ultimately, a bankruptcy system that is too hos-
gitable to debtors hurts bill-paying customers. It should be an obvicus point that

ankruptcy as a social welfare program is subsidized by creditors and, through
them, by the vast majority of Americans who struggle and succeed to make ends

meet financially. The—

B. Means-Testing

The time for means-testing access to bankruptcy relief has arrived. That is to say,
debtors who are income earners and at least relatively well-off should be required
to agree to repay some portion of their unsecured, non-priority debts in exchange
for receiving a “fresh start” though discharge. These selected debtors should be
channeled into Chapter 13 debt payment plans rather than being permitted to dis-
charge all unsecured debts in Chapter 7.

Means-testing is not novel to bankruptcy. Moreover, to describe it as philosophi-
cally abhorrent to bankruptcy, as opponents do, is illogical and unrealistic.

Means-testing is not a novel concept because the Chapter 13 disposable income
test already embodies a form of needs-based relief. The difference is that Chapter

1Caher & Caher, Debt Free!/, Henry Holt & Co. publishers, 1996.
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13 isn't required for those who have the ability to pay, and it is unevenly applied grréme
throughout the country. u,; p{
Means-tostine is not nhiloeonhically anmbrmwgy b dho Lol 0 o 1 5.1
 vaeans-ie Suiig 15 LUV pLOSOpHItaly Conwrary 1o ule panxKrupicy system, properiy b s
viewed as a part of our social safety net. In every other government rogram that Iy gl(
furthers social welfare—social security disability, food stamps, Medicaid, school ab?,\gsl:e
lunches, etc.—benefits schedules and eligibility are means-tested to ensure that only 3 sancti
those who really need help receive public largesse. In no social program other than 3 do the
bankruptcy is the beneficiary permitted to make a unilateral determination of the s contai
amount of relief desired. 6. I
Finally, means-testing is not inimical to bankruptcy relief simply because it hasn’t Thirte
been required before. Such hide-bound opposition overlooks present-day reality: the gume
bankruptcy epidemic is also novel in our history. Dramatic problems demand cre- 7.1
ative solutions. shows
The issues in means-testing bankruptey eligibility are simplicity, judicial and ad- bankr
ministrative feasibility, and fairness. ' 8. C
H.R. 3150 satisfies these standards. The bill measures income against fixed statis- and d
tics for regional costs of living that are already in use by the IRS, social service becau
agencies and some Chapter 13 trustees. The measures for income and expenses are compl
objective, and eligibility for Chapter 7/13 relief can be easily determined in the debt- these
or's first consultation with his lawyer. If the debtor and lawyer provide accurate in- 9.«
formation to the trustee, judicial intervention will rarely be necessary. Means-test- spons
ing will not even apply to the majority of debtors whose income falls well below its ticula
threshold of approximately $38,000. Moreover, an “extraordinary circumstances” pact ¢
provision allows the court to determine when a debtor, although nominally in the ernumne
higher income-earning range, experiences compelling need, such as a family illness, that «
that mandates Chapter 7 relief. tage ¢
Other bills pending in Congress address means testing by modification of § 707(b) 10.
of the Bankruptcy Code. Those bills would require a creditor to file a lawsuit, or On th
adversary proceeding, against a debtor who the creditor thinks can repay a thresh- | availe
old amount of unsecured, nonpriority debt. This is a plausible alternative, as my dis- are a
sent from the Commission report stated, but I do not think it preferable to the up- study
front, uniform test embodied in H.R. 3150. First, the §707(b) approach leaves it to cally
each bankruptcy court to determine in each case what is an acceptable level of emph
household expenses and repayment ability for a debtor. Non-uniform results are cer- veniel
tainly more predictable here than through the up-front eligibility determination. ess
Second, as this remedy proceeds through %itigation, creditors will face a costly hur- ongl
dle to proving a debtor’s ability to repay. Some bankruptcy judges who commented ment:
to the Senate on a §707(b) modification endorsed it precisely because they foresaw level,
few cases being brought under it. If this is correct, § 707(b) will not be an effective Me:
remedy for bankruptcy abuse by those with an ability to repay. progri
The best way to defend the up-front eligibility test set out in H.R. 3150 is to ad-: 1ssue
dress objections that have been raised to it. I will summarize these objections and’ C. Oti
my responses, , ‘ The
1. Means-testing will impose costs and burdens on the judiciary, trustees and at- ticula
torneys. Response: First, there may be increased costs while the technical details abuse
of the law are worked out, but they should be minimized by the objective test used: fairs
in H.R. 3150. Second, means-testing will be relevant for only about 20% of consumer sive ¢
debtors. Third, increased costs can be defrayed by higher filing fees or trustee fees.. encou
Fourth, any reform that curtails bankruptcy abuse will carry some initial costs. . The i
2. Means-testing is “unfair.” Response: This is incorrect. Means-testing is a pro-: such
gressive reform in the sense that our tax system is progressive. The more you have’ just b

the ability to repay, the more you ought to repay. It is not “unfair” to impose a price i HE
on higher income-earning debtors in exchange for the immense benefit of the auto- :

matic stay and fresh start discharge. = i (f:'(l:lg;
3. Means-testing “can’t work” because debtors’ schedules are unreliable. Response: a4 bankz
This widely-voiced concern proves the need for reform! The objectors are admitting 2 shoul.
that the present system lacks effective oversight. If debtors are smart enough to
“game” the system, they must be understating their assets and ability-to-repay.?
H.R. 3150 enﬁances the reliability of debtor’s filings by requiring pay stubs, tax re-
turns and other documents to be furnished timely to the trustee and.by requiring The
random audits. . : of apj
4. Using standard levels of expenses to measure debtors’ ability to repay is unfair. volve(
Response: On the contrary, this bill incorporates standards already in use by gov- N f::: a
eI O The
?See, e.g., Lynn M. LoPucki, Common Sense Consumer Bankruptcy, 71 American Bankruptcy o Bank:
Law Journal, 461 (1997); Judge Rebert E. Ginsberg, Commission Vice-Chairman (Bankruptey ties ¢

schedules are the “great American novel.”)
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ernment agencies. Dollar-indexed tax exemptions are also “unfair” geographically
but perceived as necessary to achieve predictability and uniformity.

5. Means-testing does nothing to control bankruptey fraud and may encourage it
by giving debtors incentives to increase their expenses or secured debt. Response:
I agree that means-testing does not reach certain forms of bankruptcy fraud and
abuse. The Code addresses some of those abuses, and H.R. 3150 contains additional
sanctions. Further, some debtors may misuse a means-testing system just as they
do the present law, but that is not a reason to reject needed change, and H.R. 3150
contains provisions to discourage such misuse.

6. Requiring some debtors to repay a portion of their unsecured debt violates the
Thirteenth Amendment. Response: No court or serious scholar has accepted the ar-
gument on involuntary servitude.

7. Means-testing excludes other reforms. Response: Not at all, as H.R. 3150
shows. We still need reforms to enforce accuracy in debtors’ schedules, limit repeat
bankruptcies, and clarify rights of secured and unsecured creditors.

8. Chapter 13 doesn’t work, because most debtors never complete their payments,
and debtors in “forced” Chapter 13 cases will {)erform worse. Response: 1 disagree,
because the higher income-earning debtors will not get a discharge if they do not
complete their plans. Without a discharge, creditors will have incentives to pursue
these well-off debtors.

9. “No one” in the bankruptcy system has a realistic ability to repay debt. Re-
sponse: If this extraordinary blanket statement were true, then a means test, par-
ticularly the modest means test imposed by H.R. 3150, would have no adverse im-
pact at all. It is contrary to human nature, however, to suppose that when the gov-
ernment offers a “free” discharge from debt, no one will take undue advantage of
that system. The real question is how best to identify those who are taking advan-
tage of bankruptcy and to make them pay for the privilege.

10. There are insufficient or unreliable data to support means-testing. Response:
On the contrary, at least three recent studies have concluded, based on information
available in debtors’ actual bankruptcy filings, that a significant portion of debtors
are able to repay some of their unsecured, non-priority debt. The last comparable
study that might show otherwise was performed in 1981, well before recent dramati-
cally increased filings. Many, many letters and articles received by the Commission
emphasized that income-earning debtors are filing bankruptey as a matter of con-

. venience rather than dire necessity. As I see it, the empirical studies can’t tell Con-
ess exactly what means test to adopt, but they confirm these communications.
%l;)ngress often legislates on principle, and many laws impose means-testing require-
ments as a matter of principle even though no precise data are available. At some
level, means-testing is necessary and fair. The no data argument is a red herring,

Means-testing is a modest attempt to restore even-handedness in the only social
program our society now has which is guided entirely by debtor self-selection. The
i1ssue is like welfare reform, and the consequences are just as great.

- C. Other Reforms

The Bankruptcy Commission members uniformly recognized the existence of par-
ticular forms of bankruptcy abuse not related to ability-to-repay. Three of those
abuses are the widespread inaccuracy of debtors’ schedules and statements of af-
fairs, serial bankruptcy filings by individual debtors or groups of debtors, and exces-
sive exemptions. We agreed on the need to study debtor education programs and

“encourage debtors’ counsel to provide more adequate representation to their clients.
- The four dissenting Commissioners commented upon additional sources of problems,
"such as unclear provisions relating to secured creditors’ rights, loading up on debt
.Just before bankruptcy, and vague valuation standards for collateral.

© H.R. 3150 responds to all of these concepts with provisions that strengthen and
clarify the law. These changes will enhance the integrity of the bankruptey system
for debtors and creditors and, by clarifying the law, will reduce transaction costs in
bankruptcy. All of these amendments stand fully independent of means-testing and

should receive widespread support.

II. DIRECT APPEALS

The provision in H.R. 3150 for direct appeals of bankruptcy decisions to courts
of appeals is also a valuable contribution to bankruptcy practice. Every group in-
volved in the Commission’s work, except the U.S. Justice Department, endorsed di-
fect appeals. This measure is necessary to ensure uniform application of bankruptcy
aw,

"The current two-tiered scheme of appeals includes a stop at the district court.
Bankruptcey law suffers from a lack of definite circuit-wide rulings because the par-
ties cannot afford to appeal twice. This bill's direct appeal mechanism ameliorates
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any constitutional problem by modeling bankruptey appeals after the provision for

appeals from magistrate Jjudge decisions. Finally, as a judge who has previously tes-
tifled in the Senate on our appellate case load, I can state with some confidence that
the increased number of bankruptcy appeals will not impose an undue burden on
our courts. Civil appeals in the Fifth Circuit have decreased steadily for six years,

and we anticipate a decline in prisoner section 1983 and habeas appeals following
Congressional reform laws that are now taking effect.

Please do not be misled: these provisions are all workable,

practical and in many
cases they simply nationalize bankruptcy court and U.S.

rustee practices in the

Mr. GEkas. We thank

you, Judge Jones, and turn to Judge
Newsome for his testimony

STATEMENT OF HON. RANDALL J. NEWSOME, U.S.
BANKRUPTCY JUDGE, NORTHERN DISTRICT OF CALIFORNIA
Judge NEWSOME. Mr. Chairman, members of the subcommittee,
ladies and gentlemen, allow me to €xXpress my appreciation for the
invitation to testify here today.
During my 5 minutes, I'd like to highlight a cou
the data I've collected. I hope you have a ¢

Mr. GEkas. Yes, and we will include that as part of the record,
unless it’s already made a part of the record through your state- .
ment. )

Judge NEWSOME. I don’t know whether it’s a part of the record-
or not, but I appreciate that, Mr. Chairman.

Mr. GEkas. Well, we will make it so. Thank you.

Judge NEWSOME. Even for those of us who review bankruptcy .
schedules on a daily basis, the amount of credit card debt in these
cases is shocking. It amounts to some 52 percent of all of the unse-"
cured non-priority debt listed in the schedules. I am speaking here, -
solely, about all-purpose credit cards, such as Visa, Mastercard, -
American Express, and Discover—not lines of credit, not depart-
ment store cards, not gasoline cards,

The average household in these cases has unsecured credit card
debt amounting to almost $25,000 per household. There may be
many reasons why the debtors in the survey incurred so much
credit card debt. I don’t have time at this point to point to any spe-
cific cases.

You might want to take a look at case number 44 and case num-
ber 48. Case number 44 involved an Asian person, who does not
speak English, who makes $600 a month on SSI and who had five -
credit cards and ran up a bill of $42,000 on them, probably to live.
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The other case is 48. It involved a husband and wife, self-em-
ployed, who ran up $177,000 on 34 credit cards. Wouldn’t you like
to know what the people were thinking who issued the last 20 of
those?

There may be many reasons, as I've indicated, why the debtors
in the survey incurred so much credit card debt. Some of them un-
derstandable and, perhaps, even justifiable. Some of them not ex-
cusable, and, perhaps, not even lawful. Section 523(a)}2) of the
Code, as presently written, is designed to root out those who have
committed fraud in incurring debt. Judgments under the statute
are handed down every day against debtors who are proven to have
engaged in credit card fraud. No one could argue with the propo-
sition that borrowers should borrow and use credit responsibly.
Presumably, no one would argue with the proposition also that
lenders should lend responsibly, pursuant to prudent lending prac-
tices. From the looks of these cases, Mr. Chairman, there is plenty
of irresponsibility to go around.

These two cases may stand out more prominently than the other
98, but they certainly are not isolated instances in this 100 case
survey, as I'm sure you'll see. Of all the numbers that have been
thrown around in the debate over bankruptcy reform, the one I fear
the most, but have not yet seen, is the estimate of the number of
people in this country who are in the same financial shape as these
100 debtors, or not far from it, but who have not filed a bank-
ruptey. Perhaps I'm just an alarmist. My job tends to make you
that way. But, the thought sends shivers down my spine.

Now, you can change the bankruptcy laws to try to address this
problem. You could even make all credit card debt non-discharge-
able, which is pretty near what H.R. 3150 does, but it probably
won't do anybody much good. You probably won’t measurably im-
-prove the credit card companies’ collections. Ask a few creditors’ at-
‘torneys about their success rate in collecting on non-
. dischargeability judgments. They will tell you, almost uniformly,
»that they’re usually not worth the paper they’re written on—even
~after the debtor has discharged all of his other debts. The money's
' %orée. The debtor is tapped out. There’s just no more money to be
had.

The only question is, what do we do now? If you, in essence,
chain them to their indebtedness for life, you probably won’t do the
.economy any good, and, who knows, you might even do it some
-harm. If the creditors hound them too much, they’ll try to run and
hide; they do. They will become financial desperados, in essence. In
“my view, the last thing we need in this country is millions of finan-
cially desperate people running around with no hope of relief.

Perhaps the credit card problem is solvable on the lender’s end.
Perhaps, if left alone, the free marketplace for consumer credit will
correct itself through tougher lending standards and smaller exten-
sions of credit. There is some indication that that correction is al-
ready underway-—to the benefit of lenders, debtors, and the country
as a whole. N

My time is up. I would only respond—mention means testing in
this sense. I have read the bill. I have attempted to apply the for-
mula. It doesn't work very well. That is my opinion, with all due
respect, Mr. Chairman.
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[The prepared statement of J udge Newsome follows:]

PREPARED STATEMENT OF HON. RANDALL J. NEWSOME, U.S. BANKRUPTCY JUDGE
NORTHERN DISTRICT OF CALIFORNIA

Mr. Chairman and distinguished members of this subcommittee, I am honored to
have been invited to testify before you regarding the important issue of bankruptey
reform. By way of background, I received a B.A. from Boston University in 1972,
and a J.D. from the University of Cincinnati College of Law in 1975. 1 was ap-
pointed a United States Bankruptcy Judge for the Southern District of Ohio in Cin-
cinnati on October 15, 1982, and was reappointed to a fourteen year term on that
bench in 1986. I subsequently applied for and was appointed to my present position
in 1988. I have sat as a visiting judge in the Western District of Washington, the
District of Arizona, and the Central District of California. I have presided over cases
ranging from the third largest chapter 11 case ever filed (Baldwin-United Corpora-
tion and over 200 of its subsidiaries) to the smallest chapter 7 and 13 filings, and
virtually everything in between. It is no exaggeration to state that I have reviewed
the schedules and statements of affairs of thousands of debtors over the last 15
years.

Let me preface my remarks by emphasizing that I appear before you representing
only myself. Although my colleagues’ views might be aligned with mine on numer-
ous issues, it almost goes without saying that we wouldn’t agree on everything, We
never do. One thing I think we would agree on is that there are abuses occurring
in the bankruptcy system. We see them all too frequently. No one is more concerned
about them than we are, and no one works harder to stem them than we do. Re-
?ardless of my views on the bankruptey legislation presently under consideration,

applaud your efforts to correct some of the problems in the present law. -

My goal in appearing here today is not to critique H.R. 3150. I am quite concerneéd
about a number of issues, such as the potential overall cost of the bill, the virtual
elimination of the chapter 13 super disch i i islati
will have on the bankruptey- courts’ workload.,
address. In particular, I sincerely hope that Judge Robert Hers ner, President of
the National Conference of Bankruptey Judges, will be given an opportunity to tes-
tify before you regarding the potentially significant increase in the courts’ workload.

My intent here today is to make a small, but I believe important, contribution to
the record of these hearings by presenting you with the results of a survey I person-
ally conducted of 100 randomly-selected chapter 7 cases from the division in which
I sit. One of the problems which plagued the National Bankruptcy Review Commis-

sion, and which continues to plague us today, is the lack of re iable, timely data -

upon which to make conclusions and propose reforms. The Commission took thou-
sands and thousands of pages of testimony from dozens of witnesses, and received
additional thousands of pages of position papers and other documents. At best, some
of what was submitted could be termed an educated guess. At worst, some of what
it received was self-serving conjecture and hyperbole. Particularly in the area of éon-
sumer bankruptcy, the Commission was frustrated in its efforts to carry out its as-
signment by the Iack of reliable empirical research. e
Unfortunately, this subcommittee is confronted with a similar lack of data. As I-
understand it, you are being asked to make decisions which may have profound ef-
fects upon the nation’s economy and social fabric essentially based upon one empi
cal study, that being “Personal Bankruptcy: A Report on Petitioner Ability-to-Pa
by Barren and Staten. While certainly a good first step, this study was funded b
the credit industry, a group which would not meet the disinterestedness test, to use;
bankruptcy parlance. You are entitled to, and should insist upon, raw data from di

today will be view
empirical void.

My methodology for conducting this survey is set forth in a separate document
attached to the data reports, and will not be repeated here. The cases which the
Oakland clerk’s office puiled were filed over nineteen separate months between J.
uary 1, 1996 and September 30, 1997. The debtors who filed those cases come from
thirty different cities in Alameda and Contra Costa counties, which comprise the
area served by the Oakland Division. Some 65 of the cases were filed as voluntary
cases by individuals under 11 U.S.C. §301, and the rest were filed as hquand-apd
wife petitions under § 302. s gl

The debtors in this survey are not a picture of prosperity. According to the Burea
of the Census, the median income for California as a whole in 1995 was 38,78(_);’Thl
press of time prevented me from obtaining the median income figure for theire
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evant counties, but suffice it to say that the Bay Area of California has one of the
highest cost-of-living figures in the country. The average gross income from all
sources for the 100 households in this study is about $32,800. Of the 36 households
who have children residing therein, the average income from all sources is approxi-
mately $48,611. Forty-eight households were earning less than $30,000 per year as
of the date of filing. Six households receive all or some of their income from pensions
or Social Security. Seven people were reported as disabled. Ten people were reported
as unemployed, and a few held only temporary jobs. Fifty-eight households were
renters, and paid average rent of $614. Thirty-three were homeowners, and their
total average mortgages were about $171,142.1

The nature of the motor vehicles owned by these debtors reinforces the view that
by and large, they are not living luxurious lifestyles. The average model year for
the 129 vehicles listed in the debtors’ schedules is about 1987, By my count, only
43 have secured vehicle debt. The rest are making do with older cars. Given the
legendary length of commutes to work in the Bay Area, most debtors are probably
spending an excessive amount of their income just keeping their cars in running
order.

One of the most striking figures in this data is the amount of credit card debt
owed. As the explanatory notes to the data indicate, this calculation does not in-
clude anything other than all-purpose credit cards such as Visa, MasterCard, Amer-
ican Express and Discover. When in doubt, I excluded debts that I was uncertain
represented credit card indebtedness. Lines of credit were also excluded. Even using
a conservative approach, credit card debt constituted fully 52% of the total unse-
cured nonpriority debt listed. The average amount of credit card debt per household
was a staggering $24,800.2 The average number of such credit cards held by debtors
was about 6. By comparison, retail store and gasoline card debt averaged only $526,
and the number of such cards held by debtors was less than three. Assuming that
the primary objective in filing a chapter 7 case is to obtain relief from unsecured
indebtedness, it is fair to state that credit card debt in the overwhelming majority
of these cases was not merely a factor in the debtors’ decision to file, it was the
:prime, and indeed in many cases, the sole reason for filing.

After compiling the data you have before you, I attempted to apply the proposed
means testing formula in H.R. 3150 to a sample of the cases I reviewed. I encoun-
tered significant problems in doing so, and a few unpleasant surprises in the re-
sults. Section 101 sets forth a new subpart (h) to § 109 which essentially sorts out
those who may file under chapter 7 and those who must file under chapter 13. If
a debtor has more than 75% of the “national median family income for a family of
equal size,” has more than $50 in “projected monthly net income”, and has sufficient

“projected monthly net income to pay at least 20% of her unsecured nonpriority debt,
-then she may not file a chapter 7 case. New §101(40A) defines national median fam-

ily income to be the Census Bureau figures as of January 1 of the previous calender

_year. I will assume that those figures exist, but I was unable to find them.

The crux of the means test is in the definition of projected monthly net income.
This figure is arrived at by subtracting the following from the “currently monthly
net income” as defined in § 101(10A): 3

(1) “the expense allowances under the applicable National Standards, Local
Standards and other Necessary Expenses allowance . . . in the area in which
the debtor resides” promulgated by the Internal Revenue Service;

(2) average monthly payments to secured creditors;

(3) average monthly payments to priority creditors;

(4) such other expenses as the debtor establishes are justified by extraor-
dinary circumstances.

¥ 1 instructed my law clerk to contact the IRS to obtain a copy of the National

Standards. However, our local IRS office apparently has never heard of them. We
then obtained over the Internet what appear to be the publications described in the
statute. They consist of collection financial standards “to help determine a delin-
quent taxpayer’s ability to pay a delinquent tax liability.” There are National Stand-
ards for food, clothing and other items; National Standards for the monthly cost of
purchasing an automobile, and Local Standards for operating costs and public trans-
portation; and Local Standards for housing and utilities.

1 Debtors who were part owners of their residence were not included in this calculation, nor
were debtors whose total mortgages included those on nonresidential real property.
2The debtors in case 48 ran up a whopping $177,095 in credit card debt. If this case is ex-
523,230 per debtor.

9§101(10A) does not state whether “income” is gross or net after withholding taxes are de-
ucted. I assumed it was gross,
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If in fact these are the standards the statute is referring to, 1 believe they are
fatally flawed and demonstrably unfair. For example, refer to case 15. This is a fam-
ily of four with two children, ages 5 and 3 living in the upper-middle class suburh
ot Danville. The father is the sole provider, and the family’s gross monthly income
is $7,740. The monthly mortgage on the family home is $2,145, which does include
taxes, but does not include insurance. Homeowner insurance in the Bay Area, even
without earthquake coverage, is very expensive. The local standards for housing ey.
pense also include utilities, but do not break these expenses out. Actual mortgage
payments are deductible under the formula, but utilities are not provided for. It is
entirely unclear whether they can be deducted, and in what amount, if the debtor
is a homeowner,

The debtors’ only other secured debt Payments amount t
cars (one of which he intends to surrender).
local standards for automobile o
determine what this number includes, but it
ing in the Bay Area, all of which are inordi
alone would consume most of this amount.

In addition to their mortgage, car and tax payments, the debtors would be entitled
to a deduction under the formula for “food, clothing and other items.” The Nationa]
Standard for a family of four within the debtors’ income range is $ 1424, Again, the
standard il ¢ i was arrived at a is 1

$7,740—Gross Income

= 2,145—Mortgage

— 870—Car payments
—2,322—Payroll taxes

— 373—Auto operating allowance
~1,424—Food, etc. allowance

+ 906. .
There may be other taxes that the debtor could deduct, but they probably would

not amount to more than $200 per month, and utilities have not been factored in
because the IRS allowance for t . ing the net cur-
rent monthly income with a ded ilities i s arly are not
ualified for chapter 7 relief, since the ay at least 20% of their almost
dBS,OOO in unsecured debt over 60 months as well as all of their small priority tax
ebt. S
What about the fact that the debtors calculate gas and electric, water, tele hone,
cable and garbage at $422 per month? The telepione bill at $146 per mont, ‘may
be high, but the rest of the utilities look appropriate. Should the trustee have them

self-employed,
month. Their business expenses are claimed as $7,856 per month. Are these deduct-
ible under the formula? The statute doesn’t say. Assuming they are, their total gross
month is about $6,079. They lease a 1991 Mercedes 420SEL and are
te only allows deductions for secured Obhgaé -

ich typically are a hybrid of secuired an(

he Mercedes lease can slip under the defini-
entitled to deduct all of their $916 car pay-. ..
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ments per month. Their mortgage is $1960 per month, real estate taxes are $250,
and their income taxes are $2,000. Add as deductions under the IRS guidelines
$1,619 for food, etc. and $373 for auto operating expenses, as well as $300 for utili-
ties (even though the guidelines don’t say we can), and you come up with minus
$1,339 in current monthly net income. Even if their expenses could be pared by the
trustee to show a positive $1,000 per month cash flow, they could still choose chap-
ter 7. They have $44,766 in priority income taxes which must be paid in full. They
also have $210,720 in unsecured nonpriority debt,4 over $177,000 of which is credit
card debt. Obviously, they will fall far short of the 20% threshold, even if $1,000
per month is paid into the plan.

vy Ao wa 1 in o "y wher tha dahtae 1 anaa mi1en
Huw do we explam to the deb‘wrs in case nn Wiy Lne Geniors il <ase num-

ber 48 are entitled to chapter 7 relief, but aren’t? Indeed, how do we explain
that to the debtor in case number 31? She is a single mother who is a teacher in
the Oakland school system. She must commute about 25 miles each way from her
home in Antioch to work. She lists as her only vehicle a 1979 Volvo with 160,000
miles. She lists an 18-year old son as her only dependent. Her expenses include
$400 per month for college tuition and books. Her gross income is $4,399 per month.
Her deductions under the means testing formula would be as follows: her mortgage
is $1,451 including taxes (which are deductible) and insurance (the deductibility of
which is not clear). She lists no other secured debts. Her payroll taxes are $955 per
month. She is only entitled to an automobile operating allowance under the IRS
standards, since she has no car payment. That allowance for one car is $320. As-
suming another $300 for utilities is allowable (again, unclear) and with the IRS
food, etc. allowance of $927 for a family of two, her projected monthly net income
is $746. Sixty months times this amount is $44,760. éhe easily meets the 20%
threshold, and thus is not eligible under chapter 7, since she owes no taxes or other
priority debt, and her nonpriority unsecured debt is only $25,556.

With the raw data before you, the committee can do its own means testing cal-
culations as to any of these 100 cases.® What you may find, among other things,
are the following:

(1) Under this proposal, homeowners may be penalized and renters may benefit.
That is because the IRS standards will more easily cover the rent and utilities of
a'renter than a property owner.

(2) The more debt that is incurred prior to filing, the more likely the debtor will
qualify for chapter 7. Perverse as it may seem, [ can envision debtor’s counsel advis-
ing their clients to buy the most expensive car that someone will sell them, and sign
on to the biggest payment they can afford (at least until the bankruptcy is filed)
as a way of increasing their deductions under § 109(h). The tax game of maximizing
deductions will become a way of life in bankruptcy court.

(3) People’s circumstances and problems do not fit easily into a matrix. Means
testing will discriminate unfairly among those who are similarly situated.

In conclusion, I urge this distinguished subcommittee to go forward with legisla-
tion that will provide data on the reasons for the steadily-rising numbers of con-
sumer bankruptcies, to pursue some sort of auditing process for consumer cases
which is adequately funded, and to pass the chapter 11 amendments that are con-
tained in H.R. 3150. Action on the consumer amendments should be deferred until
sufficient data has been gathered and analyzed by an independent, disinterested
party. Thank you again for giving me this opportunity to be heard.

. Mr. GEKAS. We thank the gentleman.
. And, now we turn to Mr. Cutler. By the way, Mr. Cutler, in your

resume, why isn’t there mention of frequent appearances on
“Nightline” or “Meet the Press?” I didn’t see such a notation.

STATEMENT OF LLOYD N. CUTLER, ESQ., WILMER, CUTLER

AND PICKERING, REPRESENTING THE BANKRUPTCY ISSUES
COUNCIL

Mr. CUTLER. I was trying to keep away from those as much as
I can. [Laughter.]

i

' “Since the unsecured debt limit in chapter 13 is $250,000, they would not be eligible for chap-
ter 13 in any event.

' ©The figures for secured car payments were mistakenly excluded from my data, but a monthly
payment number can be extrapolated from the total vehicle debt. I also failed to note whether

Insurance and taxes were included in the mortgage payment. I gladly will provide this and any
other data you seek.




