UNITED STATES BANKRUPTCY COURT
WESTERN DISTRICT OF NEW YORK

In Re:
CASE #96-23200
Donn B. & Donna M. Carlton,

In Re:
CASE #96-22165
Robert N. & Karen E. Kornfield,

Debtors. DECISION & ORDER

BACKGROUND

I. Carlton Chapter 7 Case

On October 29, 1996, Donn B. Carlton & DonnaM. Carlton (the* Carltons’) filed apetition
initiating a Chapter 7 case. Onthe sameday that they filed their petition, the Carltonsfiled thelists,
schedules and statements (the “ Carlton Schedules’) required by Rule 1007. These Schedules set
forth that the Carltons had a current combined grossannual salary of $114,634.20, in that: (1) Donn
B. Carlton had been employed at Eastman Kodak Company for 24 years as a machinist and had a
current grossannual salary of $75,966.36; and (2) DonnaM. Carlton had been employed by IBM for
172 years as a computer software analyst and had a current gross annual salary of $38,667.84.
These Schedules also set forth that the Carltons, whose two teenage children lived with them: (1)
had current monthly living expenses of $4,834.02 ($58,008.24 annualized); (2) had unsecured debts
consisting of a persona loan, a line of credit, credit card and store charge balances totaling
$35,525.47; (3) owned aresidence valued at $114,900.00 subject to afirst and second mortgagewith

combined outstanding balances of $104,268.55; (4) owned household goods and furnishings with
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avalue of only $750.00 and wearing apparel with avaue of only $250.00; and (5) owned a 1980
Ford Thunderbird, two 1989 Ford Pick-Up Trucks, a 1992 8% foot truck camper and a 1989 4-stall
horse trailer.

On January 7, 1997, after their Section 341 meetingof creditors, the Debtorsfiled amended
schedulesof income and expenses (the” Carlton Amended Schedules’). These Amended Schedules
showed that the Carltons had a current combined gross annual salary of $101,140.80, combined
monthly payroll deductions of $3,066.27, including $332.05 per month in 401-K and SIP
contributions, and $5,192.27 in current monthly living expenses ($62,307.24 annualized), $358.25
more than the monthly expenses set forthin the Carlton Schedules. These monthly living expenses
included $850.00for food and lunches, $150.00 for clothing purchases, $150.00inrecreationrel ated
items and $75.00 for pet care.

On February 4, 1997, the United States Trustee (the “U.S. Trustee”) filed a motion (the
“Carlton Substantial Abuse Motion™) requesting that the Carltons' Chapter 7 case be dismissed
pursuant to Section 707(b)* for substantial abuse. TheMotion alleged that: (1) although the Carltons
had no non-exempt equity in their resdence, they paid over $1,800.00 in combined monthly
mortgage payments to maintain the residence; (2) the Carltons paid a total of $571.00 in monthly

paymentson one of their 1989 Ford Pick-Up trucks, the 1992 truck camper and a John Deere farm

! Section 707(b) provides:

After notice and a hearing, the court, on its own motion or on amotion by the
United States Trudee, but not at the request or suggestion of any party in interest, may dismiss a
case filed by an individual debtor under this chapter whose debts are primarily consumer debts if
it finds that the granting of relief would be a substantial abuse of the provisions of this chapter.
There shall be a presumption in favor of granting the relief requested by the debtor.
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tractor, all of which would be paid off withinapproximately two years; (3) the Carltons’ unsecured
debt of in excess of $35,000.00 was consumer debt comprised of charge cards, a personal loan and
aline of credit; (4) both of the Carltonshave had long-term stable employment with good incomes,
and they had not recently experienced any “catastrophic event”, such asa serious medical problem,
ajob loss or a business failure, which required them to seek immediate bankruptcy rdief; (5) in
additiontotheir monthlypayroll deductionsfor 401-K and SIP contributionstotaling $332.05, Donn
Carlton also had amonthly deduction for a SIP loan payment of $259.29i n connection with hisSIP
account which had a balance of $10,952.06 dter deducting the outstanding lcan balance of
$7,567.66; (6) in order to pay off the principal balance of their outstanding unsecured debt, the
Carltons would need to pay $987.00 per month (12% of their gross income) over three years or
$593.00 per month (7% of their gross income) over five years; and (7) based on atotality of the
circumstances approach, it appeared that the Caltons Chapter 7 case should be dismissed as a
substantial abuse in view of the factsthat: (a) the Carltons have long-term stable employment and
asignificantly higher than average combined income; (b) the Carlton’ s unsecured debt is consumer
debt; (c) some of the Carlton’ s outstanding secured debt will be paid off shortly and other secured
debt will be paid off within approximately two years, freeng up additional cash flow for debt
repayment; (d) the Carltons have chosen to expend the sum of $1,800.00 per month on thefirst and
second mortgages on their residence even though they havevery little equity in it; (e) the Carltons
have elected to retan three vehicles with corresponding monthly payments; and (f) the Carltons

living expenses, although they may beactual expenses, far and away exceed the expensesof atypical

family of four in the Rochester, New Y ork area, and the expenses that would be permitted under a
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Chapter 11 or Chapter 13 plan.

On February 18, 1997, the Carltons interposed an Answering Affirmation (the “Carlton
Answer”), which alleged that: (1) there isapresumption in Section 707(b) that debtors are entitled
to Chapter 7 relief; (2) although animportant factor in determining whether granting adebtor relief
under Chapter 7 would be a“ substantial abuse” isthe ability to repay exiging debt, it isnot the sole
factor to be considered by the Court; (3) the Carlton Substantial Abuse Motion was athinly veiled
attempt by the U.S. Trustee to force the Carltonsinto Chapter 13; (4) Donn Carlton is 45 years old
and cannot continuetowork thekind of overtimehe hasvoluntarily worked for the last several years
($20,000.00in annual overtimeincome); (5) the Carltons havetwo children who are nearing college
age (14 and 16), so that the overall family expenseswill increasein the near future and not allow for
the payment of any debt service on the Carlton’ s existing unsecured debt or the funding of a Chapter
13 plan; and (6) the only creditars that would be prejudiced by the Carltons' Chapter 7 bankruptcy
and aresulting discharge are unsecured, high-risk, highinterest rate creditors, who would benefit the
least in any Chapter 13 proceeding due to the minimum nature of the payment the Carltons could
reasonably afford.

II. Kornfield Chapter 7 Case

On July 30, 1996, Robert N. Kornfield and Karen E. Kornfield (the “Kornfields”) filed a
petition initiating a Chapter 7 case. On the same day that they filed their petition, the Kornfidds
filed the lists, schedules and statements (the “Kornfield Schedules’) required by Rule 1007. The
Schedul es showed that the Kornfields: (1) owned household goods and furnishings with avalue of

$4,000.00, weari ng apparel with a va ue of $2,000.00 and no fursand jewd ry; (2) had interestsin
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IRA, ERISA, Keough or other pension or profit-sharing plans with A.G. Edwards & Sons, Inc.
(“Pension Plans”) with a value of $390,216.00; (3) owned a 1989 Plymouth Voyager with avaue
of $2,000.00, and leased a 1994 Plymouth Grand Voyager and a 1996 Landrover Rangerover; (4)
owed 1995 New Y ork State income taxes of approximately $36,000.00; (5) owed $584,694.00 in
unsecured, nonpriority claims, including: (a) $332,680.00 due to First Federal Savings & Loan
Association (“First Federal™) on afirst mortgage on a previously owned and foreclosed residence;
(b) $175,983.92 dueto First Union Home Equity Bank (“First Union”) on asecond mortgage on the
previously owned and foreclosed residence; and (c) approximately $34,000.00 in credit card
purchases; (6) had current monthly living expenses of $13,115.00 ($157,380.00 annualized), which
included: (a) $3,000.00 to rent a home; (b) $120.00 for telephone; (c) $1,200.00 for food; (d)
$400.00 for clothing purchases; and (€) 4,470.00 for tuition expenses ($53,640.00 annualized). The
Schedules also showed that the debtor, Robert Kornfield (“Dr. Kornfield”), a physician, had
$472,445.00in self-employment income (net beforetaxes) in 1994, $311,654.00in sel f-employment
income(net beforetaxes)and $92,939.00in employmentincomein 1995, and $176,912.00inpayrall
through July 22, 1996. More parti cularly, on Schedulel, Dr. Kornfield showed grossmonthly wages
of $23,000.00 and monthly payroll deducti onsof $12,790.00, including $1,100.00for profit-sharing.

On September 5, 1996, the Kornfields' Chapter 7 Trustee? (the “Trusteg”) conducted a
Section 341 meeting of creditors and later that day the Kornfields filed an Amendment to thar
Schedules(the* Kornfield Amended Schedules’) which, onthecover sheet, indicated that Schedules

F and J (current expenditures) were being amended. However, the Amended Schedules filed with

2

The same Chapter 7 Trustee was appointed for the Carltons and the Kornfields.



CASE #96-23200 PAGE 6
CASE #96-22165

the Court did not include a new Schedule J but only an additional copy of the Schedule filed with
the Kornfield Schedules.

On September 6, 1996, the Trustee objected to the Kornfields' claim that the Pension Plans
were fully exempt.

On October 28, 1996, the Court entered an order (the “Extension Order”), granting the ex
parte motion of the U.S. Trustee, extending the time of the U.S. Trustee to bring a substantial abuse
motion, having determined, based upon the U.S. Trustee’' s Motion papers which indicated among
other things, that the Kornfields had a very high annual income and the Trustee required further
information regarding their income and Pension Plans, that there was proper cause as required by
Rule 1017(e).

On January 7, 197, the U.S. Trustee filed a motion (the “Kornfield Subgantia Abuse
Motion”) requesting that the Kornfields' Chapter 7 case be dismissed pursuant to Section 707(b) for
substantial abuse. The Motion dleged that: (1) the Motion had been brought within the time
provided for by the Extension Order; (2) the Kornfields' debts were primarily consumer debts; (3)
Dr. Kornfield' sgross annual income shown on the Kornfield Scheduleswas $276,000.00, athough
for 1994 and 1995 his average gross annual income exceeded $425,000.00; (4) the Kornfields had
Pension Plans with a value of in excess of $390,000.00; (5) the Kornfields leased two vehicles, a
1994 Plymouth Grand V oyager and 1996 L androver Rangerover; and (6) the Kornfieldshad unpaid
mortgage obligations on a previously owned residence of in excess of $507,000.00. The Motion
further asserted that under atotality of the circumstances approach, the Kornfields' Chapte 7 case

should be dismissed asasubstantial abuse, “ strictly onthe basis of theDebtors grossincome, extent
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of exempt assets, and amount and type of debt.”

OnJanuary 23,1997, the Trusteefiled an Affirmation (the* Trustee Affirmation”) in support
of the Kornfield Substantial Abuse Mation, which asserted that: (1) the Kornfields' monthly
household income greatly exceeded their necessary household expenses by perhaps as much as
$10,000.00; (2) at their income level, it was fundamentally unfair to creditors and an abuse of the
policies, provisions and spirit of the Bankruptcy System for the Kornfields to seek a Chapter 7
discharge; (3) areview of various pay stubs supplied to the Trustee by the Kornfieldsindicated that
Dr. Kornfield may have an actual gross monthly salary of beween $23,000.00 ($276,000.00
annualized), and $30,031.00 ($360,372.00 annualized); (4) based on Dr. Kornfield’ s 1994 and 1995
income, together with the various pay stubs reviewed by the Trustee, it was nat unreasonable to
concludethat hisactual average grossmonthly salary was $28,000.00 ($336,000.00 annualized); (5)
although theK ornfield Schedul esindicated amonthly dedudtionfor payrol | taxesand Socid Security
which represented 50.82% of gross income, areview of the Kornfields' 1994 and 1995 tax returns
and the actual deductions shown on the various pay stubs reviewed by the Trustee, resulted in the
Trustee concluding thatthe actual monthly payroll deductions shoul d be approximately 40% of gross
income ($11,200.00 on a$28,000.00 gross monthly salary); (6) although the Schedulesindicated an
$1,100.00 deduction for a pension loan repayment, the pay stubs reviewed by the Trugtee did not
show any such deduction; (7) according to the Trustee's estimates, using $28,000.00 in gross
monthly salary, $11,200.00 in payroll deductions, $16,800.00 in net monthly salary or $15,700.00
if a$1,100.00 monthly pension loan payment was being made, the Kornfields would have a net

annual salary of $188,400.00. The Trustee Affirmation also asserted that: (1) the scheduled current
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monthly living expenses of $13,115.00 for the Kornfieldsand their four children was morethan five
times the expenses of the four-person or more households the Trustee saw in his other casesfor the
prior month, and nearly four timesthe per person expenses of thosehouseholds; (2) based upon his
experience as a Trustee and practitioner, the following monthly expenses of the Kornfields were
excessive: (a) $3,000.00 for therental of ahome, even for six people; (b) $120.00 for telephone; (€)
$1,200.00 for food; (d) $375.00 for gas and repairs; and (e) $4,470.00 in tuition expenses
($53,640.00 annualized); and (3) based upon his experience as a Trusee and practitioner, the
Kornfieldsand their children could meet all of their necessary household expensesin the Rochester,
New Y ork areafor approximately $6,000.00 per month.

On January 31, 1997, an Affirmation was filed on behalf of First Union (the “First Union
Affirmation”) in support of the Kornfield Substantid Abuse Motion, which asserted that: (1) the
Kornfields were not in need of Chapter 7 bankruptcy relief; (2) an atached loan application
submitted in January, 1995 showed the Kornfields had a base gross annual income of $550,000.00;
(3) the Kornfields' total monthly living expenses were clearly unreasonable and excessive,
particularly the rental and tuition payments; and (4) under atotality of the circumstances analysis
the Kornfields' Chapter 7 case should be dismissed for substantial abuse, because: (a) the
Kornfields incomewould be sufficient to pay asubstantial portion or asubstantial amount of money
through a plan of reorganization if the Kornfields reduced ther living expenses to meet their
reasonable and necessary needs; and (b) the Kornfields' bankruptcy was not filed in response to a
catastrophic event such as asuddenilIness, cd amity, disability or unemployment, but was duetoa

reduction in Dr. Kornfield s business and an unwillingness to reduce a lavish lifestyle to repay at
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least some of what was owed to the Kornfields' creditors.

On February 7, 1997, the Kornfields filed opposition (the “Kornfield Opposition”) to the
Kornfield Substantial Abuse Motion which alleged that: (1) Dr. Kornfidd suffered a decrease in
income between 1995 and 1996, as set forth on an attached analysisby Dr. Kornfield' s accountant
which showed that for tax purposes, his income from his medical practice had dropped from
$404,050.00 in 1995 to $318,127.00 in 1996; (2) this decresse in incomewas due to changesin the
health careindustry, which werelikely to continuein thefutureand possibly reduce hisincome even
further; (3) the tuition expenses being paid by the Kornfields were not a luxury, since the best
possible education was something that parentswereresponsibleto provideto their children; (4) two
of the Kornfield children had specia educational and medical needs; one suffered from Attention
Deficit/Hyperactivity Disorder and the other from long-standing emotional or psychological
disorders, including low self-esteem, whichrequired ongoing psychidric assistance; (5) the cost of
Ritalinfor the Kornfield child sufferingfrom Attention Deficit/Hyperactivity Disorder was $800.00
annud ly; (6) the Kornfields' monthly expenses for food were reasonabl e because of the children’s
medical conditions and the need to entertain for professional reasons, since Dr. Kornfield receives
substantially all of his business from referrals; (7) the Komfields had surrendered the Plymouth
Grand Voyager; and (8) substantial income alone is not a sufficient basis to dismiss a case for
substantial abuse.

On February 7, 1997, the Kornfields filed a Memorandum of Law (the “Kornfield
Memorandum”) which asserted that: (1) the Kornfields' income waslikely to decreasein thefuture

because of systematized changes in the medical insurance and reimbursement payment system
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toward greater cost control measaures; (2) given the Kornfields' actual expenses, which the U.S.
Trustee had not expressed specific objection to, they had no disposable income with which to pay
creditors; (3) the Kornfields believed that they were not eligible for Chapter 13 because the amount
of their unsecured debt exceeded the permissible limit of $250,000.00; (4) since Dr. Kornfield's
earnings from personal services would not beproperty of a bankruptcy estatein a Chapter 11 case,
any such Chapter 11 case the Kornfields filed would likely result in a no asset liquidation; (5) the
Trustee had no standing to request or suggest groundsfor digmissal in addition to thoseraised by the
U.S. Trustee, so that any new or expanded matters brought up by the Trustee in his submission
should not be considered by the Court in making its decision; and (6) the Kornfields believed that
the U.S. Trustee wished to test whether anincome likethat earned by Dr. Kornfield could, by itself,
constitute a substantial abuse, however, the legislative history to the 1986 Amendments to the
Bankruptcy Code indicated that a future income test as the sole basis for a finding of substantial
abuse had been rejected by Congress.

On February 11, 1997, the Trustee filed a Supplemental Affirmation (the “ Supplemental
Affirmation”), which asserted that: (1) the details set forth in his Affirmation were not an
independent motion to dismiss for substantial abuse, but simply expanded on the U.S. Trustee' s
emphasisontheKornfields' substantial incomeasasignificant factor which the Court should wei gh
in making a totality of the circumstances determination; and (2) Exhibit B of the Kornfield
Opposition, prepared by their accountant, confirmed that Dr. Komfield’ s1996 grossmonthly income
was $26,510.58 ($318,126.96 annualized) morethan the $23,000.00 figurereportedintheK ornfield

Schedules.
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AlsoonFebruary 11, 1997, theK ornfiel ds submitted asupplemental response (the“Kornfield
Supplemental Objection”), which, among other assertions contended that no creditor had asserted
any fraud or wrongdoingin connection with any of the dbligations incurred by the Kornfields.

On February 12, 1997, the Court heard oral arguments on the Carlton and Kornfield
Substantial Abuse Motions, reserved on both Motions and advised the parties that it would decide
them together. On February 25, 1997, the U.S. Trustee submitted a L etter-Memorandum in
connection with the Kornfield Substantial Abuse Maotion, the content of which can best be
summarized with the following quote:

“1 contend that this is not a borderline case for substantial abuse determination. |

consider this caseto be an egregious example of bankruptcy abuse. If anyoneoutside

the bankruptcy system knew of the Kornfields, knew of their income, knew of their

lifestyle (Pittsford home, recent year and make of vehicles), knew tha both their

children attended the most prestigious and expensive private high school inthe area,

knew of their $390,000.00 exempt pension, and then knew that they did not have to

give up one item of propeaty, or pay one dime to any of their creditors and could

obtainaChapter 7 discharge of approximatdy $600,000.00 in debt (due, might | add,

to the foreclosure of a $2.5 million home), that person would be outraged and |

believe would have no faith whatsoever in the bankruptcy system.

If the debtors changed their lifestyle and lived more modestly, they would beableto
repay a substantial amount of their debt. Additionally, they would be able to repay
asignificant amount of money to their creditors.”

DISCUSSION

I. BANKRUPTCY - 1997

Thesemattershave comebeforethe Court for decision at atimewhen: (1) bankruptcy
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filings, particularly individual, consumer Chapter 7 filings, are at an all-ti me high?, but traditional
economic indicators show the overall economy to be more stable and healthy than it has been for a
long time; (2) fewer and fewer individual consumer debtors have been forced into bankruptcy
because of arecent catastrophic event such as asignificant job loss, businessfailure, matrimonial,
disability, or uninsured health problem suffered by the debtor or a dependent; (3) more and more
individual consumer debtorshave filed bankruptcy because they could not handle the debt service
ontheir outstanding consumer obligationsasthe bal ancesincreased because of continuing usage and
the accumulation of unpaid interest; (4) it isnot unusual for bankruptcy courts, such asthis one, to
see debtors who have unsecured consumer debt (not including mortgages and car loans) equal to
their grossannual income, and, in many cases, equal to twoor moretimestheir grossannual income;
(5) notwithstanding thet many debtors have such subgantial unsecured consumer debt, few seemto
own (or report) any significant non-exempt tangible personal property?, but many report substantial
exempt retirement funds (IRA, 401-K or Keough accounts); (6) asked to explain how they believed
that they could have ultimately repaid their substantial unsecured consumer debt, most debtors
seldom have an appropriate answer; (7) fewer and fewer Chapter 13 debtors appear to havefiled to

pay back their creditors as much as possible, and more and more gppear to have filed becauseit is

3 In the Rochester Division of the Western District of New Y ork, filings through the
end of May are 78% higher than for the sameperiod in 1994.

4 As set forth in their Schedules, the Carltons, even though they have had long-term
stable employment, live in arelatively inexpensive area and have had income of over $80,000.00
for a substantial number of years, have only $750.00 of tangible personal property and $250.00 of
clothing, and theKornfields, who have in the past had a substantial enough household income
that they built a home which they anticipated would cost at least $1,000,000.00, have no furs or
jewelry and only $4,000.00 of tangble persona property, which we are to believe is what they
were going to use to furnish that $1,000,000.00 plus home.
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theonly way that they can pay the arrearages ontheir home mortgages, cram down personal property
liens, such ason their vehicl es, stretch out student loan repayments, or obtain a superdi scharge®; (8)
increased attorney advertising and the lessening of the“stigma” of bankruptcy may be encouraging
debtorstofilerather thanto exploreand/or attempt other alternatives; (9) in somebankruptcy courts,
such asthisone, 25 - 30% of all adversary proceedingsinvolve actionsin Chapter 7 cases by credit
card issuersto have their debt declared to be nondischargeabl e because of the debtor’ sfraud in the
useof the credit card; (10) many more debtors appear to have used pre-goproved credit cards not just
to provide for necessities, but to live lifestyles well beyond their means and in some cases
extravagant lifestyles; and (11) many more debtorswho have lived for years beyond their means by
the use of credit cards and other easy credit do not believe that they should be required to reduce
their expensesand livealifestyle below their current meansfor aperiod of timein order torepay any
of the debt that enabled them to enjoy that prior lifestyle; (12) almost every debtor who files Chapter
7 has a friend, acquaintance, family member, fellow employee or neighbor who has filed a
bankruptcy petition under the Bankruptcy Code; and (13) it is likely that the National Bankruptcy
Commission will recommend that Congress clarify Section 707(b) by either amending it or
eliminating it, depending on what other changes Congress may make to the Bankruptcy Code.

II. SECTION 707(b)

A. Statutory and Case Law

The decision of the United States District Court for the Central District of lllinoisin In re

Ontiveros, 198 B.R. 284 (C.D.Ill. 1996) (“Ontiveros™) and law review articles, such asthosewritten

° This Court holds a confirmation hearing in each Chapter 13 case where it requires
debtorsto complete a questionnaire setting forth the various reasons for thei r Chapter 13 filing.
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by Robert V. Vandiver, Jr.® and Michael D. Bruckmarn’, provide an excellent overview of the

legidlative history, statutory law and current state of the case law concerning Section 707(b).

In Ontiveros, the Court discusses the confusing and contradictory legidlative history and

summarizes what it bel ieves are the three current approaches utilized by the Courts in making a

decision on a Section 707(b) substartial abuse motion, as follows:

1)

2

3

A “Per Se Rule”, utilized by the Eighth and Ninth Circuits, holds that a debtor’s
ability to pay his debts, standing alone, justifies a Section 707(b) dismissal, see
United States v. Harris, 960 F.2d 74 (8th Cir. 1992);

A “Totality of the Circumstances Test”, utilized by the Fourth Circuit, which has
rejected theideathat solvency aloneisasufficient basisfor finding substantial abuse.
Circumstances considered include whether the debtor’ s petition wasfiled because of
sudden illness, calamity, disability or unemployment, and whether the debtor’s
proposed family budget is excessive or unreasonable, see In re Green, 934 F.2d 564
(4th Cir. 1991) (“Green”); and

A “Hybrid Approach”, utilized by the Sixth Circuit, which first analyzes the ability
of the debtor to repay his creditors out of future earnings and then analyzes any
mitigating factors which may then rebut the resulting presumption of substantial
abuse. The factors considered include whether the debtor enjoys a stable source of
future income, whether the debtor is eligble for adjustment of his debts under
Chapter 13, whether there are state remedies with the potential to ease the debtor’s
financial predicament, and whether the debtor’s expenses can be significantly
reduced without depriving him of adequate food, clothing, shelter and other
necessities, see In re Krohn, 886 F.2d 123 (6th Cir. 1989) (“Krohn”).

In the end, District Judge McDade employs an analysis which blends the approaches used

by the courtsin In re Pilgrim, 134 B.R. 318 (Bankr. C.D.1lI. 1992), In re Fitzgerald, 155 B.R. 711

6

Robert B. Vandiver, Jr., Note, Bankruptcy - A Review of Recent Court Decisions

Applying Section 707(b) of the Bankruptcy Code to Chapter 7 Proceedings, 22 Mem.St.U.
L.Rev. 549 (1992).

7

Michael D. Bruckman, Note, The Thickening Fog of “Substantial Abuse”: Can

707(a) Help Clear the Air?, 2 Am.Bankr.Inst. L.Rev. 193 (1994).
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(Bankr. W.D.Texas 1993) (“Fitzgerald’) and In re Krohn, 886 F.2d 123 (6th Cir. 1989). | would
summarizethetest asfollows: (1) first, the court considersthe debtor’ sability to pay asthe primary,
and possibly, in an appropriatecase, the dispositive factor; (2) second, the court utilizes atotality of
the circumstancestest to determinewhether any factorsexist which may mitigate against the debtor’ s
ability to pay or constitute aggravatingfactorsto show hisbad faith; and (3) third, the court considers
whether the debtor is so dishonest or non-needy as to warrant a dismissal under Section 707(b).

B. Commentators

Given that: (1) Congress has failed to provide any definition of what constitutes a
“substantial abuse’; (2) thelegidative history isat times contradictory and clearly confusing; (3) the
case law is in conflict, athough most courts utilize some form of a totality of the circumstances
approach; and (4) Congress has put itsfaith inindividual Bankruptcy Judges to usetheir discretion
to determine whether in an appropriate case there would be a “substantial abuse’, it is helpful to
review some of the statements made by commentators who have written about substantial abuse.
These statements incl ude the foll owing:
(1) Dismissal is granted only where the debtor’s abuse of the underlying policy of
chapter 7 is“substantial.” Implicit in the term, “substantial abuse” isthe concept of
agrossly unfair advantage that is obtained by thedebtor as against his creditorsas a
result of filing achapter 7 case. Lawrence Avery Young, The Increasing Impact of
Bankruptcy Code Section 707(b), 45 Bus.Law. 2043, 2047-48 (1990);

2 Theauthors bel ieve that through section 707(b), Congress merely wanted to provide
the court with a mechanism to dismiss cases that were shocking to its conscience.
WayneR. Wells, etal., The Implementation of Bankruptcy Code Section 707(b): The
Law and the Reality, 39 Clev.St.L.Rev. 15, 44 (1991);

3 The strength of the “totality of the circumstances test” is that [sic] enables a

bankruptcy court to make a case-by-case assessment to determine whether a debtor
is attempting to abuse the chapter 7 discharge provisions. ... the “totality of the



CASE #96-23200 PAGE 16
CASE #96-22165

circumstances test” seeks to effectuate the policies of debtor rehabilitation and
creditor protection, which are fundamental to the bankruptcy process. Nonethdess,
an honest debtor, who traditionally have [sic] been protected by the bankruptcy
system, should not be compelled to forfeit his or her entitlement to a chapter 7
discharge. Carlos J. Cuevas, Suggestions for the National Bankruptcy Review
Commission and Congress: Amending Section 707(b), 4 Am.Bankr.L.Rev. 507, 508
(1996);

(4 Rather, courts should review the particular circumstances of each individual debtor
and apply the standard so as to prevent the abuse of the bankruptcy system by
undeserving debtors, while at the same time recognizing the historical significance
of the fresh start concept and the actud monetary recovery that ultimately will be
realized by creditors. Thesubstantial abuse standard should be appliedin moderation
with full awareness of the presumption favoring the relief sought by the debtor. Its
application should be confined to use in those instances in which the actions of the
debtor fall short of the " cause” standard of section 707(a) and the fraud standard of
section 727, but still offend the sensibilities of the judge and leave him with the
distinct impression that this particular debtor is seeking a“head start” as opposedto
the desired “fresh start.”. Robert M. Thompson, Comment, Consumer Bankruptcy
& Substantial Abuse and Section 707 of the Bankruptcy Code, 55 Mo.L.Rev. 247,
264-65 (1990); and

(5) Dishonest and unneedy debtors create a distrust of, and skepticism for, the
Bankruptcy Code. Thegreater the ability of someonefiling under Chapter 7 to repay
asubstantial portion of debt out of future income, the greater the perception that the
debtor is not truly needy. Therefore, substantial abuse should be viewed with the
goal of separating the honestly needy from thosewho, because of agreater likelihood
of futureincome, are not needy. Contrary to popular belief, dischargein bankruptcy
isaprivilege, not aright. Robert B. Vandiver, supra note 6, at 567.

C. The Court’s Approach

After reviewingthelegidativehistory, statutory and caselaw andmany of the commentaries,
| believe that the blended approach utilized by the District Court in In re Ontiveros islegaly sound
and one which will dso result in the Court, after an appropriate objection has been filed, properly
applyingthelaw and “basic principles of ‘equity and judicial power and responsibilities’”, see In re

Stewart, 201 B.R. 996, 1006 (Bankr. N.D.Okla. 1996).
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On acase-by-case basis, the Court will first determinewhether the debtor hasan “ Ability to
Pay”. For this Court, this equates to the ability to pay: (1) all priority and unsecured debt in a
Chapter 13 case under a plan of from one to five yearsin duration, or over a reasonable period of
timein a Chapter 11 case while properly providing for any secured debt; (2) all priority debt and a
significant percentage of unsecured debt through such a Chapter 13 or 11 plan; or (3) asignificant
dollar amount, irrespective of percentage, to unsecured creditors through such a Chapter 13 or
Chapter 11 plan. In making this determination, if necessary, the Court will scrutinize the record to
determine whether the debtor’ s proposed family expense budget is excessive or extravagant, and
whether the debtor’s statement of income and expenses is representative of the Debtor’s true
financial condition®, two of the factors utilized by the Fourth Circuit in Green.

If after thisanalysisthe Court determinesthat the debtor hasan “ Ability to Pay”, it will then
utilizeatotality of the circumstancestest to determine whether any factors exist which may mitigate
against the debtor’ s“ Ability to Pay”, or constitute aggravating factors to show a debtor’ sbad faith
or dishonesty, or that the debtor istruly not needy. ThefactorswhichtheCourt will consider are any
and all relevant factors brought to its attention by the parties in a particular case, as well as the
following non-exclusive list of factors, which the Court believeswill likely be anexpanding list if
additional substantial abuse motions are brought before it for decision:

D Whether the bankruptcy petition was filed because of sudden illness, cad amity,
disability, or unemployment (Green);

8 In some cases, thiswill require an evidentiary hearing. However, in other cases

the debtor’ s schedules and the pleadings in the motion may be sufficient for the Court to make
this determination. The level of scrutiny the Court will employ issignificantly less than when it
must determine “projected disposable income” in an actual Chapter 13 case under Section
1325(b)(2)(B).
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(2)

3
(4)

()
(6)

(")

(8)
(9)

(10)

(11)

(12)

(13)

(14)

(15)

Whether the debtor incurred cash advances and made consumer purchases far in
excess of hisability to pay (Green);

Whether the petition wasfiled in good faith (Green),

Whether the debtor exhibited good faith and candor in filing his schedules and other
documents (Krohn);

Whether the debtor has engaged in “eve of bankruptcy purchases’ (Krohn);

Whether the debtor was forced into Chapter 7 by unforseen or catastrophic events
(Krohn),

Whether the debtor’s disposable income permits the liquidation of his consumer
debts with relative ease (Krohn);

Whether the debtor enjoys a stable source of future income (Krohn),

Whether the debtor iseligible for adjustment of his debts through Chapter 13 of the
Bankruptcy Code (Krohn);

Whether there are state remedies with the potential to ease the debtor’s financial
predicament (Krohn),

Whether there is relief obtainable through private negotiation, and to what degree
(Krohn),

Whether the debtor’ s expenses can be reduced significantly without depriving hm
of adequate foad, clothing, shelter, and other necessities (Krohn);

Whether the debtor has significant retirement funds which could be voluntarily
devoted in whole or in part to the payment of creditors(In re Stratton, 136 B.R. 804
(Bankr. C.D.IlI. 1991);

Whether the debtor is eligible for relief under Chapter 11 of the Bankruptcy Code
(Fitzgerald); and

Whether thereisno other choice available to the debtor for working out hisfinancial
problems other than Chapter 7, and whether the debtor has explored or attempted
other alternatives (Fitzgerald).

| believethat utilizing this approach will give due consideration to the presumptionin favor
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of relief afforded to the debtor by Section 707(b), while at the same time ensuring that the Court
separates the honest® and needy debtors seeking and traditionally deserving of afresh start from the
dishonest and/or unneedy debtors seeking a head start.

III. THE CARLTON SUBSTANTIAL ABUSE MOTION

______The Court finds that to grant the Carltons a discharge in a Chapter 7 case would be a
substantial abuseof the provisions of Chapter 7, for thefollowing reasons:
@D the Carltons’ unsecured debt is primarily consumer debt;
2 the Carltons havean Ability to Pay, in that:
@ they are digible for Chapter 13;

(b) without getting into each item of expense in the Carltons' proposed family
budget, there are clearly a number of items which, given the expenses
reported by similar families of four in the Chapter 13 cases the Court
confirms, are excessive and possibly even extravagant. The food budget for
asimilar family of four isas much as $300.00 more than the Court often sees
for similar families of four where both parents work and their two teenage
children are attending school. With unpaid creditors, the Court questionsthe
necessity of the $160.00 per month tuition expense, especially where other
expenseitemsdo not appearto have been reduced to more appropriate levels.
Given thelong-term, stable employment and high income of thisfamily over
a number of years, the clothing expense is probably 50% higher than the
Court often sees for similar families of four, especially where the teenage
children are capabl e of earning moneyto pay for their own clothes. Also, the
recreation expense is perhaps 50% higher than the Court often sees for
similar families of four;

9

For this Court, honesty not only implies honesty in pre-petition financial dealings,
but honesty with respect to the Bankruptcy Code and the Bankruptcy System. In this regard, the
Bankruptcy System provides an individual consumer debtor with amenu of alternatives (Chapter
7, Chapter 13 and Chapter 11) for obtaining any necessary financial relief. If adebtor refuses to
consider Chapter 13 or Chapter 11, that may be legally permissible, but it does not mean that that
debtor has been honest with the Bankruptcy Code and the Bankruptcy System, or that he has
made every honest effort to treat his creditors with fundamental farness and in good faith. A
Chapter 7 discharge is a privilege not aright.



CASE #96-23200
CASE #96-22165

(©)
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(f)
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(h)
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the Carlton Amended Schedules show monthly living expenses of $358.00
more than the expenses on the Carlton Schedules filed with their petition,
raising the question as to whether the Amended Statement of income and
expenses is representative of the Carltons’ true financial condition'?;

it is not clear whether the $332.05 per month expense for 401-K and SIP
contributions is mandatory or voluntary - if voluntary, in whole or in part -
that could sgnificantly increasethe Carltons Ability to Pay;

if the expenses set forth above were reduced by the approximately $610.00
per month as suggested is possible, which woul d bring them within arange
where it would cl early not depri ve the Carltons of adequate food, ¢l othing,
shelter or other necessities ($21,960.00 over a 36-month Chapter 13 plan),
that would result in an approximate 60% dividend to unsecured creditors
exclusive of truste’' s commissions;

if the $332.00 per month in 401-K and SIP contributions are voluntary and,
therefore, could be found to be additional projected disposable income and
availableto further fund a Chapter 13 plan, that would result in disposable
incomeof $942.00 per month ($33,912.00 over a36-month Chapter 13 plan),
and allow an approximate 95% distribution to unsecured creditors exclusive
of trustee’ s commissions;

these potential $942.00 per month additiond contributions to a Chapter 13
plan would be in addition to the $169.00 in monthly projected disposable
income shown on the Carltons Amended Schedules, which must be assumed
to bethe most favorable analysisavailableto the Carltons. Thisamount itself
wouldresultin $6,112.80being avail ableover 36 months, or an approximate
17% distribution exclusive of trustee’'s commissions, a distribution which
exceeds many of the Chapter 13 plans which the Court confirms, or
$10,188.00 over a 60-month maximum term, an approximate 28%
distribution, more than an even greater number of Chapter 13 plans that the
Court confirms; and

notwithstanding the above analysis, it is clear that a couple such as the
Carltons who have a combined annual gross salary of in excess of
$100,000.00, long-term, stable employment, and two hedthy teenage
children, could easily reduce their living expenses to a level which would
enable them to have an Ability to Pay all, a significant percentage, or a

10

Given the mandate of Section 521, the Court has never understood why in

response to substantial abuse motions most debtors amend their schedules of expenses upwards.



CASE #96-23200 PAGE 21
CASE #96-22165

significant amount of money to their creditorsin a Chapter 13 plan®.

3 the Carltons’ petition was not filed because of arecent catastrophic event. Although
the Carltons have asserted that a sudden and unexpected death in Mrs. Carlton’s
family resulted in some additional expensesfor them, that wasin 1990. It wasreally
their substantial consumer debt level that resulted in their filing and that is not a
traditional catastrophic event;

4) the Carltons have and will continue to enjoy stable employment and a significantly
higher than average family income;

5 Mr. Carlton’ s assertion that at 45 years old he can no longer work the overtime that
he previoudy did to maintain a higher level of income, raises a concern as to the
Carltons' honesty and good faith;

(6) Mr. Carlton has in excess of $10,000.00 in retirement funds, all or part of which
might be able to be utilized now or in the future, to pay creditors or supplement
family income;

(7) even without a bankruptcy filing, it seems possible to the Court that the Carltons
could simply: (a) allow any active creditors to garnish their respective wages, which
in New Y ork would not likely exceed 10% of their annual grossincome; (b) reduce
their expenses; and (c) live on theremaining 90% of their grossincome which would
not deprive any of them of adequate food, clothing, shelter or other necessities; and

(8 the Carltons appear unwilling to make any effort to reduce their excessive living
expenses to enablethem to pay something to their creditors.

In summary: (1) the Carltons clearly havean Ability to Pay; (2) the Court finds no factors

under atotality of the circumstancestest which mitigate against the Carltons' Abilityto Pay; (3) the
Carltons are not being honest with the Bankruptcy System becausethere are other bankruptcy and

non-bankruptcy aternatives which would offer them adequate financial relief, but would require

some minimal sacrifices which the Carltons are capabl e of, but unwilling to make; (4) the Carltons

11

Even dlowing for the higher than norma mortgage expense that the Carltons pay,
this Court sees many similar familiesin Chapter 13 living on half this gross income and till
funding a plan.
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may be experiencingfinancial difficultiesbrought on by their use of consumer credit that they could
not handle, but they are not traditiond debtors in need of Chapter 7; and (5) to allow the Carltons
a Chapter 7 discharge would be a substantial abuse of Chapter 7.

IV. THE KORNFIELD SUBSTANTIAL ABUSE MOTION

_____ The Court finds that to grant the Kornfields a discharge in a Chapter 7 case would be a
substantial abuseof the provisions of Chapter 7, for thefollowing reasons:

(1) theKornfields' unsecured debt is primarily consumer debt'?;

2 the Kornfields have an “Ability to Pay”, in that:

@ without a final determination of the First Federal and First Union unpaid
mortgage deficiency claims, at this time it appears that amount of the
Kornfields' unsecured debt in excessof $250,000.00. Therefore, unlessthese
claimswere voluntarily reduced by the creditors to enable them to proceed
in Chapter 13, the Kornfieldswould be ineligible under Section 109(e) to be
debtors under Chapter 13. However, the Kornfields are eligible for Chapter
11. Although under Section 541(a)(6), Dr. Kornfield’s income may be
personal serviceincome and thusnot property of the estate, asasserted by the
Kornfields, as previously set forth in this Decision & Order, the Bankruptcy
Codeoffersamenu of aternativesto provideafinancially troubledindividual
with appropriate financial relief. Nothing would prevent Dr. Kornfield from
filing a Chapter 11 case and devating so much of his post-petition personal
service income as would be necessary to fund a plan that would bein good
faith and fundamentally fair to the Kornfields' creditors. In that regard, the
Court would do everything possible to make sure that the proceeding was
completed as inexpensively and quickly as possible. The fact that Dr.
Kornfieldinsiststhat he cannot be made to do so, and does not want to do so,
to this Court shows a lack of honesty as to the Bankruptcy System, and
clearly constitutes an aggravating factor asto the neediness and goodfaith of
the Kornfields;

(b) again, without getting into each item of expensein the Kornfields' proposed

12 Section 101(8) defines “consumer debt” as debt incurred by an individual
primarily for a personal, family, or household purpose, and numerous courts have found
mortgages to be consumer debts. See In re Goodson, 130 B.R. 897 (Bankr. N.D.Okla. 1991) .
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family budget, there are clearly anumber of itemswhich, given the expenses
reported in other Chapter 13 cases by amilar families of six, with one or
morechildren attending college, are excessive and possibly evenextravagant.
Thefood budget isat |east $350.00 more than the Court often seesfor similar
families, and that iswhere both parentswork. 1n addition, the Court does not
find credible the assertion that Dr. Kornfield, who isin his 50's and clearly
has an established medical practice, actually needs to expend monies to
entertain potential referring physicians. With such substantial unpaid
creditors, the Court seriously questions the necessity of the $4,470.00 per
month ($53,640.00 annualized) tuition expense, especially where other
expenseitemsdo not appearto have been reduced to more appropriatelevels.
TheKornfieldscurrently residein Pittsford, New Y ork which hasanationally
acclaimed public school system that can provide the Kornfields' children
with an excellent education and can also satisfactorily address the special
needs of two of the children. As to the now and soon-to-be college age
Kornfield children, perhaps the suggestion of Bankruptcy Judge Nancy C.
Dreher is appropriate - “perhaps the son, like other children of parents of
modest or even not so modest means, could find some way to fund acollege
education, other than at the expense of hisfather's creditors. In re Gyurci,
95 B.R. 639, 643 (Bankr. D.Mim. 1989). Given the long-term, stable
employment and high income of this family over a number of years,
notwithstanding that it may be declining to wha is still an extremely high
gross annua income, the monthly clothing expense is probably $200.00
higher than necessary, especially where the teenage and older children are
capable of earning money to pay for their own clothes. In addition, the
telephone expense is at least $50.00 higher per month than would be
reasonable. Given the substantial debt that the Kornfieldshave, it isdoubtful
that they need to make a $200.00 per month charitable donation. Thisisnot
tosay that it isotherwise unreasonable, if all of theKornfields' creditorswere
paid. The Kornfields 1996 gross monthly income was $25,939.16.
Applying an income tax withholding factor, which may be high, of 50.8%,
the same percentage utilized in the Kornfield Schedul es, resultsinamonthly
net income of $13,177.00. Reducing the monthly expenses for the items
discussed above to a reasonable level, which would not deprive the
Kornfields of adequate food, clothing, shelter or other necessities, without
even addressing the $3,000.00 per month being spent to rent a home, and
adding the $1,100.00 profit shaing loan amount, results in monthly
disposable income of $4,117.00 ($13,115.00 in expenses shown on the
Schedules, plus $1,100.00 = $14,215.00, lessreductions of $350.00 for food,
$4,470.00 for tuition, $50.00 for phone, $200.00 for charitable contributions
= $5,270.00 = net monthly expenses of $8,645.00. $12,762.00 net monthly
incomeless $8,645.00 net monthly expenses=$4,117.00). Thisalonewould
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3)

(4)

(%)

(6)

(")

make availablefor paymentsto creditors$148,212.00 over a36-month term,
or $247,020.00 over a 60-month term. Thisisavery substantial amount of
money which couldberepaidto the Kornfields' creditorswithout, asset forth
above, depriving any of them of adeguate food, clothing, shelter or other
necessities; and

(c) notwithstanding the above analysis, it is clear that a couple, such as the
Kornfields, who have agrossannual salary of in excessof $300,000.00, long-
term, stable employment, although the health care field may be changing,
could easily reducetheir living expensesto alevel which would enable them
to have an ability to pay a significant amount of money to their creditors
under aChapter 11 plan, or under a Chapter 13 planif First Federal and First
Union were to work with the Kornfields, the Court and the Chapter 13
Trustee to reduce their claimsto bring the Kornfields within the debt limits
of Section 109(e).

the Kornfields' petition was not filed because of a recent catastrophic event. The
financia fall-out and deficiency amounts due in connection with their building an
extravagant home, can hardly be considered atraditional catastrophic event. Clearly
the Kornfields have some financial problems because of declining income and an
unwillingnessto reduce expenses accordingly, but they are primarily because of the
fall-out from their extravagance;

Dr. Kornfield has and will continue to enjoy stable employment, andthe Kornfields
will have a significantly higher than average family income;

the Kornfields' unwillingness to consider a Chapter 11 case where they might
negotiatea consensual plan with their creditors, in fact to suggest that all that could
or would result from a Chapter 11 case would be a no asset liquidation plan, raises
concerns as to their honesty and good faith in their approach to the Bankruptcy
System and thar creditors;

Dr. Kornfield has in excess of $390,000.00 in retirement funds all or part of which
might be able to be utilized, now or in the future, to pay creditors or supplement
family income;

even without abankruptcy filing, it seems possible to the Court that the Kornfields,
who report no non-exempt assets whatsoever, could simply: (a) allow any active
creditors to garnish Dr. Kornfield's wages, which in New Y ork might not exceed
10% of his annual grossincome, unless the creditor were to receive an installment
payment order from aNew Y ork State Supreme Court Judge, which would indicae
that the Judge believed that Dr. Kornfidd could afford to pay more than 10% of his
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grossannual income; (b) reducetheir family expenses; and (c) live on the remaining
90% of his gross income without depriving any of them of adequate food, clothing,
shelter or other necessities; and

(8 The Kornfields appear unwilling to make any effort to reduce their possibly actual,

but in large part voluntary and excessive, living expenses to enable them to pay
something to their creditors. In fact, the Kornfields, like the Carltons, have in
essenceargued to the Court that no one should involuntarily berequired tolive below
their current means in order to repay creditors, notwithstanding prior financial
mistakes, and the Bankruptcy System is there to ensure that that cannot happen,
becauseit allowsadebtor to simply filea Chapter 7 case obtain adischarge from all
of his debts, even though he has an Ability to Pay, continue to live an extravagant
lifestyle, and retain substantial exempt funds. | don’t happen to agree.

In summary: (1) the Kornfields clearly have an Ability to Pay; (2) the Court finds no factors
under atotality of circumstances test which mitigate against the Kornfields Ability to Pay; (3) the
Kornfieldsare not being haonest with the Bankruptcy System, becausethere are other bankruptcy and
non-bankruptcy alternatives which would offer them adequate financial relief, but would require
some lifestyle sacrifices which the Kornfields are capable of, but unwilling to make; (4) the
Kornfields may be experiencing financial difficulties brought on by their own extravagance in
building amulti-million dollar home, but they are not traditional debtorsin need of Chapter 7; and
(5) to alow the Kornfields a Chapter 7 discharge would be a substantial abuse of Chapter 7, no

matter what legal standard the Court utilizes.

V. OVERVIEW
On thefacts and circumstances before the Court, to alow the Carltonsand the Kornfields to
obtain the Chapter 7 discharges they are seekingwithout making any good faith attempt to repay at

least a portion of the amounts that they owe to their creditors would clearly be a substantial abuse,
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because: (1) it would have allowed them to have taken a grossly unfair adventage over their
creditors; (2) at least to this Court’s conscience, it would be shocking; (3) it would clearly be
affording them a*head start”, as opposed to atraditional “fresh start”; and (4) it would be affording

clearly non-needy individuals rdief traditionally reserved for honest but needy debtors.

CONCLUSION

The Carlton and Kornfield Substantial Abuse Motions are in all respects granted.

IT IS SO ORDERED.

/s/
HON. JOHN C. NINFO, 11
U.S. BANKRUPTCY JUDGE

Dated: June 23, 1997



