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As you may know, the Bankruptcy Abuse Prevention and Consumer Protection Act  (“Act”) of 2005 was signed into law by President Bush on April 20, 2005.  It will take effect in late October of this year.

This Act was actually several years in the making and the subject of a great deal of speculation and debate, as well as many amendments along the way.  You have probably heard some of the speculation and you may have even participated in a debate or two over the merits of this new law.  Whether you agree or disagree with the need for bankruptcy reform, it is always helpful to gather the facts and gain insight into the key elements of the new law and the changes they represent.

There were a little over 1.6 million personal bankruptcy filings in the United States in 2003 and just a little less than 1.6 million personal bankruptcy filings in 2004.  Nearly three quarters of these filings were Chapter 7 filings.  Broadly speaking, a Chapter 7 bankruptcy filing seeks to erase debt with certain exceptions.  A Chapter 13 filing seeks to restructure debt to make it easier for the debtor to pay.  In the case of a Chapter 13 filing, debts are organized in different categories and creditors are required to accept a revised repayment term designed to assist the debtor in better managing their financial obligations.  Chapter 7 proceedings are relatively straightforward, less complicated, and less costly for the debtor.  Chapter 13 proceedings are typically more complex and more costly.

The main aspects of this new law, in terms of those that represent the biggest changes, involve the inclusion of a means tests, the application of cost of living standards, and mandatory credit counseling.

The means test incorporated under the Act applies to Chapter 7 filings and will require that someone seeking this type of bankruptcy protection make less than the annual household median income in the state in which they are filing.  If someone seeking Chapter 7 status earns more income than the median for their state and they can afford to make payments of at least $100 a month for five years toward the outstanding debts they are seeking to wipe out, they will be redirected to a Chapter 13 filing.

Internal Revenue Service cost of living standards will also be applied as part of the Act in order to determine the exact amount of funds that a person seeking bankruptcy protection will have available to assist in paying down their debts.  Specific allowances for housing costs and other living expenses will be calculated for each individual and household seeking bankruptcy protection.  These allowances will obviously vary according to geographic region.  Cost allowances will be subtracted from a debtor’s monthly income and anything that is left over will be subject to inclusion in any applicable repayment portion of the bankruptcy proceedings.

Credit counseling will become mandatory as part of the Act.  Potential bankruptcy filers will be required to undergo credit counseling at least six months prior to filing for bankruptcy protection.  Further, if you file for bankruptcy protection, you will not be eligible to have your case satisfactorily discharged unless you also complete a personal financial management course.

Other aspects of the act include further restrictions on the ability to include certain purchases and cash advances made in the 70 – 90 days immediately preceding a bankruptcy filing.  Auto loans, particularly the portion that represents so called negative equity should it apply, will also be subject to further restrictions related to their inclusion and treatment in bankruptcy proceedings.

Due, at least in part, to what will be a further focus on the Chapter 13 element of bankruptcy protection, the Act will also provide for a longer term repayment option of up to five years on qualifying debts as opposed to the current three year limit.

Whether you agree or disagree with the need or validity of these changes, they will be implemented in October as part of this new law.  Clearly, the Act will make it more difficult for individuals to file for bankruptcy protection because the level of accountability and responsibility will increase for debtors seeking court assistance in these matters.

A more comprehensive bankruptcy law should not, however, be the impetus or decision-making standard by which you make decisions about the validity of bankruptcy, as a debt management option should you need to consider it at any point in your future.

The educational requirement attached to the Act ensures that help is available to those who truly wish to help themselves.  Having the ability to gain an education, whether through a broad, formalized process or a specific, informal process is always beneficial.

Obtaining financial education puts you on the path to living a better life.  While being educated about your personal finances will not, in and of itself, prevent you from ever having to worry about financial problems; it will mitigate and, in some cases, eliminate bad habits and the stress associated with them.

The bottom line is that any steps you take to proactively manage your own personal finances and to thoroughly understand your own personal financial situation will go a long way toward removing any worries you have or ever need to have about bankruptcy.

The best decision is always an educated decision.

