ETHICAL ISSUES UNDER THE BANKRUPTCY REFORM ACT
The following hypothetical problems focus on some of the recent amendments to the Bankruptcy
Code as they relate to the representation of consumer debtors:

HYPOTHETICAL #1

In reviewing the income and expense schedules for Willie Nelson, a prospective chapter 7 client,
you cannot reconcile how this musician can pay his $1,500 per month housing expense, which is
current, on his self-employed stated annual income of $16,000. The client provides you with
copies of bank statements, and household and transportation expenses.

What due diligence obligations does the attorney have under § 707(b) to verify
disposable income?

HYPOTHETICAL #2

Rhonda Wright comes to your office with $2,500 cash and requests that you file an emergency
chapter 13 bankruptcy petition to stay the sheriff sale of her home the following day. A prior
chapter 13 bankruptcy was dismissed within the past 12 months, and there is no apparent change
of circumstances since the filing of the last petition. A PACER check indicates that there is no
bar order in effect prohibiting the filing of another bankruptcy.

(1)

What statutory obligations does an attorney have under §§ 527,

528 and 362(c) of the 2005 Act?
(2)

What documents would the attorney require from the client to

establish a good faith serial filing?
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HYPOTHETICAL #3

Sam and Susan Steddy, a married couple with 2 school-age children, would like to retain you for
the filing of a chapter 7 bankruptcy petition to discharge credit card debt. A quick check of the
Bank of America website estimates the value of their suburban home to be between $260,000
and $300,000. They have a balance due and owing under the first mortgage of $179,000 and a
home equity loan balance of $40,000. Their credit card statements include Circuit City, QVC
and Raymour and Flanagan. They have 2 unencumbered vehicles. Their combined income
exceeds $100,000. One of their children has ADHD and is enrolled in a private school.

(1)

What due diligence obligations does the attorney have under

§ 707(b) to verify assets, liabilities and disposable income?

(2)

What information would an attorney require to perform a means

test analysis?
(3)

What are the ethical obligations of suggesting to these clients that

they trade in a vehicle on a lease or finance of a new vehicle?

HYPOTHETICAL #4

Kosmo Kramer comes into your office and provides you with income and expense information.
He is single, lives alone and grosses more than the median income of $38,931.00. He drives a
1995 Honda Accord which has major repair expenses. Kosmo spent $1,400 so far this year on
repairs to the Honda. A means test calculation indicates that Kosmo had disposable income of
$200 per month. There are no special circumstances which would warrant the filing of a
chapter 7. If Kosmo purchased a new car with loan payments of $450 per month, he would be

eligible to file a chapter 7, as his disposable income would be below the threshold.

What obligations or constraints does the attorney have under § 526 to advise the
client to finance a new car? What about signing a reaffirmation agreement?
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HORNBOOK
I.

ATTORNEY LIABILITY PROVISIONS OF THE BANKRUPTCY ABUSE PREVENTION
CONSUMER PROTECTION ACT OF 2005 (THE "2005 ACT")
A.

AND

Section 707(b)(4)

The 2005 Act imposes new certification standards for attorneys who represent
consumer debtors in Chapter 7 cases.

Section 707(b)(4)(C) and (D) provide:

(C)
The signature of an attorney on a petition, pleading or written
motion shall constitute a certification that the attorney has (i)
performed a reasonable investigation into the circumstances
that gave rise to the petition, pleading or written motion; and
(ii)

determined that the petition, pleading or written motion(I) is well grounded in fact; and
(II) is warranted by existing law or a good faith
argument for the extension, modification, or reversal of
existing law, and does not constitute an abuse under
Section 707 (b)(1).

(D)
The signature of an attorney on a petition, pleading or written
motion shall constitute a certification that the attorney has no knowledge
after an inquiry that the information in the schedules filed is incorrect.
Prior to the enactment of the 2005 Act, Rule 9011 of the Federal Rules of
Bankruptcy Procedure and case law interpreting that Rule governed the signing and verification
of papers filed with the bankruptcy court and provides for the imposition of sanctions for its
violation. Rule 9011 states, in relevant part, that the signature of an attorney on a petition,
pleading or written motion certifies that, to the best of the attorney’s or party’s knowledge,
information and belief formed after reasonable inquiry, it is well-grounded in fact and warranted
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by existing law or a good faith argument for the extension, modification, or reversal of existing
law; and it is not interposed for any improper purpose, such as to harass or to cause undue delay
or needless increase in the cost of litigation or administration of the case.

The American Bar Association’s Ad Hoc Committee on Bankruptcy Court
Structure and Insolvency Processes established a Task Force on Attorney Discipline. In a report
dated October 6, 2005, the Task Force recommended that the "reasonable investigation”
requirement under § 707b)(4)(C) of the 2005 Act be governed by existing case law interpreting
and applying the "reasonable inquiry" standard under Rule 9011 of the Federal Rules of
Bankruptcy Procedure.

Chief Bankruptcy Judge Sigmund articulated the "reasonable inquiry" standard
under Rule 9011 in the case of In re Bailey (Bankr. E.D. Pa. 2005). Citing In re Weaver, 307
B.R. 834 (Bankr. S.D. Miss 2002), Judge Sigmund stated that the signature of an attorney or
litigant on a pleading, motion or other document "certifies that he has conducted a reasonable
inquiry into the facts which support the document." Id. at 307 B.R. 834, 841. Judge Sigmund,
citing In re Geller, 96 B.R. 564, 567 (Bankr. E.D. Pa. 1989) and In re Slaughter, 191 B.R. at
140, applied an objective standard to determine the reasonableness of an attorney’s inquiry and
focused on whether the attorney conducted an adequate inquiry into the facts and law before
filing it.

Prior to the 2005 Act, Rule 9011 did not require the signature of an attorney on a
debtor’s schedules and statement of financial affairs.

The certification requirement of

§ 707(b)(4)(D) of the 2005 Act encompasses all factual allegations in the petition, schedules and
statement of affairs. Violations of this section will subject an attorney to sanctions, including
disgorgement of fees and civil penalties, to the extent that any factual inaccuracies result in the
dismissal of a case.

Section 707(b)(4)(D) of the 2005 Act further departs from Rule 9011 in the
omission of the word "reasonable" before the word "inquiry."
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The "reasonable investigation" standard, "inquiry" and "knowledge" as to the
accuracy of information to be included on the petition, schedules and statement of affairs under
§ 707(b)(4)(C) and (D) may be met with the documentation and disclosure requirements
mandated by the 2005 Act.

If the attorney is a "debt relief agency" as defined in § 101(12A) of the 2005 Act,
attorneys representing consumer debtors who are "assisted persons" as defined in § 101(3), must
give the debtor and file with the court the § 342(b) notice, as mandated in § 521. The disclosure
required under this section includes a statement that debtors who knowingly and fraudulently
conceals assets or makes a false oath shall be subject to fine and/or imprisonment, and states that
any information supplied by the debtor is subject to examination by the Attorney General.

Section 521 of the 2005 Act further requires that the debtor provide copies of all
payment advices within 60 days from the date of filing and a statement of monthly net income,
itemized to show how the amount is calculated, and a statement disclosing any reasonably
anticipated increase in income or expenditures over the 12-month period following the date of
filing.

Section 527 requires that, if the attorney is a "debt relief agency" as defined in
§ 101(12A) of the 2005 Act, written notice (to the extent not covered in the § 342(b) notice)
within three business days of offering to provide services to an "assisted person" as defined in
§ 101(3), must state that:
•

all information provided must be complete, accurate and truthful

•

all assets and liabilities must be disclosed, and if requested, the replacement value of
each asset

•

current monthly income and expenses must be stated

•

information may be audited; and failure to provide information may result in
dismissal of the case or other sanctions, including criminal sanctions.
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B.

Abuse under Section 707(b)

Section 707(b)(4)(C) of the 2005 Act provides, among other things, that the
signature of an attorney on a petition, pleading or written motion shall constitute a certification
that the petition, pleading or written motion does not constitute an abuse under § 707 (b)(1).
Under § 707(b), the court, on its own motion or on the motion of the United States trustee, may
dismiss a case for abuse. The court shall presume abuse exists if the debtor’s current monthly
income, reduced by applicable monthly expense amounts, and multiplied by 60 is no less than
the lesser of 25% of the debtor’s nonpriority unsecured claims or $6,000, whichever is greater; or
$10,000. In other words, if a consumer debtor fails the means test, abuse is presumed under
§ 707(b). The court may also dismiss a case for abuse if the petition was filed in bad faith or the
totality of the circumstances of the debtor’s financial situation demonstrates abuse.

The presumption of abuse may only be rebutted by demonstrating special
circumstances, such as a serious medical condition or a call to active duty in the Armed Forces.
In order to establish special circumstances, the debtor is required to itemize and document each
additional expense or adjustment of income and provide verification.

The court may not dismiss or convert a case based upon any form of means
testing if the debtor is a disabled veteran and the indebtedness occurred primarily during a period
of active duty or performance of a homeland defense activity.

C.

Section 526

Section 526(a)(4) of the 2005 Act states that a "debt relief agency" shall not
advise an "assisted person" or prospective assisted person to incur more debt in contemplation of
such person filing bankruptcy.

Any "debt relief agency" shall be liable to an "assisted person" in the amount of
any fees or charges that such debt relief agency has received in connection with providing
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bankruptcy services to such person for actual damages and for attorneys’ fees and costs if such
agency is found, after notice and hearing, to have---

(A)

intentionally or negligently failed to comply with any provision of 2005
Act §§ 526, 527 or 528.

(B)

provided bankruptcy services to an "assisted person" in a case that is
dismissed or converted to another chapter because of such agency’s
intentional or negligent failure to file any required document.

In addition to other remedies provide under state law, the state may bring an
action to recover damages, attorneys’ fees and costs.

If the Bankruptcy Court on its own motion, or on the motion of the United States
trustee or the debtor, finds that a person intentionally violated § 526, or engaged in a clear and
consistent pattern or practice of violating this section, the court may enjoin the violation and
impose civil penalties.

II.

PROFESSIONAL RESPONSIBILITIES UNDER THE 2005 ACT

A.

Section 528

Not later than five days from providing bankruptcy services, but before the
petition is filed, a written contract must be executed with the client that explains the services to
be provided and fees to be charged, and a copy of the written contract must be provided to the
client.

An advertisement of bankruptcy assistance services to the general public must
clearly disclose the following statement: "We are a debt relief agency. We help people file for
bankruptcy relief under the Bankruptcy Code" or a substantially similar statement.
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An advertisement to the general public indicating that bankruptcy assistance is
provided with respect to credit defaults, foreclosures, evictions, excessive debts, debt collection
pressure or inability to pay any consumer debt shall clearly and conspicuously disclose that the
assistance may involve bankruptcy relief and must include the following statement: "We are a
debt relief agency. We help people file for bankruptcy relief under the Bankruptcy Code"
or a substantially similar statement.

B.

Sections 521 and 524

Prior to the enactment of the 2005 Act, a debtor was not required to file a
reaffirmation agreement with the court. Unless property was surrendered or redeemed, it was
sufficient to advise a debtor to continue making timely payments with regard to secured
property, and avoid signing a reaffirmation agreement.

The 2005 Act further imposes an

obligation on the debtor’s attorney to certify that, in the case of undue hardship, the debtor is
able to make the payments.

Section 521(a)(2) of the 2005 Act provides that thirty days after the filing of the
petition or on or before the 341 meeting of creditors, the debtor must file a Statement of Intention
with regard to secured property, and within 30 days after the 341 meeting of creditors, or within
such additional time as the court determines, the debtor shall perform his intention with respect
to such property.

Section 521(a)(6) further provides that a debtor may not retain possession of
personal property as to which a creditor has an allowed claim unless, not later than 45 days after
the 341 meeting of creditors, the debtor must either enter into a reaffirmation agreement with
respect to said claim or redeem such property. If the debtor fails to act within such 45-day
period, the stay under § 362 is terminated with respect to the property which is affected and the
creditor may exercise remedies under non-bankruptcy law.

Section 524(k)(3) Parts C and D presumes that a reaffirmation agreement is an
undue hardship on debtor if debtor’s monthly income less monthly expenses is less than the
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scheduled payments on the reaffirmed debt. The presumption shall be reviewed by the court and
may be rebutted in writing by the debtor identifying additional sources of funds to make the
payments. If the presumption is not rebutted to the satisfaction of the court, the court may
disapprove such agreement. No agreement shall be disapproved without notice and hearing, and
such hearing shall be concluded prior to discharge. If a presumption of undue hardship has been
established with respect to the agreement, debtor’s attorney must certify that, in the opinion of
the attorney, the debtor is able to make the payment.
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