| N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF I LLINO S

| N RE: I n Proceedi ngs
Under Chapter 13
RODNEY BELL
Case No. 00-33257
Debtor(s).

OPI NI ON

At issue in this case is whether the debtor nay continue
paynents on a 401K | oan through paycheck deductions during his
Chapter 13 case or whether this violates the “di sposabl e i ncone”
requirenent for confirmation of his Chapter 13 plan. See 11
U.S.C. § 1325(b)(1).

The trustee objects to confirmation of the debtor’s plan,
arguing that 401K | oan expenditures are per se not reasonably
necessary for the support or maintenance of a debtor or the
debt or’ s dependents and, thus, constitute di sposable incone that
must be paid to creditors during a Chapter 13 case. See 11
US C 8§ 1325(b)(2). The debtor, however, urges the Court to
adopt a nore flexible rule that would require determ nation of
t he reasonabl eness of a proposed repaynent of 401K |oans on a
case-by-case Dbasis. Speci fically, the debtor seeks a
determ nation that, based on the facts of this case, his
proposed 401K | oan paynents are reasonably necessary and do not
constitute di sposable incone. The debtor is an enpl oyee of
the U S. Postal Service and contributes a portion of his

earnings to the Federal Retirenent Thrift Savings Plan (“TSP” or



“401K plan”).! Approximately one year prior to his bankruptcy
filing, the debtor obtained a $4,000 |loan from his 401K pl an.
Hal f the nmoney was used to catch up expenses of the debtor for
utilities and m ssed car paynents, while the remai nder was used
to purchase a conputer and a desk. Since the tinme of the | oan,
t he debt or has had paycheck deducti ons averagi ng $370. 50 nont hly
for repaynment of the 401K | oan.?

The debtor filed his Chapter 13 case on Novenber 7, 2000.
Al t hough the debtor’s schedule | does not indicate any payroll
deductions for 401K |oan repaynents or contributions, the
trustee asserts that the debtor’s pay stubs show nonthly income
of $3,516.90, resulting in a surplus of $2,241.90 after
expenses. Accordingly, the trustee contends, the debtor’s plan
paynments nust increase from$1, 480.00 to $2,142.00% per nmonth to
qualify for confirmation under 8 1325(b)(1).*

Section 1325(b)(1), at issue in this case, provides in

! The facts are undi sput ed.

2 The debtor has an additional deduction fromhis
paycheck of $140.83 nonthly, which represents the debtor’s
contribution to his 401K account.

3 This district allows a $100 cushi on between the
debtor’s surplus incone after expenses and the anount
necessary to fund a pl an.

4 At the time of filing, approximtely 24 nonths remai ned
for repaynent of the 401K | oan. The debtor has proposed a
Chapter 13 plan that extends for 60 nonths. See 11 U S.C.
§ 1322(d).



pertinent part:

(b)(1) If the trustee . . . objects to confirmation of
[a debtor’s] plan, then the Court may not approve the
pl an unl ess .

(B) the plan provides that all of the debtor’s
proj ected disposable income to be received in the
t hree-year period beginning on the date that the first
paynment is due under the plan will be applied to make
payment s under the plan.

11 U.S.C. 8§ 1325(b)(1)(B). Section 1325(b)(2) defines
“di sposabl e i nconme,” stating:
(2) For purposes of this subsection, *“disposable

i ncome” means inconme which is received by the debtor
and which is not reasonably necessary to be expended-

(A) for the nmmintenance or support of the debtor
or a dependent of the debtor|[.]

11 U.S.C. § 1325(b)(2) (enphasis added).

This Court has not previously considered whether repaynent
of a debtor’s 401K loan in Chapter 13 violates the “di sposable
i ncome” requirement of 8 1325(b)(1). There is, however, anple
case law from other courts addressing this issue. The vast
maj ority conclude that a debtor may not repay pension | oans or
make pension contributions while paying only a portion of

creditors’ clains in a Chapter 13 proceeding.® See, e.qg., lInre

Har shberger, 66 F.3d 775, 777 (6th Cir. 1995; In re Anes, 195

5 The Second, Third, and Sixth Circuit Courts of Appeal
have considered the issue of pension |oan repaynents in
Chapter 13. The Seventh Circuit Court of Appeals has not
ruled on the issue.



F.3d 177, 180-81 (3d Cir.1999); In re Estes, 254 B.R 261, 264

(Bankr. D. Idaho 2000); In re Hansen, 244 B.R 799, 802 (Bankr.

N.D. I'll. 2000). These courts recogni ze that repayi ng a pensi on
loan is essentially repaying oneself. See Estes, 254 B.R at
265. Thus, to allow pension |oan paynments while unsecured

creditors are receiving |less than full payment on their clains
seens inherently unfair. In addition, such a result would
encourage debtors contenpl ati ng bankruptcy to take out pension

| oans knowi ng their future incone will be shielded from

creditors. Seeid.; Inre Padro, 252 B.R 809, 812 (Bankr. M D

Fla. 2000); In re Jones, 138 B.R 536, 539 (Bankr. S.D. Ohio

1991).
Courts adopting this majority view generally distinguish
bet ween whet her a debtor’s | oan paynments can be characterized as

“voluntary” or “mandatory.” See In re Delnero, 191 B.R 539,

542 (Bankr. N.D.N. Y. 1996); In re Cavanaugh, 175 B.R 369, 372-

73 (Bankr. D. Idaho 1994). They reason that if the debtor coul d
cease making paynents without affecting his enploynment status,
t he paynents are voluntary and not reasonably necessary for the
debtor’s support. However, if the debtor nust repay the pension
|l oan as a condition of retaining his enploynent, the paynents
are mandatory and nust be continued to enable the debtor to earn

i ncome for the support of hinmself and his dependents. Cf. Inre



Davis, 241 B.R. 704, 709-10 (Bankr. D. Mont. 1999); In re Tibbs,

242 B.R 511, 517-18 (Bankr. N.D. Ala. 1999).%5 Only in the
|atter instance are the paynments considered necessary for the
debt or’ s support and, thus, excluded fromdi sposabl e i nconme t hat

must be paid to creditors. See In re Johnson, 241 B.R 394,

401- 02 (Bankr. E.D. Tex. 1999).

Despite the attracti veness of this seem ngly strai ghtforward
rule, the distinction between “voluntary” and “nmandatory” | oan
paynments is difficult to apply objectively and anmounts, in nost
instances, to a per se prohibition against allowing the
repaynent of a debtor’s pension |oans in Chapter 13 cases. ee,

e.g., In re Helms, 262 B.R 136, 141 & n.1 (Bankr. MD. Fla.

2001); In re Johnson, 241 B.R at 401-02; In re Nation, 236 B.R
150, 153 (Bankr. S.D.N. Y. 1999). In Nation, for exanple, the
court found the debtor’s pension contributions and |oan
repaynents to be “mandatory” in that they were required by

appl i cabl e regul ati ons and deducted from the debtor’s paycheck

¢ Davis and Tibbs can be distinguished fromthe present
case in that both involved pension contributions, rather than
| oan repaynents. As noted in Anes, however, a debtor’s
repaynment of funds borrowed from a pension plan is nothing
nore than “reestablishing” savings that originally occurred
during the course of the debtor’s enploynent. See 195 F.3d at
180. Thus, the sanme rationale can be applied regarding |oan
repaynments as for pension contributions.

5



irrespective of the debtor’s wi shes. 236 B.R at 153. Even so,
the court concluded, “it is by no nmeans clear” that the
contributions and repaynents are mandatory in “any materi al

consequential sense.” Id. Noting that “w thout material
consequences for nonconpliance, ‘mandatory’ is sinply a | abel
wi thout effect,” id. at 153 n.4, the Nation court ultimtely
applied a preenption analysis to rule that even paynents that
were “mandatory” in the sense of being required for the debtor’s
conti nued enployment nust be included in disposable incone.

ld., at 153-55. But see In re Taylor, 243 F.3d 124 (2d Cir.

2001) .7

In the present case, as in Nation, it is not entirely clear
whet her the debtor’s |oan repaynents are “voluntary” or
“mandatory.” The provisions of the debtor’s TSP | oan program
explicitly forbid the suspension of any paynents during the
repaynent period on a |loan. See “Paying Back a Loan,” Sec. |V,
p. 12, TSP Loan Program booklet (April 1997), submtted May 29,

2001.8% In addition, the | oan programrequires that paynents be

7 In Taylor, the Second Circuit Court of Appeals declined
to adopt the strict rule of Nation, opting for “a nore
flexible solution” that would all ow exercise of the bankruptcy
court’s discretion in each case. See 243 F.3d 124, 129.

8 This section, witten in question-and-answer form
responds to the question “Can | suspend ny | oan paynents?”’
with the foll ow ng | anguage:



made “through payroll allotments” and specifies that “personal
checks cannot be accepted as paynent on [a] loan.” See id., p.
11 (enphasis in original). The programfurther provides that if
a borrower goes into “nonpay” status or | eaves federal service,
he nmust repay the loan in full wthin an established tine.
Failure to repay the loan will result in a taxable distribution
being declared and reported to the Internal Revenue Service
(“IRS"). See id., p. 16; see also Sec. V. “Taxable Loan
Distributions,” p. 17.

An exam nation of these provisions shows that the debtor’s
| oan program does not make repaynment of his 401K |oan a
condition of enploynment such that failure to repay will result
in term nation. However, because the debtor’s paynments are
automatically deducted fromhis paycheck so | ong as he conti nues
in his present enploynent, the only way the debtor can
di scontinue the paynments is to term nate his enploynent or go
into nonpay status. These options are neither appropriate nor
feasible for a Chapter 13 debtor. Thus, it would appear that

the debtor’s loan paynents are “mandatory” in this sense at

No, you cannot suspend your | oan paynents. Before a
| oan is issued, you nust sign your Loan Agreenent/
Prom ssory Note and an aut horization for payroll

al |l ot ments.

(Enphasis in original).



| east .

This sense of “mandatory,” however, is not sufficient to
render the debtor’s |oan payments “reasonably necessary for
support” wunder the “mandatory/voluntary” distinction of the
majority line of cases. Rat her, those cases require that
repaynent be an express condition of the debtor’s continued
enpl oynent. Here, by contrast, the only consequence resulting
from cessation of the debtor’s | oan paynents is that a taxable
distribution is declared and reported to the IRS.® While the
debtor’s | oan program appears to preclude the debtor from
suspendi ng paynents on the loan wthout termnating his
enpl oynent, the only consequence of halting such paynments is
liability for tax penalties, not |oss of enploynent.

As can be seen, the “mandatory/voluntary” distinction used
to determ ne whether a debtor’s 401K | oan paynments constitute
“di sposabl e i ncone” is inherently anmbi guous and arbitrary inits
application. In addition, it is subject to m suse by courts who
woul d render decisions grounded strictly on policy while

ostensibly followng a “bright-line” or objective test.

° It is well-settled that adverse tax consequences
resulting froma debtor’s failure to repay a 401K | oan do not
rise to the level of necessity justifying repaynment of the
|l oan to the detrinent of creditors. See Helns, 262 B.R at
141 n.1; In re Padro, 252 B.R at 811-12.
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However, the greatest problemwth this test is that it gives
short shrift to the statutory |anguage defining “disposable
i ncone.”

Section 1325(b)(2) inposes a duty on the bankruptcy court
to decide what expenses are “reasonably necessary” for the
mai nt enance or support of the debtor or a dependent of the
debt or. To fulfill this duty, the court nust |ook at each
debtor’s particular situation in order to balance the equities
presented and weigh the conpeting interests of the debtor and
unsecured creditors.® This necessarily requires a case-by-case
anal ysis of the overall circunmstances confronting the debtor and
consideration of any factors properly before the court
concerning the debtor’s proposed repaynent of a 401K | oan and

treatnent of creditors. See In re Taylor, 243 F.3d 124, 129-30

(2d Cir. 2001). Among the relevant factors are: (a) the age of
t he debtor and the amount of time until expected retirenment, (b)
t he amobunt deducted nmonthly for the | oan repaynent and the total
anmount the debtor will have to pay back if the nonthly paynents
are discontinued, (c) the likelihood that this pay-back anmount
will jeopardize the debtor’s fresh start, (d) the nunber and

nature of the debtor’s dependents, (e) the |likelihood the debtor

10 The di sposable incone test is designed to bal ance the
interest of creditors with the interest of the debtor in
obtaining a fresh start. See In re Esquivel, 239 B.R 146,
149 (Bankr. E.D. M ch. 1999).




w Il suffer adverse enploynent conditions if the |oan paynents
are discontinued, (f) the debtor’s yearly inconme and overal

budget, and (g) any other constraints on the debtor that nmake it
likely the pension |loan repaynment is a reasonably necessary

expense for that debtor. See Taylor, 243 F.3d at 129-130.11

Ot her factors this Court would consider include, inter alia: (a)

t he purpose of the loan, (b) what the proceeds were used for,
(c) when the loan was taken out, i.e., how long before
bankruptcy, (d) whether any proceeds of the loan are left, (e)
how much of the repaynent period remains, and (f) the effect of
t he debtor’s proposed repaynent of the |l oan on creditors in his
Chapter 13 case.'> Adm nistrative inconvenience in altering the
| oan repaynment procedure, however, is not a factor bearing on
whet her pensi on | oan paynents shoul d be continued i n Chapter 13,
see id., at 130, nor is the possibility that the debtor my

suf fer adverse tax consequences for failure to repay the 401K

| oan. Padro, 252 B.R. at 811-812.

1 This list of factors is nearly identical to that set
forth in Taylor. However, the Taylor court was concerned with
pension contributions only and did not refer to pension | oan
repaynments.

12 Whil e consideration of these factors would seemto
inplicate the debtor’s good faith in incurring the | oan
initially, “good faith” is a separate basis for confirmation
of a Chapter 13 plan, see 11 U S.C. §8 1325(a)(3), and is not a
deciding factor in determ ning whether a debtor’s proposed
repaynment of a 401K loan is “reasonably necessary” under

§ 1325(b). See Helns, 262 B.R at 142.
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Because a debtor’s repaynent of a pension loan is
essentially replenishing funds that had been set aside as
savings in a tax-favored account, any proposed repaynent nmust be
subj ected to intense scrutiny. Unless the debtor has w t hdrawn
nore than his vested amount in the plan, in which case a debtor-
creditor relationship would have been created wth other
participants in the plan, the funds “borrowed” by the debtor are
funds the plan adm ni strator has been holding for the debtor’s

benefit all al ong. See Johnson, 241 B.R at 401. This fact

makes the proposed repaynent of a pension |loan different from
repaynment of a home nortgage or hone equity loan that 1is
routinely and legitinmately approved in Chapter 13. Wile it is
true the debtor’s paynment in each instance results in an
increase of assets that my be exenpted from creditors,
repaynment of a nortgage loan is a return of noney borrowed from
a third-party source, while a pension | oan repaynent is a return
of noney to oneself. 1d.

In the present case, the debtor requests the Court, if it
shoul d deci de his | oan paynents constitute di sposable inconme, to
all ow a budget item to offset his anticipated tax liability.
The Court declines to make this determnation at this tine.
Rat her, the Court finds that the debtor, in |ight of the Court’s
opinion in this matter, should be afforded an opportunity to
present evidence bearing on whether his repaynment of his 401K

11



| oan is “reasonably necessary.” The Court wll, accordingly,
reserve ruling on the trustee’s objection to confirmation of the
debtor’s Chapter 13 plan and set this matter for an evidentiary
heari ng. The debtor’s argument concerning the potential tax
liability will be considered at that tine.

SEE WRI TTEN ORDER

ENTERED: July 5, 2001

/s/ Kenneth J. Mevers
UNI TED STATES BANKRUPTCY JUDGE




