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Matrimonial Issues in Bankruptcy

by Henry M. Karwowski

ankruptcy cases requiring the application of

matrimonial law or concepts have generated

extensive litigation regarding a number of

issues, including the following: 1) the determi-

nation of property of the bankruptcy estate; 2)

the effect of the automatic stay on matrimoni-
al litigation; 3) sale of marital property in bankruptcy; 4) treat-
ment of alimony, support, and maintenance claims; and 5)
treatment of property settlement claims. This article briefly
examines each of these issues.

Determination of Property of the Estate

The timing of a divorce judgment determines a spouse’s
rights in property in a bankruptcy case. New Jersey law impos-
es a constructive trust upon property to be transferred pur-
suant to a divorce judgment. Therefore, if a debtor files a
bankruptcy petition subsequent to entry of a divorce judgment
compelling transfer of property to the non-debtor spouse, and
prior to the actual transfer of property, the debtor holds the
property in constructive trust for the non-debtor spouse, and
the property is, under Bankruptcy Code Section 541(d),
excluded from the bankruptcy estate." Any such constructive
trust prevails over a bankruptcy trustee’s avoidance powers,’
and survives a bankruptcy discharge.’ Further, if the parties
have already previously litigated issues relating to equitable
and legal ownership of marital property, the claim preclusion,
issue preclusion, and/or Rooker-Feldman doctrines may bar
the relitigation of such issues.*

In contrast, a trustee’s avoidance powers prevail over a non-
debtor spouse’s interest in property if the debtor files the peti-
tion prior to entry of a divorce judgment. In such a situation, no
constructive trust arises.’ Instead, any equitable interest of the
non-debtor spouse in property, equitable distribution, or sup-
port gives rise to a monetary claim.*

Courts disagree on whether such a claim constitutes a pre-
petition or post-petition claim. In the Lawrence case, the court
held that the non-debtor spouse held an allowed, pre-petition
claim under Bankruptcy Code Section 502(b).” In the Berlingeri
case, in comparison, the court held that under New Jersey law
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the non-debtor spouse’s claim did not arise until after the
post-petition entry of divorce judgment; therefore, the court
found, the spouse possessed a post-petition claim non-dis-
chargeable under Bankruptcy Code Section 727(b).*
Assuming the property at issue constitutes property of the
bankruptcy estate, a debtor is entitled to exempt certain prop-
erty from the estate. Yet, exempt property is subject to the pay-
ment of alimony, support, or maintenance,” and under New
Jersey law a “qualifying trust,” including an IRA, is not exempt
from claims for child support or spousal support, or of an alter-
nate payee under a qualified domestic relations order
(QDRO)." Meanwhile, a debtor’s right to receive alimony, sup-
port, or maintenance payments necessary for the support of
the debtor and any dependants is exempt from creditors."

Effect of the Automatic Stay

The filing of a bankruptcy petition stays the determination
of the interests of a debtor in property of the estate, such as
equitable distribution of a debtor’s interest in marital assets,
any exercise of control over such property, and the assertion
of any monetary claims against property of the estate.” The
filing of a Chapter 13 petition also effects, with certain excep-
tions, an automatic stay against any effort to collect a con-
sumer debt from a non-debtor spouse liable on the debt."

Exceptions to the general automatic stay rule exist. First, the
automatic stay does not apply to non-economic aspects of a
divorce case, such as the dissolution of the marriage and child
custody issues.” Second, the automatic stay does not preclude
collection of equitable distribution of non-estate property, such
as property excluded from the estate, including an ERISA-qual-
ified pension or IRA, exempt property, the debtor’s post-peti-
tion earnings under Bankruptcy Code Section 541(a)(6),
property abandoned by the trustee, or debtor surplus under
Bankruptcy Code Section 726(a)(6)." Third, the automatic stay
does not apply to equitable distribution of property titled in the
name of the non-debtor spouse.” Fourth, the automatic stay
does not apply to the commencement or continuation of a
criminal action or proceeding against the debtor."”

Courts have found that, pursuant to this section, the auto-



matic stay does not apply to a proceed-
ing to hold a debtor spouse in criminal
contempt.' The stay may apply, howev-
et, if the primary purpose of the proceed-
ing is collection of support.”” Moreover,
the automatic stay may apply to a pro-
ceeding to hold a debtor spouse in civil
contempt for failure to make support
payments. Many courts view such a pro-
ceeding as a device to collect money
from the debtor.”

Fifth, the automatic stay does not
apply to the commencement or contin-
uation of an action or proceeding for
the establishment of paternity.” Sixth,
the automatic stay does not apply to the
commencement or continuation of an
action or proceeding for the establish-
ment or modification of an order for
alimony, maintenance, or support.?
Finally, the automatic stay does not
apply to the collection of alimony,
maintenance, or support from property
not of the estate.”® Thus, in a Chapter 7
or 11 case, the automatic stay does not
apply to proceedings to collect alimony,
maintenance, or support from a debtor’s
post-petition earnings.” Because Bank-
ruptcy Code Section 1306(a)(2) provides
that a debtor’s post-petition earnings
constitute property of the estate, how-
ever, the automatic stay applies to those
proceedings in a Chapter 13 case.”

Further, even assuming that the auto-
matic stay applies, a bankruptcy court
may, for a variety of reasons, grant relief
from the automatic stay, or abstain from
hearing a matter to which the automat-
ic stay applies. For example, bankruptcy
courts have granted relief from the auto-
matic stay to allow enforcement of a
pre-petition divorce judgment.* Also,
some bankruptcy courts have granted
relief from the automatic stay or
abstained from a determination of prop-
erty interests on the basis that a state
court, applying principles of equitable
distribution, can better determine such
interests in a pending divorce proceed-
ing.” Nevertheless, other bankruptcy

courts have retained jurisdiction over
such a determination on the basis of,
among other things, the bankruptcy
estate’s interest in the property.”

Sale of Marital Property in Bankruptcy

A bankruptcy trustee may sell proper-
ty jointly owned by the debtor and a
non-debtor, either as tenants in com-
mon, joint tenants, or tenants by the
entirety, so long as each of the following
elements is satisfied: 1) partition of the
property would be impracticable; 2) sale
of the estate’s interest in the property
would realize significantly less than sale
of the property free of the co-owner’s
interest; 3) the benefit to the estate of
the sale outweighs the detriment to the
co-owner; and 4) the property is not
used in the production, transmission, or
distribution, for sale, of electric energy
or of natural or synthetic gas for heat,
light, or power.””

“Experience has demonstrated that
[factors] (1), (2) and (4) are usually stip-
ulated or easy to prove....”* “The ulti-
mate battle...is usually over [factor]
(3)....”7%* “|E]Jven where a nondebtor
spouse and children will suffer substan-
tial hardship, will be
authorized...where it is the only way

sale

funds would become available for distri-
bution to the debtor’s creditors.”*

If the trustee attempts to sell jointly
owned property, the non-debtor spouse
or co-owner must be accorded the right
of first refusal on the sale.* Moreover, if
the debtor and non-debtor spouse held
the property in tenancy in common,
each of the owners is entitled to half of
the net proceeds.* Insofar as one spouse
paid a disproportionate share of the
mortgage payments and repairs, such
expenditures, in the absence of evi-
dence indicating otherwise, are pre-
sumed to be gifts.* Finally, a former
marital residence is no longer subject to
equitable distribution after the debtor’s
interest in the residence has been sold
in bankruptcy.*

Treatment of Alimony, Support, and
Maintenance Claims

Courts have declined to accord
administrative claim, or priority, status
to alimony, maintenance, or support.”
A court could, however, conceivably
declare that a portion of the estate con-
stitutes property of the debtor, i.e., prop-
erty not of the estate, for the purpose of
paying a non-debtor spouse’s support
on an ongoing basis.* Moreover, under
the present bankruptcy code, an
allowed claim for alimony, support, or
maintenance owed to a spouse, former
spouse, or child of the debtor is, unless
assigned to a third party, entitled to sev-
enth priority of payment.* Such a claim
cannot include debt that has not
matured as of the petition date.*

In addition, under Bankruptcy Code
Section 523(a)(5), a bankruptcy dis-
charge generally does not discharge an
individual debtor from any debt owed
to a spouse, former spouse, or child of
the debtor for alimony, support, or
maintenance.

Although a divorce decree or settle-
ment establishing a debtor’s obligation
may have arisen in a state court pro-
ceeding, federal law governs the deter-
mination of whether the obligation is
actually in the nature of alimony, main-
tenance, or support within the meaning
of Section 523(a)(5).* Whether an obli-
gation is in the nature of alimony, main-
tenance, or support, as distinguished
from property settlement, depends on
the intent of the parties at the time of
settlement.*

In determining the parties’ intent,
courts examine three principal factors:
1) the language and substance of the
agreement at issue; 2) the parties’ finan-
cial circumstances at the time of settle-
the
spouse’s custody of minor children,

ment, including non-debtor
employment, and income; the parties’
financial circumstances at the time of
bankruptcy are irrelevant; and 3) the

functions served by the obligation at the
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time of divorce or settlement, i.e., an
obligation serving to maintain daily
necessities such as food, housing, trans-
portation, education, or medical
expenses is indicative of a debt intended
to be in the nature of support.*

In examining the first factor, the court
must look beyond the label attached to
an obligation. A debt could be in the
nature of “support” under Section
523(a)(5), even though it would not
qualify as alimony or support under state
law.* The objecting party bears the bur-
den of proving non-dischargeability.*

In the majority of published deci-
sions applying Section 523(a)(5) in this
state, courts have found the debt in
question non-dischargeable.*”

Section 523(a)(5) litigation in this
state has given rise to a variety of princi-
ples. For instance, in order to be non-dis-
chargeable, the alimony, maintenance,
or support need not be directly owed to
a spouse.® Further, although “a debt
owed to a third party is considered owed
to the child [under Section 523(a)(5)] if it
is for the child’s support,” “there is no
evidence in either New Jersey state law
or federal bankruptcy law to suggest that
the term ‘child of the debtor’ encom-
passes any relationship other than a par-
ent/child relationship.”* Hence, child
support debt owed by someone other
than a parent, including a guardian, is
dischargeable under Section 523(a)(5).”

Second, the doctrines of claim or
issue preclusion may prevent the reliti-
gation of a state court’s determination
regarding alimony, support, or mainte-
nance. For instance, in Buglione v. Berlin-
geri (In re Berlingeri) the bankruptcy court
held that the parties were bound, under
the principle of collateral estoppel, by
the language of a state court consent
judgment specifically providing that the
claim at issue would be non-discharge-
able in a bankruptcy case. In contrast, in
Romeo v. Romeo (In re Romeo) the court
refused to accord preclusive effect to a
state court judgment, merely stating in
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conclusory language that certain debts
owed by the debtor to his non-debtor
spouse were non-dischargeable.

Third, the dependent party’s attorney
fees incurred in a divorce proceeding are
usually considered to be in the nature of
support, and as a result, non-discharge-
able.’' Courts disagree, however, as to
whether legal fees and costs incurred in
a Section 523(a)(5) proceeding are non-
dischargeable.”

Finally, Section 523(a)(5) does not
preclude either the debtor spouse or
non-debtor spouse from seeking modifi-
cation of alimony in state court.*

Bankruptcy courts and state courts
share concurrent jurisdiction over a Sec-
tion 523(a)(5) determination.* Addi-
tionally, the Bankruptcy Code does not
require that a creditor file a proof of
claim relating to debts non-discharge-
able under Section 523(a)(5),(55) and a
non-debtor spouse may file a complaint
to determine the dischargeability of
such a debt at any time.*

Treatment of Property
Settlement Claims

Under current Bankruptcy Code Sec-
tion 523(a)(15), a debt incurred in a
divorce or separation, or in connection
with a separation agreement or divorce
decree, and not in the nature of alimo-
ny, maintenance, or support, is non-dis-
chargeable in a Chapter 7 or 11 case
unless 1) the debtor does not have the
ability to pay the debt, or 2) discharging
the debt would result in a benefit to the
debtor that outweighs the detrimental
consequences to the spouse.” This sec-
tion is intended to encompass divorce-
related debts, such as debts in property
settlement agreements.*

In assessing a debtor’s ability to pay
under Section 523(a)(15), courts in this
state have applied a disposable income
test.”” A court should consider the
income of a debtor’s new spouse or live-
in companion in such an assessment.®
“[t]he

Meanwhile, ‘detriment test’

weighs the burdens imposed on the
nondebtor spouse in not receiving the
sum and the benefit to the debtor
spouse in not paying the sum.”® “The
debtor must ultimately demonstrate
that, if the debt is discharged, the bene-
fit to the debtor of that discharge is
greater than the harm to the creditor.”®

In Sanabria, the court held that the
benefit to the debtor of discharging a
$350,000 property settlement obliga-
tion outweighed any detriment to the
non-debtor spouse where: 1) the non-
dischargeable support obligations to the
the
debtor’s income, and 2) the non-debtor

non-debtor spouse exceeded
spouse’s income and the payment of
support were sufficient to support the
non-debtor spouse.*

A bankruptcy petition must provide
reasonable notice of any intention to
discharge an obligation under Section
523(a)(15).** Further, only a bankruptcy
court currently has jurisdiction to make
a Section 523(a)(15) determination,®
and a complaint to determine the dis-
chargeability of a debt under Section
523(a)(15) must be filed no later than 60
days after the first date set for the meet-
ing of creditors.® &2
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