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Introduction

When spouses seek to dissolve their marriage, they negotiate or litigate over almost every
aspect of their lives. Questions concerning the equitable distribution of their marital assets and the
custody of their children must be addressed prior to reaching a final resolution. For most families,
these questions, while often factually complex, are easily handled solely in the New Jersey
Superior Court Family Division. For others, filing for or consideration of bankruptcy creates a
third dimension — Federal Bankruptcy Court.

As of September 30, 2024, there were 15,735' pending bankruptcies in New Jersey. This
volume of bankruptcy filings combined with a reported 38% of couples citing financial problems
as the cause for their divorce? highlights an important intersection between New Jersey divorce
and Federal bankruptcy law. With Federal Bankruptcy Court comes the power of the automatic
stay, and its ability to slow the resolution of a divorce proceeding, and the ability to discharge
debts, freeing a spouse from debt assumed during equitable distribution. This article will discuss
this intersection and its impact on divorce proceedings in New Jersey.

Filing for Bankruptcy

Navigating the divorce and bankruptcy process simultaneously begs the question of how
spouses and their attorneys should approach these separate and complex areas of law. The key can
be in how and when each case is initiated.

When contemplating bankruptcy, spouses can either file jointly or separately, with one
spouse not filing all together. The determination here is fact intensive determination and can vary
from case to case. However, generally, when debts are personal and not related to either parties’
business, joint filing can streamline the process while saving on filing and attorney fees. On the
other hand, when debts are mostly business-related, individual filing may be ideal given the
liability of the non-indebted spouse.

In addition to the status of a family’s filing, the timing of filing can also impact the divorce
process. If a filing exists during the divorce proceeding, the automatic stay provision of 11 U.S.C.S.
§ 362 (a) will prevent the equitable distribution of marital property. Clark v. Pomponio, 397 N.J.
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Super. 630, 639 (App. Div. 2008). Furthermore, in Clark, the Appellate Division not only found
that the equitable distribution should not proceed while there is a bankruptcy stay, but alimony
awards are unable to be finalized as “alimony cannot be made independently of the equitable
distribution award.” Id. at 642. A court in the extraordinary circumstance may bifurcate the divorce
proceeding under N.J. Court Rule 5:7-8 to grant a divorce while deferring financial issues until
after the stay is lifted.

Although a bankruptcy stay has its downside in inhibiting the final resolution of a divorce
proceeding, the protections it provides from creditors creates an important choice for families
between creditor protection aind a swift dissolution of their marriage.

Equitable Distribution

When it comes to a spouse’s ability to discharge debts assigned in equitable distribution,
bankruptcy’s impact on equitable distribution is vast. Often issues and assets are defined by their
nature and treatment during the divorce proceeding.

Generally, a spouse “in good faith [may] declare bankruptcy and discharge an equitable
distribution obligation.” Pellitteri v. Pellitteri, 266 N.J. Super 56, 65 (App. Div. 1993). While
debts assigned during equitable distribution are generally dischargeable, 11 U.S.C.S. § 523 (a)(5)
provides that domestic support obligation are not. Under New Jersey case law, domestic support
obligations are not limited to only alimony and child support but courts have found that martial
debt assigned during the marriage that is in the “nature of support” is not dischargeable. See
Borzillo v. Borzillo, 259 N.J. Super. 286, 294 (Ch. Div. 1992).

An equitable distribution claim in bankruptcy court, particularly in New Jersey, involves
the intersection of family law and bankruptcy law. Here’s an overview of how it may be
resolved:

1. Understanding Equitable Distribution in New Jersey

e Equitable distribution involves dividing marital property fairly (but not necessarily
equally) between spouses during divorce proceedings.

e Property acquired during the marriage is subject to division unless it qualifies as separate
property (e.g., pre-marital assets, inheritances).

2. Impact of Bankruptcy Filing

o Automatic Stay: When a bankruptcy is filed, an automatic stay halts most collection
actions, including family court proceedings, with some exceptions.

» Equitable distribution claims may be paused while the bankruptcy court determines how
to handle the debtor’s estate.

3. Determining the Nature of the Claim




s If the equitable distribution claim is tied to support obligations (e.g., alimony or child
support), it is typically non-dischargeable in bankruptcy.

» Ifthe claim is for a property settlement, it may be subject to discharge in Chapter 7
bankruptcy but not in Chapter 13.

4. Role of the Bankruptcy Trustee

e Ina Chapter 7 case, the bankruptcy trustee gathers and liquidates non-exempt assets to
pay creditors, including potential equitable distribution claims.

o In Chapter 13, the debior proposes a repayment plan, which may address equitable
distribution claims over 3—5 years.

5. Family Court vs. Bankruptcy Court

o The family court retains jurisdiction over divorce-related issues, including equitable
distribution. However, bankruptcy court has the final say on whether claims can be
discharged or how they’ll be treated in the bankruptcy process.

¢ A family court order dividing property does not override the bankruptcy process if the
property is part of the bankruptcy estate.

6. Resolution in Bankruptcy Court
o The bankruptcy court assesses the nature of the equitable distribution claim:

o Priority: Claims related to domestic support obligations (DSOs) are given
priority over other unsecured debts.

o Exemption Claims: The debtor may claim certain property as exempt, reducing
what is available for equitable distribution.

o Settlement: The parties may negotiate a resolution considering the bankruptcy
estate’s limitations.

¢ The bankruptcy court may modify the automatic stay to allow family court proceedings
to continue.

What happens when a claim is presented to the bankruptcy court. The family court may pause its
proceedings to allow the bankruptcy court to address the claim. Resolving equitable distribution
claims in bankruptcy court in New Jersey involves navigating specific legal procedures. Here’s
an outline of the steps:

1. Filing of Bankruptcy

o The debtor files for bankruptcy, either under Chapter 7 (liquidation) or Chapter 13
(reorganization).




e Upon filing, the automatic stay is imposed, halting most legal actions, including
equitable distribution proceedings in family court.

2. Notification to the Family Court

» If equitable distribution proceedings are pending in family court, the debtor’s bankruptcy
filing must be disclosed to the family court and the opposing spouse.

o The family court may pause its proceedings to allow the bankruptcy court to address the
claim.

3. Determining the Claim’s Nature
e The bankruptcy court determines whether the equitable distribution claim is:

o A domestic support obligation (DSO), such as spousal support, which is non-
dischargeable and given priority.

o A property settlement, which may be dischargeable in Chapter 7 but not in
Chapter 13.

4. Relief from the Automatic Stay

o The non-debtor spouse may file a motion for relief from the automatic stay in
bankruptcy court to allow family court to proceed with equitable distribution.

¢ Bankruptcy courts often grant this motion to let family courts decide the division of
property, especially if it does not significantly impact the bankruptcy estate.

5. Handling of Assets in Bankruptcy
e Chapter 7 Bankruptcy:

o The bankruptcy trustee identifies and liquidates non-exempt assets to pay
creditors.

o Equitable distribution claims are treated as unsecured claims unless they fall
under DSOs.

o Chapter 13 Bankruptcy:

o The debtor proposes a repayment plan to address debts, including property
settlement obligations.

o Equitable distribution claims are paid over the course of the plan.

6. Filing Proof of Claim

» The non-debtor spouse must file a proof of claim in the bankruptcy case to assert their
equitable distribution rights.



e The claim should specify whether it relates to property division or support obligations.
7. Valuation of Assets
o The bankruptcy court evaluates the marital property subject to division.

o Exempt assets claimed by the debtor under federal or New Jersey exemption laws are
excluded from the bankruptcy estate.

8. Dischargeability Determination

» Ifthere is a dispute about whether an equitable distribution claim is dischargeable, either
party can file an adversary proceeding in bankruptcy court to resolve the issue.

9. Coordination with Family Court

 Bankruptcy court decisions on dischargeability and asset inclusion inform the family
court’s division of property.

o  Once the bankruptcy case concludes or the stay is lifted, the family court can finalize
equitable distribution consistent with bankruptcy rulings.

10. Resolution and Distribution

o In Chapter 7, equitable distribution claims are paid out of the bankruptcy estate if funds
remain after satisfying higher-priority claims.

« In Chapter 13, claims are paid through the debtor’s repayment plan.
Conclusion

The intersection of bankruptcy and divorce in New Jersey is complex, providing litigants
and attorneys with many advantages and pitfalls to negotiate to reach their goals.




