Bankruptcy

Hi.  I’m Mark Jamison, from the Cleveland Regional Loan Center.  This training video will be about  bankruptcy and how VA views different types of  bankruptcies for the purpose of underwriting and servicing of its VA loans.

For underwriting purposes, let’s first discuss some of the terminology of the bankruptcy system:

There are 2 main types of bankruptcy that would apply to veterans under the personal bankruptcy laws, Chapter 13 and Chapter 7

.  First we’ll discuss the Chapter 13 bankruptcy.  The filing of a Chapter 13 bankruptcy means a reorganization of debts or a rescheduling of the payment of debts.  An individual who files Chapter 13 bankruptcy intends to make payments on specific debts to creditors through a series of monthly payments.  These payments are collected by an individual the court calls a trustee.  The trustee in turn makes payments to creditors until the Chapter 13 bankruptcy plan has been fulfilled.

The second type of bankruptcy is a Chapter 7 bankruptcy.  To file a Chapter 7 means a complete liquidation of debts.  An individual who files a Chapter 7 bankruptcy intends to exonerate himself from payment of specific debts owed to creditors.

The final event in a Chapter 7 bankruptcy is called a discharge.  The final document received from the bankruptcy court on a Chapter 7 would be called a Discharge of Debtors.  Once a creditor has been notified of a Discharge of Debtor, they must cease all collection efforts, and the debt is formally uncollectible.

Chapter 4, Section 4.07, of VA Pamphlet 26-7, The Lenders Handbook discusses the underwriting aspects of adverse credit as the result of bankruptcy.  The main focus of this section is stated right up front in the very first paragraph on bankruptcy.  That being, the fact that a bankruptcy exists in an applicant’s (or spouse’s) credit history does not in itself disqualify the loan.  Underwriters should consider the reasons for the bankruptcy and the type of bankruptcy filing.

Here’s some basic underwriting rules on bankruptcy:

For a Chapter 7 bankruptcy, you may disregard the bankruptcy if more than 2 years has passed from the date of discharge.  Even though you may disregard the bankruptcy, VA would expect that the veteran/spouse maintained his credit in good standing from the period of the Chapter 7 Discharge.

If a Chapter 7 bankruptcy discharge was within the last one to two years, VA or a VA automatic underwriter could consider an individual for a loan if both of the following apply:

The applicant or spouse has obtained consumer items on credit subsequent to the

 bankruptcy and has made satisfactory payments over a continued period, 

and

the bankruptcy was caused by circumstances beyond the control of the applicant/spouse.  Circumstances beyond the control of the individual would be such things as unemployment, prolonged strikes, medical bills not covered by insurance, etc. and those circumstances can be verified.  Divorce is not generally viewed as being beyond the control of the borrower.

If the Chapter 7 bankruptcy was caused by failure of the business of a self employed individual, the underwriter may be able to determine that the applicant is a satisfactory credit risk if:

the applicant obtained a permanent position after the business failed

there is no derogatory credit information prior to self employment

there is no derogatory credit information subsequent to the bankruptcy, and

failure of the business was not due to the applicant’s misconduct


If the veteran or spouse has been discharged from a bankruptcy within the past 12 

months, VA would generally not consider a person to be a satisfactory credit risk.

Chapter 13 bankruptcy is viewed by VA as an effort on behalf of the borrower to pay creditors.  Its purpose is to reschedule payments on debts owed in an effort to eventually pay off the amounts past due.  A typical Chapter 13 bankruptcy plan does not exceed 5 years or 60 months worth of payments.

2 general rules apply for the purposes of underwriting an applicant who has entered into a Chapter 13 bankruptcy:

1. If the applicant has completed making all payments satisfactorily, the underwriter may conclude that the applicant has re-established satisfactory credit.

2. If the applicant has satisfactorily made at least 12 month’s worth of payments and the trustee or the bankruptcy judge approves of the new credit, the underwriter may give favorable consideration to loan approval.

Up to this point I’ve been talking about underwriting issues.  But what about a veteran who already has a VA loan and files for bankruptcy?  What does VA do about that?

For the servicing of VA loans,  the types of bankruptcy and their purpose are defined the same way.  A Chapter 7 bankruptcy is filed by a borrower who intends to liquidate debts (possibly the VA home loan).  A Chapter 13 bankruptcy is filed by a borrower who intends to make a series of payments that bring his defaulted VA loan and other debts current.

When VA obtains notification from a mortgage servicer that a veteran has defaulted on their loan and filed bankruptcy several issues come into play.  First, VA seeks to minimize its possible loss in a foreclosure by expecting regular notification of the borrower’s status in the bankruptcy.  Those notifications are obtained either through receipt of VA form 26-8778 that is filled out by the Servicer monthly, or through telephone updates obtained by VA loan servicing representatives.

What VA expects to happen:

If a borrower is in default of their loan and a Chapter 7 bankruptcy is filed, VA would expect that a Discharge of Debtor be obtained within 4 months from the filing date of the Chapter 7.  

If a borrower is in default of their loan and a Chapter 13 bankruptcy is filed, VA would expect that the veteran maintain 2 separate payments in the bankruptcy plan as specified.  Those being:

Post Petition payments:  those are the payments a borrower is expected to make every month directly to the creditor so the loan does not fall any further behind.

Trustee payments:  Those are the pro rata payments paid directly to a trustee.  These payments are sent to the creditor in an effort to liquidate the amount of money owed to bring the loan current.  These trustee payments can take up to 60 months to be paid.


It is a VA loan service representative’s job to ensure timely filing and payments 


on all bankruptcy cases.  If a VA loan service representative finds that the 


mortgage servicer does not monitor timely filing or payments under either 


bankruptcy, VA may invoke the provisions of 38 CFR 36.4319(f).  That 


provision states that VA may invoke a cutoff of interest, and expenses owed after

a certain date due to the servicer’s negligence in monitoring the timely servicing of their loans.   An interest cutoff’s main purpose is to protect the interests of VA by minimizing its loss in a potential foreclosure action.  It is very important that individuals who service VA loans recognize gaps in payment under a bankruptcy and work to minimize VA’s loss by pursuing foreclosure in a timely manner.

The main thing to remember if you are a VA underwriter or servicing VA loans is that bankruptcy is a serious issue.  Its mere presence as an event in a debtor’s personal finances represents a problem making monthly payments on time. Any decision to approve a VA loan or service a VA loan should keep in mind that VA can suffer considerable loss if a borrower is not able to document and account for this severe credit issue.  
