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MEDICAL DEBT: CAN BANKRUPTCY REFORM
FACILITATE A FRESH START?

THURSDAY, OCTOBER 20, 2009

U.S. SENATE,
SUBCOMMITTEE ON ADMINISTRATIVE
OVERSIGHT AND THE COURTS
COMMITTEE ON THE JUDICIARY,
Washington, DC

The Committee met, pursuant to notice, at 10:03 a.m., Room SD-
226, Dirksen Senate Office Building, Hon. Sheldon Whitehouse,
Chairman of the Subcommittee, presiding.

Present: Senators Feingold, Franken and Sessions.

OPENING STATEMENT OF HON. SHELDON WHITEHOUSE, A U.S.
SENATOR FROM THE STATE OF RHODE ISLAND

Chairman WHITEHOUSE. Thank you all very much for being here.
I want to thank the Ranking Member, Senator Sessions of Ala-
bama, for being here. I see my colleague from Minnesota, Senator
Franken, delighted that he is here.

As we in Congress continue working on broad legislation to re-
form our broken health care system and ensure accessible, afford-
able health insurance for all Americans, we take advantage of this
hearing today to examine a particularly cruel effect of our current
system—the millions of Americans drowning in medical debt.

As health care costs continue to increase, so do the number of
people who go bankrupt paying essential medical bills for them-
selves or their loved ones.

Harvard University researchers recently estimated that medical
debts are a driving force in over 60 percent of personal bankruptcy
filings. Three-quarters of the medical debtors in that study were
covered by medical insurance. They acted responsibly and thought
they were covered, but were bankrupted by copays, deductibles,
premiums, coverage limits, and uncovered expenses.

Families who think they are protected may be only one accident,
one injury or one diagnosis away from family bankruptcy. Unfortu-
nately, the bankruptcy code does not distinguish between debtors
driven into bankruptcy by medical bills and those who become in-
solvent through poor planning or reckless spending. The Medical
Bankruptcy Fairness Act would change that.

If enacted, this bill would waive procedural hurdles for filers
with high levels of medical debt. It would waive the means test and
credit counseling requirements, which are unnecessary, time-con-
suming, costly, even humiliating for debtors forced to file by med-
ical misfortune.

o))
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In addition, my bill would help make it easier for medical debtors
to retain their homes in bankruptcy by providing an alternative
homestead exemption of $250,000. The default homestead exemp-
tion is determined by state law and varies across the country.

While debtors in my home State of Rhode Island already receive
a relatively generous exemption, debtors in the Ranking Member’s
home State of Alabama get to preserve only $5,000 of home value
through the bankruptcy process.

The Medical Bankruptcy Fairness Act would give medical debt-
ors across the country a fighting chance to save their homes.

Finally, too many debtors find themselves unable to file cases for
a discharge of their debts in a Chapter 7 bankruptcy. My bill would
make pre-petition attorney’s fees non-dishargeable in bankruptcy.

This will give debtors the option of paying their attorney’s fees
when they are on firmer budgetary ground after completing the
bankruptcy, in turn, making less expensive Chapter 7 proceedings
more viable.

I look forward to hearing the views of today’s panel on this pro-
posal and others. Kerry Burns, a constituent of mine from Cov-
entry, Rhode Island, will share the story of the loss of her young
son, Finnegan, to cystic fibrosis. Even though she had health insur-
ance, the costs of her son’s illness ultimately forced her to walk
away from her mortgage and declare bankruptcy. She is accom-
panied here at the hearing today by her husband, Patrick.

Elizabeth Edwards works on health care issues as a senior fellow
at the Center for American Progress in Washington, DC. Ms.
Edwards has long advocated for health care reform both as an at-
torney and on the campaign trail with her husband. Ms. Edwards
holds a J.D. from the University of North Carolina and has had a
distinguished career as an attorney working for the North Carolina
Attorney General and in private practice. We welcome her.

Professor John Pottow is a tenured professor at the University
of Michigan Law School, where he specializes in bankruptcy and
commercial law. Following law school at Harvard, Professor Pottow
clerked for Hon. Guido Calabresi on the Second Circuit Court of
Appeals and the Right Honorable Beverley McLachlin on the Su-
preme Court of Canada. His extensive scholarship includes work on
bankruptcy reform and consumer lending.

Aparna Mathur is a research fellow at the American Enterprise
Institute, where she has done work on tax and economic policy. Dr.
Mathur holds a Ph.D. from the University of Maryland, where she
served both as teaching assistant and instructor in economics. She
has also worked as a consultant to the World Bank.

Our final witness, Diana Furchtgott-Roth, is the Director of the
Center for Employment at the Hudson Institute, a think tank in
Washington. Prior to joining Hudson, Ms. Furchtgott-Roth was
chief economist at the U.S. Department of Labor. From 2001-2002,
she served as chief of staff at the President’s Council of Economic
Advisers. She received her bachelor’s degree from Swarthmore Col-
lege and holds a master’s degree in economics from Oxford Univer-
sity.

I welcome the witnesses and I call on the Ranking Member for
his opening statement.
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[The prepared statement of Chairman Whitehouse appears as a
submission for the record.]

STATEMENT OF HON. JEFF SESSIONS, A U.S. SENATOR FROM
THE STATE OF ALABAMA

Senator SESSIONS. Thank you. Bankruptcy is referenced in the
Constitution and it is one of the great things that I think our legal
system provides. So if a person is too deeply in debt, they can wipe
out those debts and start over again.

That has been a classical American principle since our founding.
In recent years, more and more people are aware of those possibili-
ties and more and more filings are made, but less than 1 percent
of our people do file bankruptcy on a yearly basis.

I would just say that I have never understood and do not agree
that the means test is any kind of punishment. The means test is
designed so that if an individual makes at or below the median in-
come of the state in which they live, they can file and wipe out all
their debts under Chapter 7, as they always have been able to do.

But if they make above median income and a judge finds that
they are able to pay back some of their debts, they should be re-
quired to do so. That was the whole intellectual basis of the bank-
ruptcy bill that we passed.

Professor Todd Zywicki noted in an article this, quote, “Roughly
80 percent of bankruptcy filers earn below median state income
and so will get tossed out of the means test immediately. For that
80 percent, roughly 1.2 million of the 1.5 million filers in 2004, the
means test will be completely irrelevant. They will be permitted to
file Chapter 7.”

So there was a real concern in our country that people living in
mansions were able to bankrupt and not pay their hospital and
doctors. People who had high incomes, doctors and lawyers and
other people, were bankrupting against debts when they could eas-
ily have paid at least a portion of their debts.

So that was the intellectual basis of the discussion that we en-
tered into over a period of years and resulted in 83, I believe, Sen-
ators voting for the bankruptcy reform bill, over 80, and I think it
is defensible and correct.

Now, there is a concern about health care and I understand that
and I respect that. First, we need to get what the true facts are.
I know one of the studies Professor Warren did included gambling
as a health care matter, debts and other things that may or may
not normally be considered and the numbers I do not think stand
up to be quite as high as some people suggest.

But if a person has extraordinary medical bills and is unable to
work, they would clearly qualify for the Chapter 7 and wipe out all
their debts and in no way be obligated to file under Chapter 13 and
pay back a certain portion of them.

But if they do have high incomes, why should they not pay their
hospital? If somebody else has got high bills because of gambling
debts or other things, they have to file under Chapter 13. So I just
would think that you would want to pay back the debts if you
could, if a person could.

Remember, a judge would not require an individual to pay back
all, just that amount that the court finds they are able to pay back
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and if their income is below the poverty level, which is about
$44,000 for a family of four, then they would not, under any case.

Also, a debtor can still avoid paying back any debts under the
means test by showing special circumstances, and a serious med-
ical condition is a circumstance. Even if a person is able to work
and has a higher income, if they have higher expenses or uncer-
tainty of that income because of a medical condition, that can be
a special circumstance. A judge can allow them not to have to pay
back any of that money they might owe.

So I am looking forward to the hearing. Ms. Edwards, it is good
to see you and good to have you with us particularly and all of the
panelists. I would just say this—that I am open to the concerns,
but I do not believe that we should start reversing the means test,
which I absolutely believe is a healthy thing and I would urge my
colleagues to think carefully about that.

Certainly, from our last votes we had in the Senate, most people,
after a number of years of discussion and debate, concluded that
people who make above median income, who are able to pay back
some of their debts should pay them back.

If you are in poverty, if you have lost your job, you have great
medical debts, you can wipe those out, as always has been done.

Thank you, Mr. Chairman.

Chairman WHITEHOUSE. You are very welcome and I thank the
Ranking Member for his statement. It is not unusual for the Rank-
ing Member and I to take different points of view on issues, but
on more than one occasion, we have already found ways to come
together and agree on legislation and I hope that as this goes for-
ward, this will prove to be one of those areas.

If I could ask the witnesses, please, to stand and be sworn.

[Witnesses sworn.]

Chairman WHITEHOUSE. As I said, our first witness will be Kerry
Burns, who comes to us from Rhode Island. Ms. Burns, thank you.
I am very grateful that you are here and I very much appreciate
that Patrick came down with you. Please proceed.

STATEMENT OF KERRY BURNS, COVENTRY, RHODE ISLAND

Ms. BURNS. Chairman Whitehouse, Ranking Member Sessions
and members of the Committee, thank you for the opportunity to
participate in today’s hearing. My name is Kerry Burns and I am
from Coventry, Rhode Island.

I am here to tell the story of my family’s medical debt. My story
starts in 2004 with the birth of my son, Finnegan. A day after
Finnegan’s birth, he was diagnosed with cystic fibrosis, something
that shocked and devastated me and husband, Patrick.

Finnegan was a fighter from the start. After some initial difficul-
ties, he thrived in all areas. He was a bright, funny, caring and lov-
ing little boy who was the light of our lives.

Finnegan was hospitalized in intensive care for 13 months before
he passed away this March at the age of 4.5 years old. In February
2008, Finnegan became sick with what we thought was just a com-
mon cold. After several days of vomiting and simply not feeling
well, Finn’s doctors suggested we bring him to the hospital to see
if he was dehydrated.
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When we brought Finn to the emergency room, the doctors
ascertained that he had a major bowel obstruction, which required
surgery. The night of the surgery, Finn went into cardiac arrest
and we were told by the surgeon that Finn would likely not survive
the necessary emergency surgery.

But Finnegan did survive that surgery. He had 6 surgeries in his
first 9 days in the hospital and survived countless others. He was
intubated for almost 2 months and then received a tracheotomy.
Finn was in very rough shape, but slowly and amazingly, his condi-
tion began to improve. He showed a fierce spirit and will to live.

Finnegan spent a total of 8 months at Hasbro Hospital in Provi-
dence, Rhode Island. We were then sent to Yale University for
transplant evaluation. It was determined that Finnegan would re-
quire a multi-organ transplant and we were transferred to George-
town University Hospital here in Washington.

My husband and I stayed right by our son’s side during every
step of his fight. To do this, we both had to take leave from our
jobs. We could not, however, have anticipated how long Finn’s
treatment would last or the ultimate ramifications of our decision
to be with him.

During this period, we had only temporary disability income and
unemployment benefits, which were far less than we had earned
before. We struggled to pay our monthly bills, including our mort-
gage. As our money dwindled and the bills began to pile up, we did
everything we could to keep our heads above water, including cash-
ing in our retirement funds and selling belongings for extra money.

Once we were sent to Georgetown for care, we sold our second
car. Family and friends were gracious and generous enough to do-
nate money to help us.

Eventually, the bills piled up beyond our ability to pay them. We
were forced to default and, despite our circumstances, creditors
were unwilling and/or unable to help us. They wanted money and
we simply had none to give.

The collection calls were unrelenting, upwards of 30 calls to each
of our cell phones every day, all while we were in an intensive care
unit willing our son back to health.

As Finn’s hospitalization stretched from weeks to months, we
had to make difficult decisions about which bills to pay. The top
priority was retaining ownership of our home and I am proud to
say that we were able to make our mortgage payments through 10
months of Finn’s hospitalization. Unfortunately, starting this past
January, we were no longer able to make those mortgage pay-
ments.

The emotional hardship my husband and I endured over the
course of our son’s hospitalization pales in comparison to what we
have felt since his loss. Losing a child is the greatest injury for a
parent and something we would not wish on anyone.

As if this loss were not enough to handle and rebuilding our lives
without our son was not hard enough, we have been faced with fi-
nancial ruin. When people hear our story and our financial prob-
lems, it is often assumed that we did not have medical insurance
to cover Finn’s expenses.

We did have insurance and the vast majority of Finn’s treat-
ments, totaling nearly $5 million, were covered. We were lucky
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enough that my husband’s former employer covered our insurance
for several months. After that, we had to pay extensive COBRA
fees to maintain our insurance until being approved for state-spon-
sored health care.

Our return to Rhode Island from Washington was difficult for
many reasons. First and foremost, we came home without the most
important person in our lives. We had so little money left that I
was selling belongings on eBay to get gas money and toll money
to return home.

Back in Rhode Island, we did not return to live in our house, un-
sure of when the foreclosure process would actually take it. In-
stead, we lived with friends. We had difficulty renting an apart-
ment because our credit had been ruined. In order for both my hus-
band and I to return to work, we need two cars. We have only one
and will not be able, for some time in the future, to obtain the sec-
ond.

I had no prior knowledge about how one would file bankruptcy
and certainly never thought I would be in the position to have to
do so. I have found that it is a demeaning and demoralizing proc-
ess, one that my husband and I are in through no fault of our own.
We simply made the right choice as parents to be with our son in
his greatest time of need.

In order to file bankruptcy, we needed a $250 retainer and a
$1,300 filing fee. We actually had to borrow the money in order to
officially go bankrupt. As if this were not enough, a credit coun-
seling class is required both before and after the filing, with fees
in addition to those of the filing.

My husband and I sat down to take this class online and were
surprised by the tone of the questions, which seemed quite insult-
ing and which included those about why we were going bankrupt
and how we could have avoided the situation in which we currently
find ourselves. In addition, the course required us to recalculate
and resubmit the financial information already submitted to our
lawyer.

I believe the Medical Bankruptcy Fairness Act, introduced by
Chairman Whitehouse, would help families like mine recover from
medically-based financial hardship. As I understand it, it would
waive some of the procedural hurdles to bankruptcy relief, includ-
ing the humiliating credit counseling requirement. The bankruptcy
system needs to be modified to take into account how people actu-
ally come into bankruptcy.

I have worked since the age of 14. I have a master’s degree and
have spent my professional social work career helping others. To be
unable to help myself and my husband financially and for not being
able to save my son is embarrassing and shaming and truly adds
insult to injury. It is my hope that by sharing our story, changes
can be made to the system to help others in a similar situation in
the future.

Thank you.

[The prepared statement of Ms. Burns appears as a submission
for the record.]

Chairman WHITEHOUSE. Thank you, Ms. Burns.

Ms. Edwards.
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STATEMENT OF ELIZABETH EDWARDS, SENIOR FELLOW,
CENTER FOR AMERICAN PROGRESS

Ms. EDWARDS. Thank you, Chairman Whitehouse, Ranking Mem-
ber Sessions and members of the Committee, for inviting me to be
here. I have to say that speaking after Ms. Burns is difficult be-
cause she is exactly the reason that I think this bill is important,
I am certain one of the reasons you had in mind drafting it.

We are in the middle of a national debate on health care, which
would address some of the issues that might have been faced by
the Burns family. For the first time in 15 years, we are actually
trying to fix a broken health care system and deal with the twin
problems of the status quo, which are skyrocketing health care
costs, and millions of Americans living without health care cov-
erage.

One of these problems is the problem that trapped the Burns
family, which is the skyrocketing health care costs and, of course,
probably a degree of under-insurance, as well.

I know the Committee is particularly interested in the financial
hardships that many Americans experience due to health care
costs. People with poor or no health insurance coverage in a signifi-
cant health problem are particularly likely to accrue considerable
medical debt and, therefore, those exactly are the people who are
most vulnerable to bankruptcy.

Medical debt, of course, is a symptom of a larger problem in our
health care system that we hope to solve, but the problem of afford-
ability is most apparent for the nearly 47 million Americans who
lack health insurance. Roughly two-thirds of Americans without
health insurance have incomes below 200 percent of our Federal

overty level, as Chairman Sessions was saying, approximately
544,000 for a family of four.

Most people without health insurance are workers or they live in
families with someone who works, but they do not have health cov-
erage through their employer. With the annual average cost of em-
ployer-sponsored health insurance exceeding $13,000 a year, health
insurance is clearly unaffordable for families and many small busi-
nesses, but certainly unaffordable for families who then are forced
to purchase it on their own—and they are not going to get it for
$13,000 a year.

Without robust health care reform, the cost of health care insur-
ance, if it proceeds at the current pace that we have seen in the
last decade, could exceed $30,000—compare that to the $44,000
that we just talked about—$30,000 at the end of the next decade.
We have not seen and we are unlikely to see any wage increases
in that realm.

Sadly, people who actually have health insurance have become
increasingly vulnerable to problems associated with paying for
health care. A recent analysis by the Commonwealth Fund identi-
fied 25 million Americans, adults, these are just the adults, who
have health insurance, but are under-insured. This represents an
unbelievable 60 percent increase from 2003.

Another study found that one in five Americans reported prob-
lems in paying medical bills in 2007. Even moderate levels of out-
of-pocket spending relative to family income created medical bill
problems.
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I sit in a chemotherapy chair once every few weeks and listen to
people speaking with the person that accompanied them, won-
dering how they are going to pay for the kinds of care that they
need in order to stay alive.

Financial problems are a major hazard of under-insurance and
un-insurance and of sicker adults, three-fifths reported they had
been contacted by a collection agency. Three-fifths of people who
are sick have been contacted by a collection agency.

In a 2000 survey, respondents reported making difficult choices
between using up a lifetime of savings and their retirement funds,
as the Burns chose to do, running up credit card debt skipping the
purchase of other necessities, adding a mortgage against their
home in order to pay medical bills. It is actually one of the reasons
that debts sometimes get hidden in other ways.

The special circumstances for existing debt to which Senator Ses-
sions was referring is often masked by the fact that people have
tried for a long time to stave off bankruptcy and that medical debt
is hidden in other forms, as was the situation with the Burns,
where the lack of a safety net with which they provided themselves
was caused by a long-term illness.

So many medical debtors turn to borrowing to cover accrued
medical expenses in order to continue treatment. In some cases,
bankruptcy may be driven not by under-insurance, but by bad com-
pany practices and those who suffer wrongful rescission or denial
not only include the debtor, they are harmed, but also harmed are
the other creditors, because you are forced into bankruptcy.

They are going to end up taking only a portion of what they
might have gotten had the rescission or denial not occurred.

Your proposal, Mr. Chairman, the Medical Bankruptcy Fairness
Act would help medical debtors by providing them easier access to
Chapter 7 discharge and enabling them to retain at least $250,000
in home value and assets. It would exempt them from burdensome
credit counseling requirements.

Honestly, what are they going to tell the Burns, “Don’t get sick?
Don’t let your son get sick?” I mean, that is the credit counseling
advice that would have been actually applicable to them. The rest
of it was clearly not going to be.

There are interim steps that you may want to consider, as well,
to solving problems specific to medical bankruptcy. I will tell you
that I practiced bankruptcy law for about a decade and so though
I do not have the expertise of Professor Pottow, I do have some
practical experience in the courtroom with the problems that are
discussed here today.

It is true, though, that the problem is simply an issue associated
with our failing to address adequately and I hope that we will be
addressing the health care insurance problems that exist in this
country.

Thank you so much for your time.

[The prepared statement of Ms. Edwards appears as a submis-
sion for the record.]

Chairman WHITEHOUSE. Thank you so much, Ms. Edwards.

Professor Pottow.
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STATEMENT OF JOHN A. E. POTTOW, PROFESSOR OF LAW,
UNIVERSITY OF MICHIGAN LAW SCHOOL, ANN ARBOR,
MICHIGAN

Mr. Porrow. I thank you very much. Probably practical experi-
ence is better in this regard than economic experience. So I will
defer to Ms. Edwards and counsel you to take her advice with
greater weight than mine.

I am going to talk a little bit in what is going to be an
anticipatorily defensive posture regarding what I am sure you have
been considering about the so-called Harvard study on medical
bankruptcies, and I say this as one of the co-investigators on that
research project. I did not publish specifically on that medical
study, but I did use that data and I was involved in literally a
year’s long process on scrubbing the methodological protocols to en-
sure that the data were as reliable as possible. And so I feel some-
what invested in speaking to some of the concerns that have been
made regarding this data.

There are small things made back and forth. Mr. Sessions men-
tioned the point about the gambling addictions that were included.
That was an earlier study when they decided—when the physicians
said we should use certain things that are coded as addictions or
disorder by the psychiatrists or—I start to glaze over between psy-
chiatric and psychological.

But the point is that there are certain medical conditions that
are classified as addictions and compulsions. So that was put in the
broader definition of medical bankruptcies. And the researchers
were very specific breaking out—they said this is when we are
using the broad definition that includes things like medical addic-
tions and this is the narrow definition when we are just taking
medical bills and this is the definition when we are just asking peo-
ple whether they are doing bankruptcy or not.

In the subsequent study, they said let’s just drop the addiction
stuff, because it does not make that much difference to the num-
bers and it is just distracting people.

So I want to dispel the suggestion that they were trolling for
things that could simply inflate their numbers and picking willy-
nilly loose descriptions of what could be a medical bankruptcy.

I think something that is terribly important about the study and
any studies that purport to assess the incidence of medical bank-
ruptcies and what is unique and methodologically commendable
about the current study is that it disaggregates—sorry, strike that.
It does not try to separately classify medical debts as a separate
species from credit card debts or other forms, because as we have
learned through field research—I have actually done qualitative
interviews and talking to attorneys and debtors and people who
have gone through the bankruptcy system—you cannot simply say
this is a medical debt and separate that from a credit card debt,
because lo and behold, in this economy, people pay medical ex-
penses with credit cards.

So if you just try to abstract court records, if you take court
records and read the names of the creditors on the bankruptcy peti-
tions, you see names like Capital One. Well, you do not know what
that is. That could be a—I mean, it is a credit card debt, but you
do not know what the underlying cause of the expenditure was.
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If you see something that says Providence Health Care, you can
figure that is a medical debt. So some studies say, “Oh, that is a
medical debt.”

But unless you go in and interview the debtors and ask them,
“What were you spending your money on, what were you doing?”
you cannot get a full understanding of what is going on in this
area.

So the Harvard study has supplemented the court records data.
Other researchers have looked at the court records, read the files,
and they actually conducted questionnaires: people filled out ques-
tionnaires, and said, “Why did you go bankrupt? What were the
causes? List the causes of what you were doing.”

And they supplemented it with a subset of that questionnaire
group, conducting telephone interviews, where they spent over an
hour talking on the phone to them. So it is a very rich, comprehen-
sive understanding of people using the bankruptcy system.

It is a random sample. Bias checks were done to make sure the
people who answered the phone interviews were not dispropor-
tionate from the people answering the questionnaires. All sorts of
bias checks were conducted on this area.

What I find commendable, also, about the investigators in that
area is when their 2001—I call it the 2001 study, because the data
came out in 2001 and it was published a few years later.

When the 2001 data came out, people said, “Well, why don’t you
try a more stringent definition of medical bankruptcy?” They had
used $1,000 of out-of-pocket unreimbursed expenses. And so they
said fine. So they went back and they said, “We’ll still do the
$1,000 so we can compare apples to apples to see if there has been
a change using the same measurement in 2007.” There was. The
number had gone up in medical bankruptcies by about 40-odd per-
cent, if not more, in a small period.

And then they tried a more stringent definition and said, “What
if it is over $5,000 in medical debts?” and it dropped the numbers,
but the drop in the numbers was like from 67 percent to 62 per-
cent. It statistically is not making that much of a difference based
on the stringency of your definition.

So we can sit here and debate until the cows come home whether
it is 60 percent or whether it is 40 percent, but the point is we
have a substantial incidence of medically related bankruptcies. We
can find this from the survey evidence gathered. You can find this
from the qualitative evidence when you go talk to attorneys who
actually practice in the field and deal with people and deal with
people like Ms. Burns and you get to say to them “Why are you
people going bankrupt?”

Credit cards come up all the time and then medical bankruptcies
is always up there. No one will say it is the only cause. I do not
think any attorney would say it is all medical bankruptcies, there
is nothing else in there, but the corollary of that is I do not think
you would find any consumer bankruptcy attorney who would not
say medical causes—medical bankruptcies are a big chunk of it up
there.

That is my assessment. I have been doing this for a few years
now and I have been doing a lot of research with attorneys and to
question the prevalence of medical bankruptcies seems to me al-
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most like preemptively closed-minded or fundamentally immune to
considering what the data present.

I have exhausted my time. I will reserve the rest for questions.

[The prepared statement of Mr. Pottow appears as a submission
for the record.]

Chairman WHITEHOUSE. Thank you, Professor.

Ms. Mathur.

STATEMENT OF APARNA MATHUR, RESEARCH FELLOW, AMER-
ICAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY RE-
SEARCH

Ms. MATHUR. Chairman Whitehouse, Ranking Member Sessions,
and distinguished members, thank you for inviting me to testify be-
fore the Committee today. Before 1 begin, I would just like to say
to Kerry and Patrick, I am really sorry about your loss. I cannot
imagine what it felt like going through that.

In my testimony, I will explore provisions of the Medical Bank-
ruptcy Fairness Act that may help or hinder the efficient func-
tioning of the bankruptcy system. The act would allow debtors with
a certain level of medical debt to file for Chapter 7 bankruptcy with
no means testing requirements, a high home exemption limit, and
the ability to discharge not just medical debts, but also all other
debts, such as high credit card debts.

While I believe that the sentiments governing the act are under-
standable and I am completely sympathetic to the plight of families
undergoing medical distress, during the course of my testimony, I
will attempt to show that the provisions of the act may be open to
abuse and fraud.

This could have unintended adverse consequences for debtors
that may worsen rather than improve the functioning of the bank-
ruptcy system for exactly the people that it is intended to help.

The urgency to tackle the issue of medical bankruptcies is being
largely driven by studies claiming that more 60 percent of all per-
sonal bankruptcy filings are caused by medical debt.

How valid is this supposition? The most extensive nationally rep-
resentative data on medical debts is available from the Survey of
Consumer Finances. A look at the latest data shows that medical
indebtedness has not changed significantly over the past decade.

The SCF includes medical debts with other debts incurred for
goods and services, including credit card debt and, indeed, some of
these debts have risen marginally from 5.5 percent for all debt in
2001 to 5.8 percent in 2007.

Therefore, even if all goods and services debts were simply med-
ical debts, the rise has been less than half a percentage point. The
idea that medical bankruptcies are on the rise comes essentially
from two studies done by Himmelstein, Warren and other co-
authors. In the appendix of my longer written testimony, I discuss
methodological problems with these surveys. However, I will talk
about a couple of issues here.

As John Pottow pointed out, table 2 of the 2009 study clearly
states that only 29 percent of the respondents believed that the
bankruptcy was actually caused by medical bills. However, the au-
thors chose to add to this number the percent of people who lost
weeks of work due to illness, the percent of people with more than
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$5,000 in medical bills, and the percent of people reporting any
medical problems.

This is clearly an overstatement of the problem, since the people
do not themselves believe that this was the cause of the medical
bankruptcy.

Second, what the authors have established is some correlation of
medical debts and bankruptcies, but not causation, and that is an
inherent problem with all survey data. In fact, more rigorous anal-
ysis using standard regression techniques to establish causation
finds little effect of medical debts on bankruptcies.

This economics literature is discussed in my longer written testi-
mony and based on this, I find that the foundations of the Medical
Bankruptcy Fairness Act are built on somewhat shaky grounds,
even though I acknowledge the idea in principle.

Further, the act will reform the current bankruptcy system in
ways that could have unintended adverse consequences. First, the
act defines a medically distressed debtor as a debtor who has med-
ical debts in excess of 10 percent of household income.

A study of the distribution of bankruptcy filers by income in 2000
to 2002 showed that more than 85 percent of filers had annual in-
comes less than or equal to $48,000, with almost 60 percent earn-
ing between $24,000 to $36,000.

This means that if the average filer spent about $2,400 to $4,000
on medical care in any year, then they would qualify for a medical
bankruptcy. The same study shows that credit card debts average
approximately $20,000 for this group of low income borrowers.

In the worst case scenario, this could create a perverse incentive
for households since by accumulating a relatively lower level of
medical debt, they could take advantage of the high exemptions
and the debt discharge provisions of Chapter 7 to get rid of the
high credit card debts.

Therefore, by allowing debtors to file as medical debtors, irre-
spective of whether medical debts are actually driving the house-
hold to bankruptcy, the act could impose huge costs on the system.

Second, the act would remove the means testing requirement
from medically distressed debtors. Doing away with the means test
under the act would allow high income individuals to walk away
from not only their medical debts, but also other debts, such as
credit card debts.

In the study of bankruptcy filers cited earlier, those with incomes
higher than $70,000 had average credit card debts of $42,000. Al-
lowing this group to take advantage of the debt discharge provi-
sions under Chapter 7 would hit creditors particularly hard.

Third, it would allow these distressed individuals to claim an ex-
emption against the home of $250,000, essentially overriding any
state exemption limits. However, high exemptions for wealth and
income make filing for bankruptcy more attractive and studies
show that the number of filings increase when exemptions in-
crease.

This adversely affects the market for credit. To insure against
the probability for bankruptcy filing, lenders raise interest rates or
ration credit, which harms debtors who repay, as well as those who
would like to borrow, but are rejected. Hence, creditors alter behav-
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ior when faced with higher exemptions and this could have adverse
consequences for debtors.

Finally, the act does little for creditors in these medical trans-
actions. As discussed in the previous paragraphs, there could be po-
tentially serious consequences for medical service providers if you
make it easier for debtors to file for medical bankruptcy involving
the discharge of all medical debts.

In fact, research has shown that between 1994 and 2000, unse-
cured creditors received nothing in about 96 percent of Chapter 7
bankruptcy filings and in most Chapter 13 cases, only mortgage
creditors received anything at all.

These higher costs of bad debts will ultimately be passed on to
consumers in the form of higher prices for care or poor delivery of
care.

To conclude, I believe that any situation that causes a household
to file for bankruptcy is unfortunate. In these tough economic
times, individuals who lose their job for no fault of theirs are as
badly affected as families hit by illnesses or injuries.

Individuals who lose their homes because of a painful divorce are
no worse off than people who are unable to pay their mortgages
due to an unexpected change in credit conditions.

Where do we draw the line for who we want to help and who we
do not? The most effective solution to the problem of rising bank-
ruptcies is to create the right conditions for an economic recovery
so that families can hold onto their jobs, retain their earning
power, stay in their homes and live within their means. We should
help them to avoid bankruptcy rather than make it easier to file
it.

Thank you.

[The prepared statement of Ms. Mathur appears as a submission
for the record.]

Chairman WHITEHOUSE. Ms. Furchtgott-Roth.

STATEMENT OF DIANA FURCHTGOTT-ROTH, SENIOR FELLOW,
HUDSON INSTITUTE

Ms. FURCHTGOTT-ROTH. Mr. Chairman, Mr. Sessions, thank you
very much for inviting me to testify here today. With your permis-
sion, I would like to submit my written testimony for the record.

Chairman WHITEHOUSE. Without objection.

Ms. FURCHTGOTT-ROTH. Thank you. I would first like to extend
my sympathies to Kerry and to Patrick. I have six children myself.
I cannot imagine what it would be like losing one of them. It must
just be the worst thing in the world and I want to tell you that my
sympathies are completely with you.

The discussion of the merits of the Himmelstein study, I think,
has been effectively gone over by Ms. Mathur and discussed al-
ready and I guess what I would like to talk about is what to do
about the health system in general, because it seems like the prob-
lems of medical bankruptcy are being used in order to say that we
need health reform.

And it is very true that we do need health reform. It is easy to
get auto insurance. It is easy to get home insurance. It is easy to
get life insurance. What is really difficult is to get health insur-
ance.
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The bills under consideration now in Congress—the two bills in
the Senate, the bill in the House—would make the situation worse
and those, in fact, would exacerbate the problems of bankruptcy in
the United States, not just medical bankruptcy, but bankruptcy
overall. This is because these bills would result in a worse eco-
nomic situation, loss of jobs.

Here is why. Everyone would pay more for health insurance
under aspects of the plans under consideration. The premiums
would rise. There would be a 40 percent excise tax on high pre-
miums.

The Congressional Budget Office estimates that Americans would
pay $100 million more in premiums. Large comprehensive plans
would be required for everybody including catastrophic health
plans, the kind of plan where you can pay for routine costs out of
pocket, just like you pay for changing your oil with a car or chang-
ing your windshield wiper blades. Auto insurance does not pay for
that, and health insurance should not pay for routine care either.

What is important is to have insurance to safeguard against
large medical happenings, such as what happened with Kerry and
what happened with Ms. Edwards. What is important is for large
insurance against these—getting in a car accident, cystic fibrosis,
getting cancer. Those catastrophic health plans would actually be
disallowed, because you could not purchase them through the
health exchange.

The high cost of the health insurance plans would lower cash
wages. Fewer workers would be employed. There would be more
part-time workers and jobs would be outsourced. This would espe-
cially affect workers near the minimum wage. And if you lose your
job, you are at a greater risk of bankruptcy.

There would be funds cut from Medicare and Medicaid. The Bau-
cus bill, for example, mandates $404 billion in cuts over 10 years
from Medicare. That would result in a lower quality of care. If you
have a lower quality of care, you are more likely to be sick, and
stay sick longer.

Tax increases would discourage job creation. Under the House
bill, the top tax rate would go up to 45 percent. That is on our most
productive businesses. And it is not just tax rates at the top. At
the low end, the Congressional Budget Office has estimated that
people at 150 percent of the poverty line would face a tax rate of
59 percent as the different health affordable credits phase out.

Employers would face a payroll tax of 8 percent if they did not
provide the right kind of health insurance. We have a 9.8 percent
unemployment rate right now; 15 million Americans are uninsured.
Our teenage unemployment rate is 26 percent. The last thing we
need is an 8 percent tax on employer payrolls that would further
discourage job creation.

The only group that these bills would help would be foreign
workers, because with the high cost of labor, the much higher cost,
employers would be encouraged to open their next plant offshore,
in Canada, Mexico or China. Those workers would be getting our
jobs. We are the ones who need the jobs here, but these bills would
be driving jobs offshore.

To conclude, I would like to just say that the survival rates for
cancer in the United States are the highest in the world, higher
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than Canada, higher than Europe, both of which have socialized,
single-payer national health insurance systems.

We need to fix our health insurance system now. We need to
make it more like auto, home and life insurance, where anyone can
get it, where it is not tied to the employer, but we do not want to
disadvantage American innovation. We do not want to disadvan-
tage the job creation that we have had here in the United States
that has made it possible for people to rise up from low incomes
to high incomes. We do not want to force more Americans into
bankruptcy through losses of their jobs.

With that, I will conclude. Thank you very much for giving me
the opportunity to testify today.

[The prepared statement of Ms. Furchtgott-Roth appears as a
submission for the record.]

Chairman WHITEHOUSE. Thank you very much. I cannot help but
inquire. Did you actually read the bill that is the subject of today’s
hearing?

Ms. FurcHTGOTT-ROTH. I did, yes.

Chairman WHITEHOUSE. You did.

Ms. FURCHTGOTT-ROTH. Yes.

Chairman WHITEHOUSE. Because you never mentioned it once in
your written testimony. You never mentioned it once in your testi-
mony before the panel. So it is a little bit confusing to me that in
a hearing on the Medical Bankruptcy Fairness Act, you seem to
sort of veer across three lanes of traffic to attack health care re-
form proposals that are not the subject of this Committee’s jurisdic-
tion and have not a word to say about the bill itself, which you
never mentioned.

Ms. FurcHTGOTT-ROTH. Well, I think that we have bankruptcy
provisions right now in the United States that are doing a good job
of dealing with the situation.

Chairman WHITEHOUSE. Did they do a good job for Ms. Burns?

Ms. FURCHTGOTT-ROTH. Well, Ms. Burns was in a very, very un-
fortunate situation, whereby both——

Chairman WHITEHOUSE. Bankruptcy tends to attract people with
unfortunate situations, does it not? People with fortunate situa-
tions are very rarely in bankruptcy court, at least that is my un-
derstanding.

Ms. FURCHTGOTT-ROTH. It does. But what we need to do is also
look at the unintended consequence of these different kinds of leg-
islation and by making it much easier to forgive bankruptcy, what
you are doing is encouraging more people to file for bankruptcy.

Chairman WHITEHOUSE. Well, I guess I will just leave it right
there. I think I cannot make the—I cannot say anything better
than that.

Ms. Mathur, I was interested, you indicated that you are com-
pletely sympathetic to the plight of families—I think that was the
quote from your testimony—but when you discussed this issue in
your written testimony, you talk about medical filers and your con-
cern is that a medical filer, somebody like Ms. Burns, not that she
has to sit down and go through credit counseling—I think you will
agree with me that putting her through credit counseling is a com-
plete waste of time and a totally unnecessary humiliation, correct?

Ms. MATHUR. Absolutely.
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Chairman WHITEHOUSE. Absolutely.

Ms. MATHUR. And that is why I did not talk about it in my state-
ment.

Chairman WHITEHOUSE. But your concern is that she would have
an easier time walking away from their other dischargeable debts
and that this would hit creditors particularly hard, a point you em-
phasized in your written testimony.

It is hard for me not to conclude from your testimony—you then
go on to say that a medical debtor—the protections for the medical
debtor would clearly lead to strategic behavior on the part of oppor-
tunistic debtors. Medically distressed debtors would get rid of their
credit card debts.

It does not sound to me that your testimony is balanced between
the interests of families like Ms. Burns’ and those of the credit card
industry. Wherever you have a chance to express actual sympathy
in your testimony, the only place you express actual sympathy is
to the credit card industry and to creditors, but in the context of
creditors or people who have credit card debts of $42,000, which
would, again, seem to be sympathy for the credit card industry
rather than families.

And your closing remarks, suggesting that the most effective so-
lution to Ms. Burns’ problem is to create the right conditions for
an economic recovery so that families can hold onto their jobs, re-
tain their earning power, stay in their home and live within their
means, seems to be almost nonsensically not correlated to the pur-
pose of this hearing.

She and her husband had jobs. This occurred 4 years ago during
a period of economic bubble, when the economy was going, frankly,
as we found out later, unjustifiably strongly.

The reason they lost their earning power was not because of any-
thing in the economy. It was because their son was diagnosed with
cystic fibrosis. They cannot stay in their home because of that and
they have done everything they can to live within their means.

So I really have some skepticism about whether your testimony
actually reflects the sympathy that you claimed once you had heard
her testimony. It seems to me it is highly one-sided.

Ms. MATHUR. I think the purpose of the testimony—and as I
stated in my opening remarks—was that this particular act could
be open to abuse and fraud. Whenever you introduce

Chairman WHITEHOUSE. Let me ask you, at what point would
you say that the tipping—Ilet us say that there are, to use your
number, let us say that 29 percent of bankruptcies are caused by
medical bills. That is 30 percent of people in the bankruptcy court
who were there not because they were improvident spenders, not
because they had bad control over their family budgets, but be-
cause a family medical emergency hit them, something nobody can
plan for.

So there you have got 30 percent of people in the bankruptcy
court who are there for this reason, being subject to the means test,
having what you agree is a preposterous credit counseling regime
being imposed on them.

What if 5 percent of them took advantage of this to get rid of
some additional credit card debt and the other 95 percent simply
were relieved of that burden, at what point does the prospect of
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fraud, in your view, tip in favor of leaving people like Ms. Burns
having to go through credit counseling after she lost her son?

Ms. MATHUR. I would not recommend credit counseling for some-
body like Ms. Burns. I completely agree with you. I never in my
opening remarks made any comment about whether she should go
through credit counseling because she had medical debts.

hChairman WHITEHOUSE. Well, you certainly did not say any-
thing

Ms. MATHUR. The whole point of my testimony is that the act
that you are recommending, the act that you are proposing could
be used in unintended ways and it is very important that we real-
ize exactly what we are getting into when we sort of adopt it
wholeheartedly.

It is not for people like Ms. Burns who are clearly there because
of genuine medical problems.

Chairman WHITEHOUSE. Did you support the original act?

Ms. MATHUR. But there is a big literature out there which does
talk about opportunistic debtors who can

Chairman WHITEHOUSE. Did you support the original Bank-
ruptcy Reform Act?

Ms. MATHUR. Yes. I think that there are good points to it and
I think that——

Chairman WHITEHOUSE. Were you concerned then about
unforseen consequences for people like Ms. Burns who have credit
counseling?

Ms. MATHUR. I think there will always be people like Ms. Burns
who are genuine and who will face, even under—I mean, you can-
not get rid of the problem that people will face illnesses and inju-
ries and they will go through problems and you need to have a sys-
tem to address their needs.

The problem is that if you introduce an act, you need to under-
stand what the consequences could be for people who may take ad-
vantage of these acts, as was clearly the case before the Bank-
ruptcy Reform Act of 2005, and you had people, when——

Chairman WHITEHOUSE. I understand your point. My time is
running out. So I am just going to conclude by saying it very much
seems to me that the concern over unintended consequences that
you appear to have is concern over consequences to credit card
companies and not concern over unintended consequences to people
and families like Ms. Burns’.

Ms. MATHUR. I think the consequences for the credit card system
would have unintended consequences for debtors, which was also
the tone that I took throughout my testimony.

If you affect the market for credit, it is not just going to affect
the creditors. It is going to affect debtors in the sense of their abil-
ity to get loans and the ways in which they can get loans and you
may make the system worse for them than you think you are mak-
ing it right now.

Chairman WHITEHOUSE. My time has expired. The Ranking
Member?

Senator SESSIONS. Well, Ms. Burns, under your circumstances,
perhaps it was pretty clear, after you went online and did the com-
puter system on credit counseling, that you qualified for bank-
ruptcy and you would not have to—but the reason that was passed
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is because a lot of people are on the margin between whether they
should file bankruptcy or not.

Lawyers that they go to do not get their fee unless they file
bankruptcy and many of them just are cold-blooded number-ori-
ented lawyers and if it benefits them in the short term financially,
they will recommend that that is what they do.

So it was an idea that we would provide an opportunity for a rea-
sonable fee, and that can be waived, too, and many people do get
that fee waived, to go through a system to get a little outside per-
spective on whether there is a possibility that the individual could
work their way through their debts without going into bankruptcy,
and that was the motivation for it, not to—and I hope that—I am
sorry that you felt that it was demeaning to have to answer those
questions, I really am, but I think it overall is a good thing.

I would like to repeat—an individual, let us say, did act irrespon-
sibly and had no insurance, and you had insurance, and they had
been going along fine until all of a sudden they had a serious in-
jury or illness and had very large debts, let us say, several hundred
thousands of dollars or may be more.

They are able, are they not, Professor Pottow, to file bankruptcy
if their income is below the median income in America and wipe
out all of those debts and not pay their doctors or their hospitals?

Mr. PorTow. Oh, sure, they can file for Chapter 7 with eligibility
if they are below the median income automatically.

Senator SESSIONS. And do you agree that about 80 percent of the
people are median income or below that file bankruptcy?

Mr. PorTow. Yes. The majority of people—I would say the large
majority of people who currently file in the bankruptcy system are
below the median income.

Senator SESSIONS. If you were pretty cold-blooded about it, you
might say, “I do not think I will take out insurance. I believe I am
pretty healthy and I might just beat this system,” I hear Ms.
Mathur and Ms. Furchtgott-Roth indicate, and, economically, they
would say, “Well, if I do get in financial trouble for illnesses, I can
always bankrupt against it.”

I am not sure how many people think that way, but economic
forces tend to have effects in the long run. So I just would say that
what the current law is is that if you have any debts and they are
above median income, that an individual can—and they make
below median income, they can all be wiped out and they do not
have to pay their hospital a dime.

If they make above median income, a judge decides how much
they can pay and orders them, over a period of three to 5 years,
to make some payments back toward those debts.

Do you think that is unjustifiably harsh?

Mr. Portow. Well, you raise the proposition of the economic ef-
fects of incentives and this is what—in terms of what Dr. Mathur
was saying, she was speculating that there is a possiblity that
there could be opportunistic behavior.

But with any rule, with any economic incentive crafted by any-
thing, when there is an insurance or protective function, there al-
ways is a moral hazard concern.

If T have health insurance, there is the risk that I could say,
“Hey, let’s see if I can jump out the window and if I break my
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arms, that is OK, someone else will pay for it.” You have to then
step back, once you have speculated on the economic possibilities,
about whether that will actually affect people’s everyday lives.

So the risks of someone like Ms. Burns then sort of thinking,
“OK, now, maybe I can ring up some credit card bills,” after they
have gone through a traumatic medical loss like that, strikes me
as, while I suppose economically conjectureable, empirically and
pragmatically unlikely, not enough that it would generate great
concern.

Senator SESSIONS. But it does sound to me that Ms. Burns meets
the very reason we have bankruptcy procedures and I certainly do
not denigrate the difficult situation she went through. But there
are people who do take advantage of it, there is no doubt.

Professor David Dranove, who is a Walter McNerney distin-
guished professor of health industry management and director of
the Center for Health Industry Market Economics at Northwestern
University’s Kellogg School of Management recently wrote the fol-
lowing about the Warren study on a blog post.

Quote, “I realize that the concept of medical bankruptcies is cap-
tivating and my research confirms that the uninsured case face se-
vere financial hardship when illness strikes, but the Harvard stud-
ies are so poorly designed that it is impossible to tell from their
work just how serious the problem is and the conclusion that pri-
vate health insurance does not protect against bankruptcy appears
to be totally misguided. Even worse, the Harvard studies are lead-
ing to bad policy.” Other than outright fraud, I cannot think of a
worse thing to say about academic research. As I've said before, it
is vitally important that academics get the numbers right.

Now, he supports a national health care system. He is not oppos-
ing a national health care system. But, I guess, Ms. Mathur and
Professor Pottow, would you all comment on that statement?

Ms. MATHUR. I think as an economist, I think I would agree that
the design of the study is—it is very poorly done. The first issue
with the study is what is called sample selection. So they only
looked at people who had already filed for bankruptcy and that is
the only truth and then you start asking people, “Well, did you
have any medical reasons for filing for bankruptcy,” and, obviously,
you come up with a really high number.

But if you start—with most economic studies and most good pub-
lished literature in economics, the way you start off with a sample
is to look at a group of people with medical debts, without medical
debts, people who have filed for bankruptcy, people who have not
filed for bankruptcy, and look at the probabilty that the fact that
you have medical debts will lead you—what is the likelihood that
your medical debts are likely to lead you to a bankruptcy filing.

And there is nothing in the economics literature to suggest the
huge effect that the Himmelstein paper finds. That is purely a
sample—a problem with the way the sample is designed.

The second problem is, again, the methodology. The way you
would do that kind of analysis is to also account for the 10 other
things that could have led to the bankruptcy filing. Did the person
lose his job? Is he going through a divorce proceeding? Are there
other economic conditions in the state where he stays in, in the re-
gion that he lives in, that could have led to, say, the bankruptcy

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00025 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

20

filing or that could have led to a pile-up of medical debts that could
have caused the filing.

And there is nothing in the study that lets you—that controls for
any of those other factors or that even tries to deal with the sample
issue and that is the only reason. It is only survey data which is
leading you to that high number.

And as several people have pointed out, other surveys find vastly
different results and much lower numbers. So you could look at an-
other random sample and say, well, how many people, for instance,
in the PSID data, the panel study of income dynamics data, how
many people in that data set said that they filed for bankruptcy
due to medical reasons, that is only 16 percent.

Senator SESSIONS. We are running over and I appreciate that.
Professor Pottow, would you like to respond?

Mr. PorTow. Yes. Survey data is a perfectly legitimate academic
way to collect information on the problem. We would have to throw
out the whole field of sociology if we were to not use it anymore
and that would be, I think, a loss to the academy.

The methodology is not suffering from a sample bias. If you want
to ask people who are bankrupt why they went bankrupt, then it
is not a sample selection bias to restrict that to people who are in
bankruptcy. It is, in fact, the only appropriate audience to ask.

I do agree that from sort of a first position, academically perfect
way to study something, if you could perfectly categorize debts, get
the credit card debt that is really medical debt and get the collec-
tion debts and get the home equity lines that are really medical
debts, if you could do a controlled thing by having people who have
a lot of medical debts to see if there is a causal inference, then a
regression might be helpful, but I do not think it undermines the
validity of the data that when you collect survey evidence from peo-
ple, you ask them to ascribe reasons for their bankruptcy—that is
robust. The Consumer Bankruptcy Project, this data that we have,
is the largest national sample that does this sort of survey data.

The only other survey data that is out there that even comes
close to this is the PSID and even that has suffered from methodo-
logical infirmities that have been well documented, including the
incorrect response rate for people predicting their bankruptcy inci-
dence and that I think led them to not even use the bankruptcy
questions anymore.

So regarding this reference to the large corpus of economic lit-
erature: there are a bunch of economic studies out there, but they
do not have the level of detail and sophistication and nuance that
this Harvard study has.

They do not aggregate. They cannot properly predict the medical
debt incidence because they are using too crude of a metric and
they say either you are a credit card debt or you are a medical debt
and they miss the boat.

Chairman WHITEHOUSE. Well, I appreciate this, but I think it is
time to get on to another questioner.

Senator SESSIONS. Mr. Chairman, I do not have any doubt that
a number of people, a significant number file bankruptcy because
they have medical debts. I am just reluctant to conclude the cur-
rent system that allows median income and below to file Chapter
7, as they always have, is unfair and those above median income
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would have to pay back some of their debts over a period of years,
if they are able. I do not think that is unfair, basically.

Chairman WHITEHOUSE. Senator Franken.

Senator FRANKEN. Thank you, Mr. Chairman, for calling this
hearing on your bill and I want to thank the witnesses who spoke
to it.

Professor Pottow, in your testimony before the House in July,
you mentioned that the 2005 bankruptcy reform was particularly
bad for people with medical debt. Tell me why you think people
with medical debt deserve special protection under bankruptcy law.

Mr. Porrow. Well, I think that there was—I do not want to
speak for people who passed the legislation, but there was a sug-
gestion that there was a rampant incidence of abusive and stra-
tegic behavior that required amendments to the bankruptcy code to
make sure that people who could pay back their debts—and the
way it was implemented was through an income measurement—
should be forced to pay them back.

And so it was called the anti-abuse amendments, with the idea
that you were going after abusive people, system gamers, dead-
beats, and it seems to me that the antithesis of that is someone
who has filed for a medical reason through no fault of their own,
through no strategic conduct. They are, per se, not an abuser.

So that is why I said that there was, I believe, a different moral
justification for treating them differently. But I am not an expert
in morality. I am just a bankruptcy person.

Senator FRANKEN. Ms. Edwards, in your written testimony, you
note that according to one survey, medical expenses helped cause
70 percent of home foreclosures, and I think a lot of people do not
realize that.

Before the bubble burst, you could buy a house and if you got
sick, you could sell your house. Now you cannot.

What significance do you think that has, people essentially being
stuck in their homes, has on the situation that people who are ill
find themselves who have a home?

Ms. EDWARDS. I will put my bankruptcy lawyer hat on for a sec-
ond. If I had someone who came to me with these kinds of prob-
lems, that they had these high debts and they were not able to—
high medical debts, they were not able to—did not have the fluidity
in their economic situation to sell their house, their largest asset,
they have already dipped into their savings or their retirement
funds, as the Burns had done, but they were sort of locked into the
situation because the value of their house had decreased perhaps
below the mortgage level and so that asset on which they might
have counted was no longer available.

So your advice as a lawyer would be that your bankruptcy was
going to—you would actually be advising people more to go into
bankruptcy because of the present economic situation.

I have to say something about the anti-abuse section and that is
that in the 2005 bill earlier is that it was not considered or was
rejected with some limitation on the homestead exemption. It is
very frugal. In Alabama, it actually is malpractice practically not
to advise someone to move to Texas or Florida with their incredibly
generous homestead exemptions.
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So if you wanted to stop abuse, this little narrow section that Dr.
Mathur talks about is just not where you want to put your atten-
tion. You might want to put your attention on a much larger prob-
lem with a much larger asset than somebody, even if you are talk-
ing about $42,000 in credit card debt, which, most of the time, you
are not talking about that.

The notion, I think, that we have people who are out there trying
to defraud, we have people who are doing just what you were talk-
ing about, they are in this terrible situation, they are trying to fig-
ure out a way out. They do not have access to their home as an
asset and they are not planning ahead.

As a matter of fact, most people are planning not to go into bank-
ruptcy. They are finding ways not to go into bankruptcy instead of
planning what they are going to do so that they can somehow game
the system in bankruptcy.

People do not want to do it, because, in part, as Ms. Burns de-
scribed it, it is an extremely humiliating, shameful condition. In
The Two Income Trap, Professor Warren discussed the fact that 50
percent of American families teeter on this razor blade with the
idea that they might have to file bankruptcy.

Well, if there is a divorce next door, you know if somebody moves
out, there are suitcases on the lawn. If there is a bankruptcy next
door, you do not know it. So this is something that is happening
and lots of families who just simply do not know it.

If T could address one thing that Dr. Mathur said, and I apolo-
gize for taking your time to do this, she said that medical indebted-
ness has not increased over the past decade or so.

Without arguing with that position, which I think is arguable
given what has happened to medical costs, it makes no sense for
her to say then that we have to—that she knows bankruptcies are
up, that creditors, in fact, are being put into a situation where they
are only going to get pennies back on their dollar.

So we already have, without medical bankruptcies going up, we
already have this upward pressure, supposedly, on interest rates
and on restrictions of capital.

If we only were talking about 29 percent of people, which is the
number, I think—is that the number that you are willing to accept?
My recollection from the House testimony is your number was not
significantly different from 29 percent.

If we are only talking about 29 percent of the people who have
medical bankruptcies and that the system is unfair to them, why
in the world would you not fix it?

Senator FRANKEN. I have to agree with that. Dr. Furchtgott-
Roth, I think we disagree on whether health care reform, the
health care reform that we are talking about now and Congress
should pass, and you said that kind of the way we are going will
increase bankruptcies.

I want to ask you how many bankruptcies because of medical cri-
ses were there last year in Switzerland?

Ms. FURCHTGOTT-ROTH. I do not have that number in front of
me, but I could find out and get back to you.

Senator FRANKEN. I can tell you how many it was. It is zero. Do
you know how many medical bankruptcies there were last year in
France?
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Ms. FURCHTGOTT-ROTH. I do not have that number, but I can get
back to you, if you like.

Senator FRANKEN. The number is zero. Do you know how many
were in Germany?

Ms. FURCHTGOTT-ROTH. From the trend of your questions, I am
assuming the answer is zero, but I do not know the precise amount
and I would have to get back to you.

Senator FRANKEN. You are very good and very fast. The point is
that I think we need to go in that direction, not in the opposite di-
rection. Thank you.

Ms. FURCHTGOTT-ROTH. Do you know the cancer survival rates
in those countries?

Senator FRANKEN. You know, you have picked on one—and if you
look at that study, did you know that we pick, easily, much more
easily survivable cancer rates? So if you want to start getting into
digging deep into studies, that study is not legitimate. I have heard
that before.

That is because we find easily survivable cancers that count as
ones that we survive. So you can cherry-pick stuff to find one little
place where somebody says our system works better than the
French or the Germans, but we are talking about bankruptcy here
today.

The fact of the matter is you are saying that if we go more to
a French system or a Swiss system, that we will have increased
bankruptcies, but the fact is they do not have bankruptcies and we
do for medical care.

Thank you.

Ms. FURCHTGOTT-ROTH. The fact is also that the Himmelstein
study did not——

Chairman WHITEHOUSE. Senator Feingold.

Ms. FURCHTGOTT-ROTH.—prove that there is a problem.

Chairman WHITEHOUSE. Thank you very much.

Ms. FURCHTGOTT-ROTH. When Dr. Pottow was saying about how
surveys are a very good way to——

Chairman WHITEHOUSE. Senator Feingold is recognized. We have
time for each Senator to ask their questions and answers.

Senator FEINGOLD. Thank you, Mr. Chairman, for holding this
hearing to call attention to this very important topic. I support
your bill, S. 1624, and ask that you add me as a cosponsor, please.

I agree with you that the issue of medical bankruptcy should be
part of the upcoming health care debate in the Senate. I opposed
the bankruptcy reform bill that became law in 2005 for many rea-
sons, but the overriding reason was that I believed it was a blunt
instrument designed and pushed by powerful interests in the bank-
ing industry that would harm the most vulnerable Americans while
achieving very little of the abuse prevention that was supposedly
its purpose.

So the situation we now have with medical bankruptcies is a
prime example of the shortcomings of the law. So I commend you
for focusing the Senate’s attention on this.

The rising cost of health care is, of course, well known to every-
one here and everyone in the country, but the effect of those cost
increases on bankruptcy filings is not as well known.
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One recent study estimates that medical debt is responsible for
over 60 percent of bankruptcy filings in this country. That is really
an extraordinary number. While I recognize that there is some de-
bate over that number, virtually everyone agrees that the number
of bankruptcies attributable to medical problems is growing very
rapidly.

Now, this problem is hitting the elderly especially hard and, re-
member, these are the people who almost always have insurance
coverage because of Medicare. Yet, the percentage of bankruptcy
filings by people over the age of 65 is over three times what it was
in 1991 and medical debt is almost certainly a big part of the rea-
son for that.

So we have an increasing number of Americans filing for bank-
ruptcy because of medical debt, yet they face a bankruptcy system
that was designed to put roadblocks in their way because Congress
said it wanted to weed out deadbeats and spendthrifts.

It is a minor example, but let us take the requirement that has
already been discussed of credit counseling. What exactly is a cred-
it counselor going to tell a family that has lost everything as they
struggled to pay the medical expenses for a fatally ill child, like one
of our witnesses today, or faces huge medical bills and nearly com-
plete loss of income because of the catastrophic illness of the pri-
mary breadwinner? What purpose is served by the burdensome pa-
perwork requirements of the means test in cases like that?

It is time for Congress to recognize that the 2005 bankruptcy re-
form bill is causing unnecessary and unfair hardship to people who
no one thinks are abusing the system.

Senator Whitehouse’s bill contains some common sense and quite
moderate measures to try to reduce the burden for people whose
financial problems are caused by medical problems. It is an impor-
tant piece of the very complicated and very important puzzle that
the Senate is going to be addressing in the next few months.

I want to ask Professor Pottow to elaborate on his written testi-
mony concerning the role that medical expenses are playing in the
increasing number of bankruptcy filings by the elderly.

To me, this is a chilling statistic, because Medicare is supposed
to alleviate the financial hardship of medical problems for the el-
derly. What is happening here?

I would also like to hear from my friend, Elizabeth Edwards, on
this point, as well.

Mr. PorTow. Thank you. Yes. This is a very disturbing trend and
I am glad you are asking for the numbers and the data, because
even these credit counseling requirements, they cost, on average,
about 50 bucks. And going through twice, I am sure you, Ms.
Burns, had to pay for them. So even if you pass the means test,
you still have to pay for this.

In terms of the elderly, the data that I had is on the survey evi-
dence specifically saying, “Why did you file for bankruptcy? Was it
a medical reason, medical problem” 39.1 percent of the people who
are 65 or older for the primary or secondary petitioner or 6.8 per-
cent of another family member said yes. If you specifically said, “It
was medical bills were the reason I filed,” you can add another 32.5
percent.
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Anyone answering either of those reasons was 49 percent. So half
of the people are actually specifically saying on a questionnaire it
was because of an illness or because of a medical bill and these are
people over 65 who should be covered predominantly by the Medi-
care program.

So that is why I want to urge this Committee, let us not lose the
forest for the trees. We can debate 60 percent, 40 percent. We are
talking about big numbers and at a certain point, your job is to
move things forward, I believe.

Four percent of them had to mortgage their home, of the over 65,
to finance these medical bills; loss of 2 weeks of wages was 11 per-
cent, that is less interesting because a lot of them are retired al-
ready of the over 65 group.

Then for a definition that sort of gets at what you guys are talk-
ing about with this bill here: incurred more than $5,000 or 10 per-
cent of their annual income in out-of-pocket expenses was 30 per-
cent of the over 65 group.

I will let Ms. Edwards talk now.

Ms. EDWARDS. The elderly, 50 percent or more of people who
come into Medicare come in with two or more chronic conditions.
So you are talking about a population that is generally sick and it
is not just they are sick today, they did not jump out the window
and break their arms.

They have chronic conditions that are going to continue to cost
them money and it is one of the reasons why it is really important
for them to have access, non-punitive access to bankruptcy.

I have to say this is also true in terms of chronic conditions. A
large number of these people who are coming into bankruptcy court
with these extraordinary medical expenses, the extraordinary med-
ical expenses are unlikely to be from—or they are less likely to be
from a single catastrophic incident, an accident or something, as
they are from the kind of condition of cystic fibrosis or cancer that
have long-term costs over time, which is why the means test turns
out not to be particularly adequate, because what happens to these
people is they get into the system, they have got a repayment
schedule, the condition still exists.

The medical condition still exists. They are still going to—the
day after they file bankruptcy, they are still going to have medical
costs that they are incurring.

So if they could start with a cleaner slate, again, it would make
an enormous difference in the lives of these people and the ability
they have to pay attention to what it is they should be paying at-
tention to—the health of their family or the health of themselves.

I wanted to, if you do not mind, answer a question. Cancer, in
the test with respect to cancer, cancer is not identified adequately
in our population, because it is not adequately identified in the un-
insured population.

When you do not have an uninsured population, when you have
universal care, more cancers are going to be identified and, there-
fore, the cancers in the least well population, the population with
the poorest health, which are the people who are least likely to be
insured, are going to be treated in other countries and not here.

Senator FEINGOLD. Thank you, Ms. Edwards.
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Professor Pottow, can you just clarify another matter? People
who make less than the median income are not subject to the
means test, but they still have to comply with the test’s burden-
some paperwork requirements. Is that not one of the things that
this bill would change?

Mr. PorTow. Yes, indeed. And another consequence, too, is that
everyone, after this bill in 2005, has to pay much more for the at-
torneys’ fees. This paperwork has caused attorneys’ fees to go up
by about 50 percent, and that is not just my data. That is con-
firmed by the General Accounting Office.

So the big winners are the people who process the system in
terms of the fees. It has made everything more expensive. Even, I
must say, pursuant to Deficit Reduction Acts, the filing fees for
bankruptcy have gone up, not only the attorneys’ fees.

So every step of the way, it is cutting down these people with in-
cremental costs, even if they ultimately end up succeeding and
passing the means test, they still get dinged by these costs along
the way.

Senator FEINGOLD. Thank you, Mr. Chairman.

Chairman WHITEHOUSE. Thank you very much. Courtesy among
Senators is very important around here, and so I had to cut off Ms.
Furchtgott-Roth because it had become Senator Feingold’s time and
she was still addressing Senator Franken.

But now that it is back to my time, I would like to invite her to
finish whatever it was that she wanted to say, and then I will have
a question for Ms. Burns.

Ms. FURCHTGOTT-ROTH. Thank you very much, Mr. Chairman. I
just wanted to say that even though I agree with Mr. Pottow that
survey data are a standard way of finding results and economics,
this particular survey, in the Himmelstein, that he used is not
standard. He had 5,251, a sample of that size, but then he whittled
it down to 639. So there were all these observations he did not use
and it was not necessarily random with that small amount.

Second, the reasons for medical bankruptcy were not distin-
guished. If you had $1,000 of uncovered medical spending in 2
years, you were counted as being medically bankrupt. That is $500
in 1 year. Many families have $500 with dental appointments, co-
payments, that kind of thing.

Also, he said that a loss of 2 weeks income from illness automati-
cally put you into a medical bankruptcy category, even if you did
not have medical expenses at all.

So say you were a salesman and you had 2 weeks off because of
the flu. You were still counted as being medically bankrupt. That
is not standard survey economics or sociology technique.

Thank you.

Chairman WHITEHOUSE. Thank you. Just one final question.
Should Ms. Burns have had to undergo credit counseling in her cir-
cumstance?

Ms. FURCHTGOTT-ROTH. I think that all the decisions that Ms.
Burns made were absolutely right in her circumstances.

Chairman WHITEHOUSE. And should she have had to undergo
credit counseling in her circumstances?

Ms. FURCHTGOTT-ROTH. I do not know the answer to that ques-
tion.
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Chairman WHITEHOUSE. Under what circumstances could the an-
swer possibly be yes?

Ms. FURCHTGOTT-ROTH. I think that making policy by anecdote
of one person is not a good idea.

Chairman WHITEHOUSE. I did not ask you policy. I asked you
should Ms. Burns have been subjected to credit counseling.

Ms. Furchtgott. And I said that whatever happened to Ms. Burns
was absolutely correct and that I do not comment on what she
should have done and what she should not have done. She had ex-
tremely unfortunate circumstances and I think that she and her
husband have borne this in an extraordinary manner.

I myself would not have been able to get up and testify the way
she has without managing to hold myself together the way she has,
and I have great admiration for her and her husband and all the
rest of her family, also.

Chairman WHITEHOUSE. Ms. Burns, could you tell us a little bit
more about the actual process as it worked out for you and for Mr.
Burns as you came to file?

You mentioned the credit counseling, you mentioned the docu-
ment preparation. Could you flesh that out a little bit and tell us
how long it took, what it was like?

Ms. BURNS. We are still actually in the process. We first met
with lawyers in April, about a month after our son passed away,
which was incredibly difficult. We did not have all of our paper-
work. We were sort of between homes. We were living in D.C., then
living with friends. So it took some time for us to gather all that
paperwork, because it is quite extensive. Lots of documentation is
needed.

So as that process went on, we learned that it would cost $1,300
in a filing fee. We had already paid $250 as a retainer, which
helped stop the calls that we were getting from our creditors for
a short time. They are starting again.

In terms of once we found out that it was going to cost $1,300,
we did not have that money. We came back with literally nothing.
We lost our son and we literally had no assets.

So it took some time for us to find a way to get some money to
pay the actual filing fee. So that happened in August. Again, we
needed to clarify some of the documentation, some of that sort of
thing.

In September, we sat down to take the credit counseling course
and it was sort of a slap in the face, honestly, and we have not yet
finished that course. We logged off and needed to walk away from
it for a little while.

So our plan is to do that. We have not done it yet, though, be-
cause it is really incredibly painful to go back in and we had to re-
ascertain all of the numbers that we had given to our lawyers and
sort of re-dredge up all of that information in order to—it was not
just the questions about how could we have not gone bankrupt. It
was, again, having to give every single bit of information about in-
come, debt, where our debt is coming from, what the amounts are,
and having to go step-by-step through that process again.

Chairman WHITEHOUSE. Even though you had already done it
with your lawyer, you had to do it again for this program.
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Ms. BURrNS. We had to do it again for the program and there is
no doubt, in our minds, that we are filing bankruptcy. There is no
doubt, there is no question, in our lawyer’s mind, that we need to
file bankruptcy.

It is simply you need to do this, because, well, that is the rule
and you need to do it.

Chairman WHITEHOUSE. But you have no choice. You still have

to

Ms. BURNS. WE DO NOT HAVE A CHOICE.

Chairman WHITEHOUSE. Is there a person that you are talking
to or is it just a computer program?

Ms. BURNS. It is a computer program and they actually called—
they did call us, because we logged in, started the process, and we
stopped.

So a few weeks after that, we did get a call saying, “Hey, were
you having a problem with the system,” with the computer part of
it, which was not the problem. And we also, after we file, need to
take anther course.

Chairman WHITEHOUSE. There is nobody you could go to and say,
“Listen, you do not understand.”

Ms. BURNS. No.

Chairman WHITEHOUSE. “My son died and here are the cir-
cumstances that we are in.”

Ms. BURNS. No.

Chairman WHITEHOUSE. “Putting me through this is prepos-
terous. Would you please stop it?” You just have to go and keep
going to that computer program. And it is just a computer pro-
gram. It is you versus the computer. There is not even a person on
the other side.

Ms. BURNS. Right. And we will need to do it again after we actu-
ally go through the filing process and meet with the judge. It is a
requirement after you file, as well, so that you can, I guess, get an
idea of how to not do the same thing again in the future, which
is an incredibly hurtful idea that I am not looking forward to.

Chairman WHITEHOUSE. Well, I can appreciate that. And on top
of being subjected to, did you say, 20 or 30 collections calls a day,
including right into the hospital where you were tending your
son

Ms. BURNS. Yes. It was 30 calls a day to each of our cell phones.
We each had a cell phone and that was our lifeline to our family
back home, particularly when we were in D.C. And we had to shut
our phones off. I mean, it was 60 calls a day.

Chairman WHITEHOUSE. I could see that, as difficult as it would
be, the first four or five or even 10 times having to explain what
your circumstance is and what your family circumstance is and
where you are and your son are right there and he is in an inten-
sive care unit.

But 20 or 30 times, it must just get to be extraordinarily burden-
some to have to have that conversation over and over and over and
over and over and over again.

Ms. BURNS. Absolutely. And we did make a good faith effort,
when we knew that our money was running out, to contact all of
our creditors and we really did not get anywhere with them and
then the calls started and did not stop and still continue.
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Chairman WHITEHOUSE. And because of the delay in getting
through the bankruptcy process, which is caused by the delay in
having to go through this completely nonsensical credit counseling,
you also continue to have to answer those questions about your
debt situation and deal with collection calls.

Ms. BURNS. Yes. Yes, we do.

Chairman WHITEHOUSE. I am sorry.

Ms. BURNS. Thank you.

Chairman WHITEHOUSE. The Ranking Member?

Senator SESSIONS. Well, sometimes—let me just say this about
credit counseling. You can go to a local credit counselor and you
can also get approved to not have to pay that and we do know that
quite a number of people who are in bankruptcy have difficulties
managing their money and they did not know some things that got
them into trouble.

Had they been able to learn more about how to manage money,
they could avoid that in the future, and that is why, when the gov-
ernment starts to regulate anything, take over health care, you
have rules and that was one of the rules we agreed to on the bill,
that a person would inquire before they file, because they can find
that they are able to work out a bankruptcy and there are other
ways to avoid it, and, hopefully, you can——

Chairman WHITEHOUSE. Can I interrupt you for a question?

Senator SESSIONS. Yes, you can.

Chairman WHITEHOUSE. In what way could there possibly be
more intrusive government regulation than to have the government
require that Ms. Burns, who has just lost her son, has to deal with
a computer for weeks at a time and do all this stuff, with abso-
lutely nobody to talk to and let her out of the situation?

Senator SESSIONS. It is not weeks at a time. It is you file the
matter and if you have got the information, you provide it to your
lawyer. I am under the impression it can be done within an hour.

Chairman WHITEHOUSE. Did it take you an hour?

Ms. BURNS. No, it did not and, unfortunately, we have been be-
tween three houses, three different living arrangements since we
returned from Washington when we lost our son, which included
having to clean out our house, having to put our things in storage
because our house was going to be foreclosed on, and it was fore-
closed on in August, we lost it, and trying to obtain other housing.

There were other things that were a little bit more relevant to
our daily living, which included finding somewhere to live, having
enough money to buy food and gas, trying to find employment, and,
unfortunately, this particular thing just added an undue burden.
And when I cannot avoid having to find money for good and gas,
this other thing, I need to put that aside.

Senator SESSIONS. Well, there would be a potential option for you
to seek to be able to go through that without a pay fee.

What about the $250? That is the initial retainer you paid the
attorney. What do you expect the attorney’s fees to be when the
process is complete?

Ms. BURNS. I had no idea what the attorney’s fees would be, 1
truly did not.

R Senator SESSIONS. What did they tell you in addition to the
250?
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Ms. BURNS. $1,300.

Senator SESSIONS. What about the attorney’s fee?

Ms. BURNS. I know the filing fee is $1,300. I am sure that there
are other expenses that are going to be included.

Senator SESSIONS. They did not tell you how much an hour they
charge for that.

Ms. BURNS. We just got a set rate.

Senator SESSIONS. Or whether they would charge a flat fee.

Ms. BURNS. They told us $1,300. I honestly

Senator SESSIONS. Well, it is going to be more than $250, I think.

Ms. EDWARDS. I would take that as a question to me, although
you are just sort of nodding to me. I think that there are some sort
of straight bankruptcies that are actually available at fairly limited
cost. That is not the kind of work I did, so I cannot really speak
to that.

But I think that there are some—I do not know what fees she
is going to face, but I know that in my home district, the eastern
district of North Carolina, that there are lawyers who do bank-
ruptcies that sound similar to the one that the Burns are having
to file that could be easily in that range.

Senator SESSIONS. You mentioned the homestead exemption. I
have always thought that this was bizarre, that a person would be
able to keep a multimillion dollar home and not pay their doctor
or anybody else that they owed money to.

Do you have any feelings about that? That was a matter that we
discussed and debated in the Senate when the bill came up and I
supported—was it Senator Kennedy and I were in agreement on
that issue. It came out $1 million, were you able to cap that at $1
million or is it unlimited now?

Ms. EDWARDS. I believe it is unlimited still. I think it came out
of the Senate bill, but it did not survive in conference.

Senator SESSIONS. We passed it in the Senate and it did not sur-
vive conference, which is breathtaking to me that an individual can
move to Florida or Texas or maybe Kansas and buy—they know
they are going into financial difficulty. They buy a multimillion dol-
lar home, pay cash for it, it is all equity in the home and then pay
nobody that they legitimately owe debts to.

Ms. EDWARDS. When you are talking about the abuse, and I
think that there is a narrow sliver of abuse, but my personal expe-
rience was you really do not see that much of it in actual practice,
except perhaps for the advice to people that they should move to
one of these states with such generous exemptions.

But your general concern about there being abuse, I think that
these bankruptcy judges, for whom I have enormous respect, sit up
there every day and hear one sad story after another sad story and
they are very good at telling the difference between somebody who
has got a legitimate case where they have ended up in bankruptcy
court, sometimes because they have acted irresponsibly, sometimes
because they have circumstances.

But those conditions of fraud, the bankruptcy judge has an op-
portunity to dismiss those cases. They can dismiss those cases. So
when those situations exist that Dr. Mathur is concerned about,
that you are concerned about, somebody is jumping out of the win-
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dow, economically, at the chance of breaking their arms, I think
that you can count on judges being able to identify this.

They are in the very best position, honestly. They are sitting
with the debtor in front of them, with the creditors, who are going
to give information, if they know it, right there in front of them.

The least likely people to make that determination are the peo-
ple, frankly, including myself, sitting in this room so far away from
these individual situations.

Senator SESSIONS. There is no doubt that overwhelmingly, the
people that file for bankruptcy are entitled to it legally and prob-
ably benefit from it. I think a lot of people, if they knew the options
and can negotiate some of the debts that they may have, might be
able to work their way out of—avoid bankruptcy and would feel
better about themselves and their credit rating if they are able to
do so.

But when you have huge debts from medical care or other rea-
sons or maybe just improvident living, that they just are not able
to pay them, I think one of the great things about America is you
can wipe out those debts and start over and it is something that
I appreciate.

Mr. Chairman, this is a good discussion. I am sure we will con-
tinue it. We have a number of articles and studies that I would like
to introduce as part of the record. We may ask these witnesses ad-
ditional questions.

I would just say that right now, in America, a person who is hit
with a huge medical bill, if their income is below median income,
the average—well, not average—median income in America, they
can wipe out all those debts.

If their income is above that, they can attempt to wipe them all
out and the judge would decide whether or not they are able to pay
some of them back, set up a repayment schedule under the Chapter
13 procedure and they would pay some of those debts back.

I think that is a legitimate process. I believe that is a moral ap-
proach that is consistent with our heritage and will eliminate—has
eliminated some abuses.

So thank you.

Chairman WHITEHOUSE. I thank the Ranking Member very much
for his courtesy and his participation in this hearing. I think we
come at this from slightly different angles. I look at the credit card
industry as having been behind the bankruptcy reform and that its
primary purpose was to keep people harassed longer before they
could get into bankruptcy, because at that point, they would be at
30 percent and they could keep getting billed.

So we have different views about the motivations and what was
behind it, but I hope that this hearing creates the seeds for an
agreement that people who are in Ms. Burns’ position, having to
go through the means testing, having to go through credit coun-
seling and things like that simply does not make any sense.

It is a terrific and unjustified government intrusion, I believe, at
the behest of the credit card industry, but that is neither here nor
there, into their lives in a way that if you could, frankly, sit down
with anybody, I think if even Ms. Mathur and Ms. Furchtgott-Roth
were on the other side of the phone conversation with Ms. Burns,
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they would say, “You are right, you do not have to go through this,
this is a ridiculous situation that you are in.”

So I think that there is at least the seeds for some potential fur-
ther discussion and agreement on this issue and I appreciate very
much your participation.

Senator SESSIONS. Well, I think there is a possibility of further
discussions and maybe we can reach some agreement.

But I would just tell you that I do not agree with the idea that
the bankruptcy legislation that got 83, I believe, votes in the Sen-
ate, people like Senator Hillary Clinton, who originally opposed it,
studied it and voted for it, because they concluded it was a fair
piece of legislation.

And it is a concern that people run up any kind of debts, credit
card or otherwise, and just not pay them and they have advertise-
ments on television. They can tell people that they can file bank-
ruptcy and stay in their home 2 years and we fought over that and
were able to improve some of that.

There are abuses in the system and these economists over here
would tell you that if people are abusing the system, it is not just
the credit card companies or the banks that lose, but everybody has
ico pay a higher rate of interest, in other words, to carry those
osses.

So I just am a little—my back gets up a little bit when it is sug-
gested that the bankruptcy legislation was a piece of legislation de-
signed for special interests and did not have a good public policy
behind it.

I stated in the core of the bankruptcy legislation that if you make
below median income, you can wipe out all your debts. If you make
above median income, unless the court finds that you can pay some
back, you do not have to pay any back, and if the court finds you
can pay some back, Mr. Chairman, should they not pay some back?
Should they not pay the debt they obligated?

Chairman WHITEHOUSE. I think that there is a distinction that
can be reasonably drawn between people who have deliberately run
up debts and should pay it back and those who——

Senator SESSIONS. So you are saying if they have a medical bill,
they have no obligation to pay their hospital, because that came
out of the blue and they did not plan for it.

I would say you have an obligation if you can. If you cannot, you
should not have to pay it and that is what the law says. If you can
pay some of it, you can and should. If you cannot, you do not have
to.

Chairman WHITEHOUSE. And I think what we are seeing over
and over again—and, again, it relates back to the nature of the
American health care system—is that because we leave families
with this responsibility and do not have the kind of health care sys-
tem that some other governments and countries do and because the
health insurance industry sells products to people that lead them
to believe that they have coverage, that it is complete and that
they are protected, but ultimately somebody does something,
through no fault of their own, in particular, a grievous illness in
the family.

It strikes me that at that point, we are asking enough of that
family if we are sending them into bankruptcy because of an

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00038 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

33

unforseen health care emergency and the question of whether or
not they should pay a little or a lot is really secondary to the ques-
tion of why it is necessary for American families to go into bank-
ruptcy because of health care emergencies in the first place.

But as long as they do, I think they are entitled to be treated
fairly and I think this legislation is at least designed, we can dis-
agree over the elements of it and we can talk further, but it is at
least designed so that for Ms. Burns and people like her, the bank-
ruptcy experience is not so prolonged, expensive, humiliating and
unnecessary.

The record of the hearing will remain open for an additional
week for anything that the Ranking Member wishes to add or that
anybody else wishes to add.

I once again appreciate the participation of all the witnesses, ap-
preciate very much the participation of the Ranking Member. I
think this has been an interesting and a lively hearing and I am
grateful for it.

Thank you.

[Whereupon, at 11:41 a.m., the hearing was adjourned.]

[Questions and answers and submissions for the record follow.]
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. QUESTIONS AND ANSWERS

Medical Debt: Can Bankruptcy Reform Facilitate a Fresh Start?

1. In your oral and written testimony before the committee, you focused primarily on
national healthcare proposals, explaining why you believe they are fundamentally
flawed and will harm, rather than aid, the people at risk for bankruptcy. This focus
led some to question your knowledge of S.1624, the Medical Bankruptcy Fairness
Act. In fact, you had previously written an article entitled "The Healthcare
Bankruptcy Myth,” disputing the flawed statistics in a medical bankruptcy study
conducted by Professors Himmelstein, Warren, and others. It was clear from your
written and oral testimony that you believe the current healthcare proposals are both
unwarranted and counterproductive; would you please elaborate your concerns about
5.1624 specifically.

I have serious concerns about 5.1624, the Medical Bankruptcy Fairness Act of 2009.

“Medically distressed debtors” are defined broadly in the legislation, leading to
potential abuses.? The bill is not limited to patients, but also includes caregivers. It
includes those who “experienced a downgrade in employment status that correlates to
a reduction in wages or work hours,”? so someone who switches to part-time work or
an easier job to care for an ill, injured, or disabled dependent would qualify to walk
away from debts.

Further, in S. 1624, to identify as a medically distressed debtor, an individual could
incur medical debts of less than $10,000 or 10 percent of his income within a twelve
month period.? According to the U.S. Census Bureau, the 2008 real median household
income in the United States was $50,303.¢ This then, could allow debtors to qualify for
the medical bankruptcy provisions if their medical debt was above $5,000. The Nielson
Report shows that the average outstanding credit card debt for households that had a
credit card in 2008 was $10,679.5 Consequently, households could file for medical
bankruptcy even though high credit card debt might actually have been the real reason
for filing and not medical debt. This could increase abuse of the bankruptcy system.

1 U.S. Senate “Medical Bankruptcy Fairness Act of 2009”. 111th Congress, 1%t session. S. 1624. Washighton:
GFO, August 2009. Available at: http:/ /frwebgate.access.gpo.gov /cgi-
bin/getdoc.cgi?dbname=111_cong_bills&docid=f:51624is.txt.pdf

2Tbid

3Tbid

4 U.S. Census Bureau, “Income, Poverty, and Health Insurance Coverage in the United States: 2008,”
Available at: http://www.census.gov/prod /2009pubs/p60-236.pdf

5 Ben Woolsey and Matt Schulz. 2009.”Credit Card Statistics, Industry Facts, and Debt Statistics, ”
Available at:

http:/ /www.creditcards.com/credit-card-news / credit-card-industry-facts-personal-debt-statistics-

1276.php# debt
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In addition, 5.1624 would eliminate the means testing. Under the provisions of Chapter
7 bankruptcy, medical debtors, who might be able to afford to pay off a portion of what
they owe, would not only be able to eliminate all medical debts, but all credit card debts
as well, causing further abuses of the bankruptcy system.

2. In your testimony, you quoted from an article by Ezekie! . Emanuel and Victor R.
Fuchs, entitled "Who Really Pays Health Care Costs? The Myth of "Shared
Responsibility," published on March 5, 2008 in the Journal of the American Medical
Association. That article discusses how insurance premium costs are passed along to
workers through lower wages, higher taxes, and decreased availability of other
government services. In your testimony, you argued that the current healthcare
reform proposals would increase bankruptcies by increasing health care costs,
increasing health insurance premiums, and decreasing the quality of care many
people receive.

a. Would S.1624, which makes it easier for patients to avoid paying the providers of
their healthcare for uninsured portions of those services, increase health care costs
for paying patients?

5.1624 would increase health care costs for paying patients as well as for insurance
companies. A study of more than a million Chapter 7 cases closed between 1994 and
2002 by the Department of Justice’s United States Trustee Program (USTP) shows that
in 96% of the cases, no funds were collected and distributed to the creditors.t The debts
that are not paid affect the prices paid by all consumers of goods or services provided
by the firm. Everyone pays more when individuals default on debt.

b. If it becomes easier for patients to avoid paying amounts owed as co-pays or
deductibles under their current insurance plans, how is that likely to affect the costs
of health insurance?

Health care providers are likely to increase their prices to make up for these lost
copayments. The increasing burden of unpaid debts would ultimately fall on other
patients, because medical professionals would increase prices or cut back on the quality
of care in order to swallow the high costs associated with medical bankruptcies.

c. If your answer to part "2b" indicated that costs would go up, what effect would that
likely have on the unemployment rate in America?

¢ Flynn, Ed, Gordon Bermant, Suzanne Hazard. “Bankruptcy by the Numbers.” United States Trustee
Program (USTP), Department of Justice. Available at:
hitp:/ /www.justice gov /ust/eo/public_affairs/articles/docs/abil122002.htm
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Increases in the cost of health care will act like a tax. Higher taxes leave Americans less
to spend on other goods and services and decreases demand, leading to more
unemployment. Increased insurance premiums are likely to decrease demand for
goods and services, deepening the recession and leading to higher unemployment.
With the unemployment rate now at 10.2% for October, announced on November 6, this
is a serious concern for many Americans. The fragility of the economy is such that
anything that would discourage hiring should be avoided.

3. In her paper entitled "Bankruptcy and Consumer Behavior: Theory and Evidence
from the U.S.," Economics Professor Michelle J. White of the University of California,
San Diego reached the following conclusion:

On the credit market side, generous bankruptcy exemptions increase consumers'
demand for credit by providing partial consumption insurance, but cause
lenders to reduce the supply of credit by increasing the probability of default. In
states with higher bankruptcy exemptions, consumers are turned down for
credit more often and pay higher interest rates. If they have high assets, they
hold more credit in high-exemption states; while if they have low assets, they
hold less credit in high-exemption states.

As you know, a bankruptcy exemption is, in the words of Justice Antonin Scalia of
the United States Supreme Court, defined as "an interest withdrawn from the
[bankruptcy] estate (and, hence, from the creditors) for the benefit of the debtor.”
Owen v. Owen, 500 U.S. 305, 308 (1991). S.1624 would allow people who meet the
definition of a "medically distressed debtor" an exemption of $250,000 for their
homes, which is greater than the amount provided by the laws of most states. Based
on this fact and your expertise in economics, do you think S.1624 is likely to have the
effect described by Professor White above?

5.1624 does permit higher bankruptcy exemptions than current law and thus would
increase consumers’ demand for credit by providing partial consumption insurance.
This would then cause lenders to reduce the supply of credit and increase interest rates.
Consequently, I do agree with the effects described by Professor White.

4. At the hearing, Senator Franken asked you several questions about the number of
medical bankruptcies in Switzerland, France, and Germany; he then asserted that
there were no medical bankruptcies in those countries. It is true that all of those
countries have some form of socialized healthcare system, resulting in very few
individuals having any medical debts; however, the bankruptcy laws of those
countries also offer only very limited opportunities for debtors to obtain a discharge
from their debts, whereas the bankruptcy laws of the United States provide broad
avenues for discharge of debts in bankruptcy. In short, that means that a European
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debtor in bankruptcy will still be required to pay some, if not all, of their debts,
whereas a debtor under Chapter 7 of the American bankruptcy code can walk away
from all of his debts and only lose whatever nonexempt assets he had at the time of
filing.

a. Given the above-stated facts about European bankruptcy laws, do you think
people in those countries would have much incentive to enter bankruptcy as a result
of medical bills, even if those countries did not have a socialized healthcare system?

The personal bankruptcy law in the United States allows individuals who file for
Chapter 7 bankruptcy to clear/wipe all of their debts, without losing all of their assets.
Depending on the level of exemptions allowed in state filings, individuals can keep
some or even all of their assets. Filing for personal bankruptcy can, therefore, give
financially distressed individuals a “fresh start”. This is reflected in the number of
bankruptcy filings seen in the United States.

In contrast, individuals filing for bankruptcy in European countries are required to pay
most of their debts over a sustained period, and in many cases have to give up their
homes. In circumstances where there are no opportunities to walk away from their
debt, there are very few incentives to file for bankruptcy, medical or otherwise. A 2006
paper by Michelle J. White, “Personal Bankruptcy Law: Abuse Prevention versus
Debtor Protection” shows that while there were 6.8 non-business bankruptcies filing per
1,000 population in the United States, there were only 3.0 filings in France and 1.2
filings in Germany per 1,000 populations.” The bankruptcy laws result in fewer
numbers of medical bankruptcies in those countries, regardless of the type of healthcare
system.

b. Given the ready availability of discharge of indebtedness under American
bankruptcy laws and the fact that the United States does not a have a socialized
healthcare system, is it not true that 5.1624, which would make it easier for
individuals with medical debts to obtain a discharge of all of their debts (not just
their medical bills), would create greater incentives to abuse the bankruptcy system
by accumulating medical debts?

Chapter 7 bankruptcy law allows debts incurred as a result of medical expenses (as well
as credit card debts and personal loans) to be discharged completely. (For instance,
individuals with medical debts on their credit card can get rid of all the debts.) Under
the Medical Bankruptcy Fairness Act, any individual who has a minimum debt of either
$10,000 or 10 percent of their income within twelve months at any time in the three
years before the filing is defined as “medically distressed debtor” and could file for
Chapter 7 bankruptcy. Hence, patients or their caregivers with as little as $5,000 (10

7 White, Michelle J. 2006. Personal Bankruptcy Law: Abuse Prevention versus Debtor Protection.
Available at: http:/ /econ.ucsd.edu/~miwhite/white-bapcpa.pdf
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percent of the U.S. median household income of $50,303) or less in medical debt could
take advantage of the high exemption allowed and get rid of their credit card debt as
well. Due to the ready availability of discharge of indebtedness under the bankruptcy
law, individuals might even be tempted to accumulate some medical debts, so that they
can wipe out all of their other debts when they file for bankruptcy as a medically
distressed debtor.

c. After the 2005 bankruptcy amendments, the United States' personal bankruptcy
laws are very similar to those of Canada; however, Canada has a government-
controlled, single-payer health insurance system. A recent article by Brett J. Skinner
entitled "The Medical Bankruptcy Myth” points out that Canada's personal
bankruptcy rate was 0.30 percent of the population in 2007. In that same year, the
bankruptcy rate in the United States was 0.27 percent. Thus, the Canadian personal
bankruptcy rate was similar to, but slightly higher than, that of the United States.
Furthermore, Skinner asserts that, if we use the definition of a "medical bankruptcy"
formulated in the Warren study, it is clear that so-called medical bankruptcies occur
in Canada as well. In fact, among Canadians over 55 years old, approximately 15
percent cited medical reasons as the primary cause of bankruptcy. Is it not true that
these numbers contradict claims that government-controlled health insurance will
prevent the bankruptcies of a large number of Americans?

Analysis of Canadian and United States Government data have shown that, in 2007, the
personal bankruptcy rates of Canada and the United States were .30 percent and .27
percent, respectively.? Thus, research shows that, even with a government-controlled,
single-payer health insurance system, the personal bankruptcy rate in Canada in 2007
was similar to that of the United States. It is clear, then, that there is no evidence to
support that the proposition that a government-run health care system would reduce
medical bankruptcy in the United States.

5. I understand that economists sometimes use the term "negative externality"” to
describe situations where one person takes a course of action that benefits that
person, but imposes most of the costs for that course of action on the rest of society. I
also understand that these situations are particularly attractive courses of action,
because the benefit to the person taking the action will necessarily be greater than its
costs to him.

a. 5.1624 would make it easier for people to obtain discharge of all of their debts,
both medical and non-medical, by allowing them to file under Chapter 7 of the

8 Brett Skinner & Mark Rovere, Fraser Alert: Health Insurance and Bankruptcy Rates in Canada and the
United States, July 2009,

http://www .fraseramerica.org/Commerce.Web /product_files/HealthInsuranceandBankruptcyRates 1J
S.pdf
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bankruptcy code. Chapter 7 involves complete discharge of all a person’s past
financial obligations. Is it not possible that 5.1624 allows one individual to impose
costs on everyone else who uses credit in America?

As mentioned above, S. 1624 would lead lenders to increase interest rates on borrowing,
thus imposing costs on everyone who uses credit. The bill would make it easier for
individuals to file for bankruptcy under Chapter 7 and thereby discharge all of their
debts, both medical and non-medical. Although this might be advantageous for the
debtors, the burden would fall on the creditors and medical service providers. A study
of more than a million Chapter 7 cases closed between 1994 and 2002 by the
Department of Justice’s United States Trustee Program (USTP) shows that in 96% of the
cases no funds were collected and distributed to the creditors.? As I discussed in my
answer to question 2 above, the losses to creditors in those cases are likely to be passed
on to the rest of the credit market’s participants because the creditors must raise prices
to compensate for the harm these losses do to profitability. Therefore, there is a
substantial potential for S.1624 to create negative externalities in the healthcare market.

b. If you answered question "5a" in the affirmative, is it not likely that 5.1624 will
increase the number of people filing bankruptcy, thereby increasing the costs
imposed on everyone else?

As a result of the ease with which all debts can be discharged under S. 1624, more
people would be tempted to file for bankruptcy. The increase in the number of
bankruptcy filings would raise the cost of borrowing on everyone else.

The easy discharge of debts is likely to lead to increased filings because debtors file for
bankruptcy when the marginal benefit of filing exceeds the marginal costs of doing so.
For example, in their bankruptcy study report entitled “the Household Bankruptcy
Decision,” Scott Fay, Erik Hurst, and Michelle White concluded that: an increase of
$1000 in households’ financial benefit from bankruptcy would result in a 7-percent
increase in the number of bankruptcy filings.”10

c. If you answered question "5b" in the affirmative, is it not true that that 5.1624
would likely lead to less available healthcare service for most people in America?

Under S. 1624, individuals who file for medical bankruptcy would avoid paying fees for
medical services. Thus, the increase in bankruptcy filings, along with the rise in the cost
of bad debts, would encourage medical service providers to raise their costs to all

? Flynn, Ed, Gordon Bermant, Suzanne Hazard. “Bankruptcy by the Numbers.” United States Trustee
Program (USTP), Department of Justice.

hitp:/ /www.justice.gov /ust/eo/public_affairs/articles/docs/abil22002.htm

10 Scott Fay, Erik Hurst, and Michelle J. White, The Household Bankruptcy Decision, American Economic
Review, Volume, 92, 706 {2002).
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Americans, making everyone pay more for health care. Furthermore, the increased
prices of healthcare services would likely lead to higher insurance premiums, causing
some employers to cease providing their employees with health insurance.

6. As mentioned above, a great deal of your testimony before the committee was
devoted to healthcare reform proposals currently under consideration by the 111th
Congress. In doing so, you illustrated how those bills would lead to higher insurance
premiums, lower wages, higher unemployment, and fewer jobs for Americans. You
indicated that these effects will likely lead to more bankruptcies. If the current
healthcare proposals become law, are those changes to the healthcare system likely to
increase the negative economic effects of 5.1624, which will make it much easier for
individuals to avoid paying legitimately-owed fees for medical services?

If the current healthcare proposal becomes law, the U.S. economy would further
deteriorate due to planned income tax increases in H.R. 3962 and proposed insurance
excise tax increases in 5.1679. These tax increases would cause businesses to create
fewer jobs and unemployment to rise. This would increase the number of bankruptcy
filings. The combination of the current healthcare legislation and S. 1624 would increase
the probability that people could legitimately walk away from all personal debt. As I
explained above, that would cause the price of health care services and health insurance
premiums to go up, which would themselves cause the unemployment rate to rise.
Therefore, all told, T believe that the health care proposals under consideration in
Congress would lead to more bankruptcies, and a worse economy overall.
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Apama Mathur: Response to Questions Submitted by The Senate Committee on The Judiciary
based on the hearing titled “Medical Debt: Can Bankruptcy Reform Facilitate a Fresh Start?” on
October 20, 2009

Response to Questions la and 1b.

The study cited in by Mrs. Edwards clearly suffers from several biases, the least of which
is the small sample size of 128 people that is somehow supposed to be representative of a
population of more than 300 million. Here are some problems with the study:

1) The sample for the study is too small and non-random to justify any belief in the estimate
of medical foreclosures. For any survey to yield meaningful results, the sample size has
to be appropriately representative of the large population and also to the extent possible,
nationally representative through the use of appropriate weighting techniques. The survey
conducted by the authors clearly does not meet these criteria. Moreover, it is not a
random sample of homeowners, but specifically restricts the sample to those homeowners
who have filed for foreclosure. By limiting the sample to those who have already filed for
foreclosure, the study overstates the incidence of medical debt in foreclosures. The
chosen sample is obviously one that has high levels of debt relative to income, so that any
type of debt could cause a significant increase in the probability of filing for foreclosure.
Therefore, it is not surprising that the respondents state medical debts as a significant
factor in their foreclosures. Other significant factors, not specifically mentioned in the
study, would include any other type of debt such as credit card debts. This is not an
indicator of medical debts causing the foreclosure. The cause could have been job loss or
divorce, but since the respondent was unable to pay bills as a result of that, what we are
observing is the co-existence of high bills and low income, rather than a causation. To
account for causation, the study sample should have, at the very least, included a
“control” group of medical debtors who did not file for foreclosure. In other words, if the
authors were trying to establish whether medical debts cause foreclosures, the appropriate
sample should have included households with and without medical debt, and households
who filed or did not file for bankruptcy. In short, what the authors have established is
some correlation, but not causation.

2) The study also should have allowed for the possibility that other household
characteristics, such as the filer’s work status, marital status, income, and other kinds of
debts could have influenced the foreclosure. As is now standard in any economic
analysis, this could be done through the use of appropriate regression techniques applied
on a suitably large, random sample of filers and non-filers. The study does claim to have
done multivariate analysis, but the sample problems persist in that analysis as well.

3) The study uses an overly broad definition of “medical debtors,” which includes people
with gambling problems, drug abuse or alcohol problems and people experiencing births
or deaths in the family. Further, it includes people who experienced any lost weeks of
work due to illness, whether or not they actually lost their job because of it. The survey
results shown in Table 3 of the study clearly state that only 23 percent of the respondents
believed that their foreclosure was actually caused by medical bills. However, the authors
chose to add to this number the percent of people who lost weeks of work due to illness,
the percent of peoplc with more than $1000 in medical bills, and the percent of people
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reporting any medical problems. This is clearly an overstatement of the problem. Since
the respondents thcmselves do not believe that these other factors caused the
foreclosures, it is wrong to ascribe the foreclosures to their medical costs. A related point
is that the survcy fails to provide information on other causes of foreclosures or how the
respondents would rank different factors. Therefore, it is unclear whether medical bills
were the most important cause or just another cause.

Based on my reading of the study, I do not believe that the results arc
representative of the cntire United States or even of the four states that were surveyed,
and the effect of medical bills on foreclosures is open to question.

Response to Questions 2a and 2b.

The definition of a medically distressed debtor is open to abuse and fraud. By definition,
a medically distressed debtor is anyone who incurred debts of the lesser of $10,000 or 10 percent
of income at any time within a twelve month period in the three years prior to the filing. To see
what this implies for the actual level of medical debts, it is helpful to look at a typical
distribution of bankruptey filers by income level. A study of the distribution of bankruptcy filers
by income in 2000-2002 showed that more than 85 percent of filers had annual incomes less than
or equal to $48,000, with almost 60 percent earning between $24,000-$36,000.! This means that
if the average filer spent about $2400-$4000 on medicines or medical care in any year, then they
would qualify for a medical bankruptcy. This seems like a relatively low level of debt
considering that the same study shows that credit card debts average approximately $20,000 for
this group of low-income borrowers. In the worst case scenario, this could create perverse
incentives for households since by accumulating a relatively lower level of medical debt, they
could take advantage of the high exemptions and thc debt discharge provisions of Chapter 7 to
get rid of their high credit card debts. In fact, it might even tempt households to accumulate other
types of debt prior to the filing, since they are eligible for debt discharge under Chapter 7.
Therefore, by allowing debtors to file as medical debtors irrespective of whether medical debts
are actually driving the household to bankruptcy, the Medical Bankruptcy Fairness Act would
essentially be providing relief from credit card debt rather than medical debts.” Given that the
Act would allow not only medical filers, but also all other debtors, to file for bankruptey under
Chapter 7, 1 believe that the credit counseling requirement should be made mandatory even
under the provisions of the Act. Filers with large debts, whether medical or other, would benefit
from such counseling. While it might be an irritant to non-opportunistic debtors like Ms. Burns,
overall the system would be better served by requiring such counseling for all debtors, rather
than removing it for some and not others. This is particularly true since even filers with primarily
medical debts are likely to have accumulated other debts, and these sessions might serve to help
them manage their other debts better.

* Marianne B. Cuthane & Michaela M. White, Taking the New Consumer Bankruptcy Model for a Test Drive:
Means-Testing Real Chapter 7 Debtors, 7 AM. BANKR. INST. L. REV. 27, 37-38 (1999); Ed Flynn & Gordon
Bermant, Bankrupicy by the Numbers: Chapter 7 Asset Cases, AM. BANKR. INST. J., Dec. 2002-Jan. 2003

? hitp://weber.ucsd.edu/~miwhite/UTll-law-review--final. pdf
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Response to Questions 3a and 3b.

1 believe that the current system would be open to abusc and fraud if the Medical
Bankruptcy Faimess Act were madc into law. This could happen in thc following ways:

A study of the distribution of bankruptcy filers by income in 2000-2002 showed that
more than 85 percent of filers had annual incomes less than or equal to $48,000, with almost 60
percent earning between $24,000-$36,000.> This means that if the average filer spent about
$2400-$4000 on medicines or medical care in any year, then they would qualify for a medical
bankruptcy. This seems like a relatively low ievel of debt considering that the same study shows
that ercdit card debts average approximately $20,000 for this group of low-income borrowers. In
the worst case scenario, this could crcatc perverse incentives for households since by

" accumnulating a relatively lower level of medical debt, thcy could takc advantage of the high

cxcmptions and the debt discharge provisions of Chapter 7 to get rid of their high eredit card
debts. In fact, it might even tempt households to accumulatc other types of debt prior to the
filing, since they are eligiblc for debt discharge under Chapter 7. Therefore, by allowing debtors
to file as medical debtors irrespective of whether medical debts are actually driving the
houschold to bankruptcy, the Medical Bankruptcy Faimess Act would essentially be providing
relief from credit card debt rather than medical debts.*

The means test incorporated into the bankruptcy code in 2005 was designed to limit the use
of Chapter 7 bankruptcy to those who truly cannot pay their debts. In effect, it limits the ability
of high income filers to walk away from their debts when they have the ability to pay for them
by forcing them into Chapter 13 bankruptcy. This increases cfficiency and ensures that creditors
get at least a minimum rcturn on their debt. Doing away with the means test under thec Medical
Bankruptcy Faimess Act would allow high income individuals to walk away from not only their
medical debts, but also other debts such as credit card debts. For instance, it is typically the case
that families incurring high medical debts, especially due to job loss or other adverse events, also
incur other debts, such as car loans, unpaid utility bills, credit card debts etc. If medical filers are
no longer subject to means testing, then high income debtors would have an easier time walking
away from their other dischargeable debts. In the study of bankruptcy filers cited earlier, those
with incomes higher than $70,000 had average credit card debts of $42,000. Allowing this group
to take advantage of the debt discharge provisions under Chapter 7 would hit creditors
particularly hard. This is the exact situation that the 2005 bankruptey reform tried to address.
One possibility to avoid such a situation could be to set higher percentage of income thresholds
for medical debt for higher income households, to allow eligibility for a Chapter 7 bankruptcty.

The high exemption limits also create incentives for debtors to act opportunistically. The
incentive for debtors under these high exemption limits is to reallocate all wealth from non-
exempt assets to exempt assets. For instance, if the homestead exemption were raised to
$250,000 the individual would have an incentive to convert all non-housing asscts to housing

* Marianne B. Culhane & Michacla M. White, Taking the New Consumer Bankruptcy Model for a Test Drive:
Means-Testing Real Chapter 7 Debtors, 7 AM. BANKR. INST. L. REV. 27, 37-38 (1999), Ed Fiynn & Gordon
Bermant, Bankrupicy by the Numbers: Chapter 7 Asset Cases, AM. BANKR. INST. J., Dec. 2002~Jan, 2003

* hutp://weber.ucsd.edw/~miwhite/Ulll-law-review--final.pdf
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(say by using all available bank accounts to pay off the mortgage), so as to protect more of their
income and wealth from the creditors.

All of these provisions would have an effect on the market for credit, and therefore might
have adverse effects on exactly the debtors that the Act is trying to help. First, the Act does little,
if anything at all, for the creditors in these medical transactions. As discussed in the previous two
paragraphs, there could be potentially serious consequences for medical service providers if we
make it easier for debtors to file for medical bankruptcy involving the discharge of all medical
debts. In fact, research has shown that between 1994 and 2000, unsecured creditors received
nothing in about 96 percent of Chapter 7 bankruptcy filings, and in most Chapter 13 cases, only
mortgage creditors received anything at all.’ These higher costs of bad debts will ultimately be
passed on to consumers in the form of higher prices for care or poor delivery of care.

Second, there is now a fairly large volume of economics papers that discusses how high
bankruptcy exemptions affect debtor behavior. Debtors value high exemptions because it
provides them with consumption insurance by discharging some or all of their debts when a drop
in income would otherwise have caused a drop in consumption. However, because higher
exemptions for wealth and income make filing for bankruptcy more attractive, studies show that
the number of filings increases when exemptions increase.® This adversely affects the market for
credit. To insure against the probability of a bankruptcy filing, lenders raise interest rates or
ration credit,” which harms debtors who repay as well as those who would like to borrow but are
rejected.® Hence creditors alter behavior when faced with higher exemptions. This will ultimately
impact debtors adversely.

Response to Question 4.
It is simply not worth anyone’s while to comment on studies with 20 respondents. The

same issues that I brought out in response to the medical foreclosures study, apply with even
more force to this study. No results from such surveys have any meaning whatsoever.

Response to Question 5.

® Stewart E. Sterk, 4sset Protection Trusts: Trust Law’s Race to the Bottom?, 85 CORNELL L. REV. 1035, 1036
(2000).

€ Michelle J. White, Personal Bankruptcy Under the 1978 Bankruptcy Code: An Economic Analysis, 63 IND. L.J. 1,
45-46 (1987) (discussing data indicating that an increase in the bankruptcy exemption level corresponds with an
increased bankruptcy filing rate).

7 Reint Gropp, John Karl Scholz, & Michelle J. White, Personal Bankruptcy and Credit Supply and Demand, 112
Q.J. ECON. 217 (1997) (showing that higher exemption levels result in higher interest rates).

8 The optimal exemption levels in bankruptcy are determined by trading off debtors’ gain from having additional
consumption insurance and better work incentives when exemption levels are higher against their losses from higher
interest rates and reduced access to credit. For a formal model and simulations, see Michelle J. White, Personal
Bankruptcy: Insurance, Work Effort, Opportunism and the Efficiency of the “Fresh Start,” (May 2005) (unpublished
manuscript, on file with author), available at hitp://www.econ.ucsd.edw/~miwhite/bankruptcy-theory-white.pdf, and
Hung-Jen Wang & Michelle J. White, An Optimal Personal Bankruptcy Procedure and Proposed Reforms, 29 1.
LEGAL STUD. 255, 265 (2000).
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As T mentioned earlier, the problem with establishing causation in the kinds of survey
analysis presented here arises because people who have already filed for bankruptcy are a
selected group or sample who have problems managing not just their medical debts, but all other
debts. The average credit card balance for bankruptcy filers is more than $20,000 while the
average for all American families as shown by the Survey of Consumer Finances is about $4000-
$5000. This suggests that this group includes people who are either financially irresponsible, or
they have suffered other adverse events such as job loss or income loss which has caused them to
file for bankruptcy. Hence asking this group questions about whether they had any medical debts
that could have caused the filing is meaningless. The co-existence of medical debts with other
debts is insufficient to establish causation.
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Abstract

Legally, a bankruptey flag can appear on a bankruptcy filer's credit report tor up to ten years after the
filing. This bankruptcy {lag affects an individual’s credit score, and therefore the individual’s access to
credit, In this paper, we test whether the bankruptcy flag is a binding constraint in two ways. First, we
test whether the consumption of bankruptcy filers exhibits excess sensitivity to changes in income, which
is a traditional method by economists to test for borrowing constraints. Second, we use an explicit
question on whether a household was turned down for a mortgage loan or discouraged from applying for
a mortgage loan. '

Using the Panct Study of Income Dynamics (PSID), our results indicate that post-bankruptcy
consumers exhibit excess scnsitivity Hkely due to the bankruptey lag. Preliminary results also suggest
that post-bankruptcy households are more likely to be denied a mortgage, using both the PSID and the
Survey of Consumer Finances (SCF).

All views expressed in this paper are those of the author and do not reflect the views or policies of the
Burcau of Labor Statisties (BLS) or the views of other BLS staff members.
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L. Introduction

Legally, a bankruptcy filing can appear on an individual's credit report for up to ten years. Musto
(2004) finds evidence that the bankruptey flag does influence access to unsecured credit. Using a panel of
credit card data, Musto follows individuals before, during, and after the bankruptcy flag is removed from
their credit report. He finds that those houscholds with rclatively good credit scores enjoy significantly
more access to credit when the bankruptey flag is removed, indicating that the bankruptey flag decreased
access to credit for the ten year span.

In this paper, we complement the research of Musto by examining how filing for personal
bankruptcy affects access to credit in the ten years after bankruptey. In 1996, the Panel Study of Income
Dynamics (PS1D) included questions on whether individuals cver tiled for bankeuptey. And, in the 1998
and 2001 Survey of Consumer Finances (SCF), houscholds were asked whether they ever filed for
bankruptcy. Using two different methods, we use this information to examine the effects of bankruptey
on access to credit,

First, in the standard rational expectations permancnt-income hypothesis (REPIH) model,
consumption growth should not depend on idiosyncratic vartables, such as lagged houschold income.
However, in the prescnce of borrowing cons;traints, such as thosc imposed by filing for personal
bankruptcy, consumption may exhibit excess sensitivity. We use this insight to test whether the
bankruptcy flag is a binding borrowing constraint, using thc PSID. Empirically, we find that post-
bankruptcy houscholds do exhibit excess sensitivity to fagged income, which suggests that the bankruptcy
flag affects access to credit. Further, when the flag is removed from the credit report, consumption of
these households no longer exhibits excess sensitivity.

Second, we use a more direct test of whether the flag affects access to eredit. For this test, we use
both the PSID and the SCF. Both surveys ask questions about households being tumned down for foans.
In both data sets, we find that houscholds arc more likely to be tumed down for a loan if they have the

bankruptcy flag on their eredit report.
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11. Personal bankruptey background information
A. Chapter 7 and chapter 13

An individual filing for bankruptcy chooses between chapter 7 and chapter 13, Of the 1.56
million personal bankruptcy filings in 2002, 1.10 million (70.4 percenty were filed under chapter 7.
Under chapter 7, the debtor forfeits all assets exceeding the exemption fevels to the Bankruptcy Court. A
bankruptcy trustee sells the non-exempt assets and distributes the money to the creditors. In retum, a
chapter 7 filing discharges most unsccured debts. Secured debts are discharged only if the debtor forfeits
the collateral.

The other option when filing for personal bankruptcy is chapter 13. Filers do not tum over any
asscts to the bankruptey court but instead proposc a repayment plan for a portion of the outstanding debts.
Essentially, chapter {3 filers put themsclves on a strict budget during this repayment plan. If the
repayment plan is successfully completed, the filer receives a discharge of some of the unsecured debts.
It the plan is not completed, the fifer does not receive the discharge. The de facto rule regarding
repayment is that chapter 13 filers must repay at least as much as they would have repaid if they had filed
under chapter 7, but chapter 13 filers do not have to turn over any assets to the bankruptcy court. Because
of the repayment plan, chapter 13 is less popular than chapter 7.

B. Affect of bankruptcy on credit history

Regardless of chapter choice, the bankruptcy filing appears on an individual’s credit history for
ten years (Fair Credit Reporting Act; FCRA Section 605 (a)(1)). Onec the ten-year window passes, the
credit bureaus can no longer report the bankruptey filing on an individual’s credit report. Bankruptey is
unique in this aspect because all other adverse events (e.g., civil judgments and tax liens) can appear on a
credit history for only seven years (FCRA Section 603 (a)).

Interestingly, just because the bankrupicy information does not appear on the credit report after
ten years, this does not mean that the information is lost. If an individual has an existing relationship with
a creditor within the ten-year post-bankruptcy window, the creditor ean still maintain its own record of

the bankruptey filing after the flag is removed from the credit report. The FCRA act only applies to credit

[
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bureaus; it does not apply to creditors that obtaincd this information about the bankruptcy filing during
the ten-year window. Existing creditors presumably continue to use the bankruptcy information even
after it is removed from the credit report.

The other relevant feature of bankruptcy law is that a filer must wait six years after the discharge
of debts before he can icgally file for bankruptey again. While the individual may default on debt during
this time by not rcpaying bills, creditors can takc legal action to garnish wages or rcpossess assets.
Conscquently, this fcature of bankruptcy law may incrcase the willingness of some creditors to fend to
post-bankruptey individuals during the first six years after the discharge of debts. Musto (2004) finds that
post-bankruptey individuals have less access to credit, but they do have access to limited credit lines.

Combined, there are two countervailing forces. First, the bankruptcy flag on the credit report
decreases access to credit by signaling a poor credit risk. Second, the fact that the individual cannot file
for bankruptey until six ycars after the previous discharge may increasc access to credit, Overall, the net
effect would still be a decrease in access as shown by Musto (2004), but it might be more than it would
have been if bankruptey filers were allowed to file for bankruptey again at any point after the initial filing.
111. Data
A. Panel Study of Income Dynamics

For most of the empirical work in the paper, we use the Panel Study of Income Dynamics (PSID},
which is a longitudinal household survey that began in 1968. In addition to having longitudinal
information on expenditurcs, the 1996 wave of the PSID includes the necessary information about any
bankruptcy filings. In the 1996 wave, all houscholds were asked whether they ever filed for bankruptey.
If they did file, they werc asked under wbich chapter they filed and in what year(s) they filed. Because
the bankruptcy information is only available in the 1996 wave, households not in the 1996 wavc of the
PSID arc excluded from our sample.

There are two other important aspects of the PSID data. First, the PSID includes expenditure
information, which we use to test for excess sensitivity. The PSID includes information regarding food

caten out, food eaten at home, and food stamp usage. We sum thesc eomponents to create onc food
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expenditure variable. Since the 1988 and 1989 waves of the PSID do not include the food questions, we
exclude these years from our sample.' Second, the 1996 wave of the PSID also includes questions on
whether households were ever turned down for a home loan. Homeowners were asked whether they took
steps to apply for a second mortgage or other sccured line of credit against their home. Renters were
asked whether they cver took steps to apply for a home loan. For those that did take steps for either a
sccond loan or a first mortgage, they were also asked whether they were discouraged from borrowing and
why they. were tumed down for the loan. We classify any houschold that took steps to apply for a loan
but did not reccive a home loan as being constrained, regardless of the reason they were turmed down.

Summary statistics for the main variables from the PSTD are presented in Table 1. Al dollar-
denominated variables are in real, 1996 dollars. The summary statistics are prescnted by filing status.
The first group, post-bankruptey constrained, is our group of constrained bankruptey filers that arc within
the ten-ycar window after they filed for bankruptey. There are 325 households, with 1,478 observations
(household years). The sccond group, the pre-bankruptey households, includes 159 households in the five
years before the household filed for bankruptey.? Finally, the third group is the non-filers, which includes
the 5,937 households (28,500 ohservations) that did not file for bankruptcy in the PSID.

In terms of demographics, the summary statistics follow pattemns scen in the bankruptey literature
(Fay, Hufst, and White, 2002). Bankruptcy filers are younger and slightly more likely to be divorced than
non-filers. And, therc is little difference in race and education between filers and non-filers.
B. The Survey of Consumer Finances

When conducting the second test, we also use the Survey of Consumer Finanees (SCF) from 1998
and 2001. The SCF is a cross-sectional survey sponsored every three years by the Board of Govermnors of

the Federal Reserve System. The SCF provides detailed information on the income, asscts, liabilities,

' The timing of the food questions is not altogether clear. Generally, the PSID questions are asked in March to June
of the survey year, and the food at home and food away questions refer to how much is purchased in an avcrage
week. Zeldes (1989) assumes that information asked in year t is for year t consumption, while others have assumed
that year t questions refer to year t-1 consumption. in this paper, we follow the Zeldes interpretation.
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credit experiences, and demographic characteristics of U.S. households. Beginning in 1998, the SCF
began asking questions regarding personal bankruptcy. We use this bankruptey information and
questions regarding credit access to conduct the second test. The credit questions in the SCF are very
similar to the ones used in the PSID. One difference, however, is that the SCF includes all types of loans,
not just mortgage related loans. Importantly, the SCF identifies the type of loan the household applied for
but did not receive. Consequently, we can an identical specification as the one used in the PSID, and we
can use a broader definition of loans as well.
TV. Results
A. Test for Excess Sensitivity

To begin, we present results testing for the excess sensitivity of consumption. This test is derived
from the economics literature on liquidity constraints (Zeldes 1989). If households are liquidity
constrained or borrowing constrained, then the houschold is unable to borrow in anticipation of a positive
income shock. Unable to borrow, the household will not be able to consume the optimal amount. When
a positive income shock actually occurs, consumption will jump up as well. This jump in consumption is
the excess sensitivity of consumption. If there were no borrowing constraint, the household would have
borrowed money in anticipation of the positive shock. And, at the time of the shock, consumption growth
would not be sensitive to the predictable change in income.

To test for the presence of excess sensitivity, the estimated equation takes the form:

Aln Cira =0 +ﬁ;X;,/+| +yny, + E«l:

B, =1 0
where B, denotes whether the household is in the ten years after a filing; the dependent variable is the
growth in food consumption from ¢ to £+, the vector X,.; contains househoid level information known at
time £+/ that may influence tastes or preferences. Previous work has included information such as the

age of the houschold head, and the change in family size. Finally, y;, equals household income in year t.

 in the data, there are 325 post-bankruptcy households and 159 pre-bankruptcy households. The remaining
houscholds filed for bankruptcy before 1986 but after 1977, which put them in the ten-ycar post-bankruptcy window
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Under the standard model of Hall (197R), variables in the consumers’ information set should be
uncorrclated with consumption growth. If households arc not liquidity constrained, the cocfficient on the
log of lagged disposable income (y,) should be statistically insignificant. However, if post-bankruptcy
households face binding liquidity constraints, then y; should be negative and statistically significant.

Table 3 provides the parameter estimates of the Euler cquation for bankruptcy filers that are
within tcn years of filing. We perform pooled OLS in each specification with year dummy variables. The
year dummy variables control for aggregate cconomic fluctuations, which could be a significant problem
when the time span of the panel is relatively short, because there may be common components in the
forecast errors across individuals. Our sample contains ten years of data (1985-1987 and 1990-1996),
which is longer than most previous work and increascs the likelihood that aggregate cffccts arc averaged
out, In fact, we only find a marginal difference between the point estimates from a model with and
without time effects and the conclusions are unchangced.

To compare our results to some of the previous litcrature, all three columns represent
specifieations similar to those used in the previous research. Column one represcnts the specification
proposed in Zeldes (1989). In addition to the lag of income, this specification contains: the age of the
household head, age squared, and the growth in food needs. Column two represents the specification
proposed by Jappelli, Pischke, and Souleles (1998) and uses the change in the number of adults in the
houschold, and the change in the number of children in the houschold in place of the growth of food
needs.

As mentioned earlier, the coefficient on lagged income is the parameter of interest. We do find
evidence of excess sensitivity in column one and column two. This suggests that post-bankrupicy filers
exhibit excess sensitivity to income, meaning that the bankruptcy flag is binding.

A well documented fact is that excess sensitivity can arisc from several competing alternatives.
(sec Hall and Mishkin 1987; and, Garcia et al. 1997). Specifically, behavior such as precautionary saving

and myopia can gencrate excess sensitivity (see Shea 1995, and Garcia et al. 1997). Households with a

but that also means thau their pre-bankruptey period is not part of our sample.
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precautionary motive (or buffer-stock savers) have a target wealth-to-income ratio and adjust
consumption and savings to maintain this target ratio (Carroll 1997). If therc is a precautionary motive to
savings, the expected variance of consumption growth affects consumption growth (Jappelli and Pistaferri
2000). A houschold with low income relative to permanent income will have a high expected variance
and higher consumption growth. Without a measure of the expected variance, lagged income will be
negatively correlated with consumption growth, which could explain the pattern seen in the first three
columns of Table 3.

A myopic or rulc-of-thumb consumer has a constant marginal propensity to consume, which
violates the REPIH (Garcia ct al., 1997). Myopia differs from liquidity constraints, because a liquidity or
borrowing constraincd consumer saves in anticipation of a negative income shock and therefore smooths
expected decreases in income. A liquidity constrained consumer, however, cannot borrow in anticipation
of a positive income shock. This suggests that a Hiquidity constrained houschold is excessively sensitive
only to predicted increases in income. Alternatively, a myopic consumer is excessively sensitive to both
predicted increases and predicted decreases in income.

We believe that households that have filed for bankruptcy are generally not precautionary savers,
which seems like a reasonable assumption; by filing for bankruptey, these households have shown that
they are not likely to be saving to insulate consumption against negative income shocks. However, we
would like to rule out formally the possibility that they are myopic consumers. Tf liquidity constraints are
the source of sensitivity, post-bankruptcy households should cxhibit sensitivity to predicted income
increases but not to predicted income decrcases. Under myopic consumption, the household should
respond symmetrically o both increases and decreases in predicted income.

To test whether post-bankruptcy households arc liquidity constrained or myopic, there is a two
stage process. In the first stage, predicted income growth must be estimated. To estimate predicted

income growth, we estimate the following equation by pooled OLS:

Ay, Pl H AU, (2

=@+ Z'm LAY, + On(weeks, | )+ BX
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We use the cstimated coefficients from this specification to obtain values for predicted income growth
(4¥,+,+) and predicted income decline (4v,,~). The estimated cocfficients are presented in Appendix
Table Al. This specification for the change in income follows Altonji and Siow {1987) in using lags of
income growth to predict current income growth.

In Table 3, column three examines the possible asymmetry in excess sensitivity. The results
confirm that the existence of excess sensitivity is due to liquidity constraints and not myopia for our
sample of post-bankruptcy houscholds. While the point estimate on the negative income change is
statistically insignificant, the bankrupt households are sensitive to the positive income changes, as
expected if they arc liquidity constrained and not myopic.

An additional concemn in our analysis is that our sample of post-bankruptcy houscholds appears
liquidity constrained for some reason other than or in addition to the bankruptcy flag on their credit
report.  Can we attribute our results solely to the post-bankruptcy flag? Or, arc these households
constrained in all periods for other reasons, such as low assets? Indeed, the behavior of post-bankruptcy
households may bc observationally equivalent to low-asset households. While we cannot definitively
state whether the results in Tahle 3 are due to the bankruptey flag or something else, we atiempt to
address this issuc. We test whether households that filed for bankruptey display excess sensitivity in the
five years hefore filing for bankruptcy and in the time span from eleven to fifteen ycars after the
following (representing the time frame immediately atter the flag is removed). Exccss sensitivity in cither
of these time periods suggests that the bankruptey flag is not the source of the excess sensitivity.

Column (1) in Table 4 presents the point estimates on lagged income for both cxercises, and
column (2) uses the predicted changes in income. The rows correspond to the pre-bankruptey and post-
flag periods respectively. There is no evidence of excess sensitivity in cither test or for cither group. The
evidence presented in Tables 3 and 4 supports the proposition that households in the post-bankruptcy
period arc liquidity constrained. This result is robust to various specifications and tests of competing
hypothesis. Generally, post-bankruptcy households exhibit stronger excess sensitivity than other groups

found to be constrained by the previous literature (see Zeldes 1989 and Jappelli et al 1997),
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B. Empirical test for access to credit

While the test for excess sensitivity is a preferred test of economists, the PSID and SCF allow a
more dircct method to test whether the bankruptcy flag affects access to credit. This test uses variables
identifying whether households were turncd down for a lean or discouraged from applying for a loan. In
this test, we examine whether the bankruptey flag increases the probability a household is turned down
for a loan. To conduct this test, we use both the PSTD and SCF.

In 1996, the PSID asked households whether they took steps to apply for a home foan (a second
mortgage or home equity line for homeowners and a first mortgage for renters). If the household did take
steps, they were also asked whether they received the loan.  As our dependent variable, we define a
variable that equals onc if the houschold was not given the loan, and zero otherwise.

In every survey year, the SCF asks whether households were turmed down for a toan and whether
they were discouraged from applying. The biggest advantage of the SCF is that the loan questions refer
to ail types of loans, not just home loans. The biggest disadvantage of the SCF is that the year the
household was applied for the loan is not known. The questions only refer to loans within the last five
years, without specifying an cxact year.

The hypothesis is that the presence of the bankruptey flag should make houscholds more likely to
be turned down for a loan. Not conditioning on any factors except bankruptcy status, Table 2A presents
the perccntage of households that were denied access to credit. In the PSID, 3.1 pereent of alt houscholds
wcre denied access to a mortgage loan. In the SCF, 3.6 percent were denied access to a mortgage loan,
while over 23 percent were tumed down (or discouraged) for any type of loan. As expected, in both the
PSID and SCF a higher pereentage of post-bankruptey houscholds were denied access to secured loans.
For mortgage loans, 5.1 percent and 10.2 percent of bankruptcey filers one to five years after bankruptey
were denied access in the PSID and SCF, respectively. Six to ten years after bankruptcy, the percentages
are about the same. The largest difference between the two data sets is in the years after the bankruptey

flag is removed from the credit report. In the PSID, only 1.4 percent were denied a home loan, while 10.9
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percent were in the SCF. This could be because of slightly different definitions in how the PSID and SCF
define the oan questions, but that alone should not account for the large difference.

Table 2B provides some insight into why these households were denied access in the PSID, Of
the households that took steps to apply but were discouraged from continuing, almost 13 percent of
households listed credit history problems as one of the reasons they were denied access to credit.

Table 5 presents the results, using the probit method for this test. The dependent variable again
equals one if the household was turned down for a loan or discouraged from applying. In the PSID, the
loan only rcfers to a mortgage loan or home equity loan. . In the SCF, we present two different
specifications. The first follows the PSID definition and only uses mortgage and other home loans. The
second includes all loans.

The key independent variables are three variables for the bankruptcy flag. The first variablc
cquals one if the household filed for bankruptey in the previous five years. The second variable equals
one if the household filed six to ten years ago. Finally, the last key variable equals one if the household
filed for bankruptey eleven to fifteen years ago. Again, we want to detcrmine whether it is the bankruptey
flag that might be affecting aecess to credit, not somc other variable that might be correlated with the
bankruptcy flag.

The other variables in the specification include variables that may affect access to eredit and are
simifar to work by Cox and Jappelli (1993), which looked at access to credit using the Survey of
Consumer Finances. The variables are: income, net worth, education, age, marital status, race, family
size, employment status, and region dummy vartables. The SCF does not include the region variables, so
we exclude these dummy variables from the SCF results.

The results in Table 5 closely match what is secn in Table 2A. For the PSID, the coefficients for
an active bankruptcy flag are positive and significant, indicating that the presencc of the flag increases the
probability of being turned down for a loan. Importantly, the coefficient for a bankruptcy filing more
than ten years ago is statistically insignificant. For thc SCF, all three cocfficients arc statistically

significant, suggesting that filing for bankruptcy still affccts access to credit after the bankruptey flag is
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removed from the credit report. In part, this effect might be duc to the timing of the bankruptcy. and loan
questions in the SCF. We conducted sensitivity analysis regarding the timing of thesce variables, and the
results were similar. These results are not presented here but will be in futare versions of this paper. in
part, it may also be the fact that bankruptey filers are more likely to be discouraged and not actually
apply. This is another issue to be addressed in future versions,

Comparing the results with only mortgage-type loans in the SCF and all loans in the SCF, the
results look similar. The biggest difference is that income and net worth are significant predictors in the
all loans specification but not the mortgage specification.

In results not presented here, we wanted to determine whether the penalty for filing for
bankruptey has changed over time. Ultimately, we would like to compare the PSID rcesults from 1994 to
the SCF results from 1998 and 2001, but we are not confident in our ability to do this yet. However, we
can compare 998 and 2001 in the SCF. To accomplish this, we interact a year dummy variable with the
threc bankruptcy variables. For the years when the bankruptcy flag is on the credit report, we fail to
reject the hypothesis that the cocfficients changed over time. Not surprisingly, the penalty does not scem
to have changed between 1998 and 2001. [t may take additional years of data to see whether there was a
change in the penalty.

Finally, we are also eoncerned that non-filers may not be the proper control group in these
regressions. Maybe the rclevant group is not those houscholds that never filed, but houscholds that filed
for bankruptcy but do not have the flag currently on the credit report. [f we restrict the SCF regressions to
Jjust those that ever filed for bankruptey, the coefficient on the two dummy variables for the years when
the bankruptey flag is on the credit report remain positive and statistically significant.

This latter work is still preliminary, and there arc a few improvements that are underway. First,
there may be an application bias, meaning that bankrupt households may be less likely to apply for a loan;
there may be selection into who applies for a loan. We will use questions in the PSID and SCF to
determine whether bankruptcy filers are less likely to apply for a loan. Second, there are several

improvements on-going with the SCF data, as described above. We are also estimating the size of the
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borrowing gap using the SCF. In esscnce, we address the question: how much more would those
houscholds with a bankruptcy flag on their credit report like to borrow? This gets at whether the flag
Himits access to credit, and it gets at the severity of the punishment.
V1. Conclusions
The objective of this paper was to test whether the bankruptey flag, which appears on the credit
report for up to ten years after filing, limits access to credit. We find evidence that the flag is binding,
using two distinct tests. The first test suggests that the consumption of bankruptey filers is sensitive to
income, which indicates that the bankruptcy flag does restrict access to credit. In the second test, the
results suggest that the bankruptey tlag increases the probability a household is denied access to credit.
Our results complement the findings in Musto (2004) by providing another test of whether
bankruptey affects access to credit. There is on-going work with this second test that will hopefully
address some additional interesting questions, including: Has the penalty from filing decreased or

increased over time?
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Table 1: Summary Statistics by bankruptcy status (1985-1995)

Post-bankruptcy Pre-bankruptcy (< 5

(< 10 years after filing) years before filing) Never filed
Income and home equity (§)
Total income 38,792 40,931 49,770
(25,746) (28,095) (52,240)
Finaneial income 88 107 32,530
(615) (681) (752,469)
Consumption ($)
Total food 5,796 5,451 5,629
(3,185) (3,001) (3.854)
Food necds 12,671 8,801 11,404
(5,204) (6,183) (5,083)
Family Characteristics
Age of houschold head 39.7 375 45.0
Family size 3.2 3.2 2.9
Own home 0.472 0515 0.646
Married 0.579 0.591 0.618
Single 0.108 0.108 0.148
Divorced/widowed 0313 0.301 0.234
White 0.630 0.597 0.671
Black 0.338 0.383 0.310
Other race 0.032 0.020 0.019
High school dropout 0.229 0.173 0.233
High school graduate 0.410 0.454 0.339
Some college (no degree) 0.262 0.298 0.203
College graduate 0.099 0.075 0.225
Number of observations 1,478 342 28,500
Number of houscholds 325 159 5,937

Notes: All data come from the Panel Study of Income Dynamics (1985-1995), and the non-food items are
in real, 1996 dollars using the CPI-U-RS. Total food and food needs are in real, 1996 dollars using the

ttem index for food. Standard deviations are in parentheses.
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Table 2A: Percent denied access for loan by filing status — PSID and SCF

PSID SCF SCF
% denied % denied % denied
Mortgage loans  Mortgage loans All loans
All households 3.1 3.6 232
Filers one to five years after bankruptcy 5.0 10.2 66.6
Filers: six to ten years after 4.5 9.6 61.0
Filers: eleven to fifteen years after 1.4 10.9 52.6
Non-filers 2.9 3.1 20.5
Table 2B: Reason turned down for loan — PSID only
% given as reason
(may give more
than one answer)
Did not apply for loan
Interest rate too high 37
Down payment too high 7.3
Closing eosts too high 1.0
Other 86.0
Turned down for loan
Credit history problems 12.9
Too much debt 2.0
fncome not high enough 9.9
(or stable enough)
Couldn’t make down payment 5.0
Withdrew Joan on own 12.9
Other 57.4
15
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Table 3: Euler equation estimates (post-bankruptcy households)
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(H

@

3

Post-bankrupicy households (< 10 years after filing)

Yo

At

AS’H!7

Agem

Ageyy squared/100

A adults;,,

A childreny,

A Annuat Food Needs,,,

Constant

Observations 1,478

-0.0243*
(0.0129)

0.0032
(0.0055)
-0.0062
(0.0060)

0.3683***

(0.1205)
0.1743
(0.1621)

~0.0228*
(0.0133)

0.0042
(0.0053)
-0.0069
(0.0059)
0.1613%+%
(0.0308)
D.1457%*+
(0.0283)

0.1342
(0.1589)

0.0900*
(0.0497)

0.0404
(0.0567)
0.0015
0.0052)
-0.0040
{0.0058)
0.1544%**
(0.0307)
0.14160**
(0.0285)

-0.0506
(0.4181)

Notes: Robust standard crrors are presented in parentheses. All data usc the PSID (1985-1996). (**%),
(**), and (*) represent significance at the 1, 5 and 10 percentiics respectively. The estimates presented in
the table represent a mode!l with year dummy variables. The dependent variable equals the log change in
food expenditures. The predicted change in incomes (A¥+ and Ay—) are predicted using the specification

in Appendix Table Al
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Table 4: Euler equation estimates (post-bankruptey households and pre-bankruptey houscholds)

(1 )
Vi AVt AV s
Pre-bankruptcy flag households -0.0058 - e
(A) (1 to 5 years before filing) (0.0317)
(n=223) . 0.0956 0.2808**
(0.1246) (0.1256)
Post-bankruptey flag households -0.0450 o -
- . (0.0381)
(B) (11 to 15 years after filing)
(n=342) -0.1212 0.2709***
(0.2572) (0.0573)

Notes: Robust standard errors are presented in parentheses. Both specification (1) and (2) include age,
age squared, the change in the number of adults, the change in the number of children, year dummy

variables, and a constant. All data use the PSID (1985-1996). (***), (**), and (*) represent significance

at the 1, 5 and 10 percentiles respectively. The dependent variable equals the log change in food
expenditures. The predicted change in incomes (Ay+ and Ay—) arc predicted using the specification in

Appendix Table At
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Table 5: Probability of being turned down for a loan — PSID and SCF

PSID SCF SCF

Mortgage loans Morigage loans All loans

Coefficient Coefficient Coefficient

{std_error) (std. error) (std. error)

Filed in last five years 0.3334* 0.4203*** 0.9738%**
(0.1997) (0.1262) (0.0917)

Filed six to ten years ago 0.5857* 0.4854%** 1.0504%%*
(0.3125) (0.1629) (0.1341

Filed eleven to fifteen years ago 0.1286 0.5337%%* 0.7795%**
(0.4033) (0.1534) (0.1160)

Income -9.37¢-07 -5.06¢-08 -9.38¢-07***
(1.18¢-06) (1.48¢-07) (3.59¢-07)

Net worth -2.59¢-07 -1.79¢-08 -4.63¢-08*
(2.94¢-07) (1.88¢-08) (2.69¢-08)

High school dropout -0.2941* 0.0451 0.2840%**
(0.1759) (0.1099) (0.0635)

Graduated high school -0.0719 0.0773 0.0923*
(0.1759) (0.0804) (0.0494)

Some college 0.0969 0.1569* 0.2712%**
(0.1308) (0.0908) (0.0542)

Agc 0.0118 0.0275* -0.0109
(0.0333) (0.0163) (0.0081)

Age squared -0.0007 -0.0004** -0.0002**
(0.0004) (0.0002) (0.0001)

Marricd 0.0463 0.0677 -0.2374***
(0.1204) (0.0770) (0.0459)

Blaek 0.1684 0.0787 0.4038***
(0.1344) (0.0966) (0.0566)

Family size -0.0747** 0.0726*** 0.0577%**
(0.0395) (0.0224) (0.0149)

Whether employed 0.1663 -0.1907+* -0.0736
(0.2052) (0.0978) (0.0567)

Region dummy variables YES NO NO
R-squared 0.1536 0.0593 0.1813

n 6,402 8,679 8,679

Notes: For the PSID results, robust standard errors are presented in parentheses. The PSID data is from

(1991-1995). The SCF data are from 1998 and 2001.

(***), (**), and (*) represent significance at the 1, 5 and 10 percentiles respectively.

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00071 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC

56473.032



VerDate Nov 24 2008

66

Appendix Table Al: Predicted change in income (Ay,.)

Coefficient (std. error)

Ay,

Ay

AYea

A Weeks worked,:,
Agen

Age squared,

A Adults,,,

A Children,,,

Year dummy variables

R-squared

-0.5394%**
(0.0161)
-0.2870***
(0.0151)
-0.1480***
00111y
0.0071%**
(0.0004)
0.0050%**
{0.0014)
-6.4e-05%**
{1.3e-06)
0.1426***
(0.0095)
0.0451%**
(0.0106)
YES

0.2647

Notes: Robust standard errors are presented in parentheses. All data use the PSID (1985-1996). (***),
(**), and (*) represent significance at the 1, 5 and 10 percentiles respectively. The dependent variable
equals the log change in income between t-+1 and t (see the data appendix).
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Introduction’

An extensive literature spanning several disciplines has established the correlation
between health and a variety of measures of soctoeconomic status.? This paper complements this
literature by examining the rclationshibs betwcen health status, health insurance, medical debt,
and household wealth in data from the Survey of Consumer Finances (SCF). The SCF is widely
regarded as a key source of information on the balance sheets of U.S. families, but comparatively
little rescarch has taken advantage of health-related data in the SCF. Using these data, | examine
how factors that may leavc houscholds vulnerable to medical expenditure shocks—poor health
and lack of health insurance-—vary with household characteristics and how these factors are
corrclated with indicators of financial distress, such as delinquency on debt payments. By
pooling data across 15 years, I am able to assess how rates of health insurance coverage, health
status, and, for uninsured houscholds, reported reasons for not having health insurance coverage
have changed over time.

| also take advantage of thc SCF’s detailed information on household debts and focus
particular attention on the relative prominence of debt owed for medical expenditures on the
household balance sheet. Further, the paper provides evidence on the importance of medical
concerns in houscholds’ finances by examining information on familics” motives for savings,
anticipated expenses, and reasons for income fluctuations. The paper conctudes with a brief
discussion of the potential implications of these descriptive findings and, in particular, how

estimates of inequality based on the distribution of wealth or income alone may differ from those

' The views in this paper are mine alone and not necessarily thosc of the Board of Governors or its staff. This draft
is preliminary and incomplete. Please do not cite or circulate without permission of the author.

* Recent contributions include Adams er o (2003), Deaton {2002). Hurd and Kapteyn (2001), Smith (1999, 2004)
and Wenzlow et al (2004); sce aiso the references in each of these, particularly to contributions from non-
cconomists.
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using a broader mcasure of inequality that additionally encompasses health-related mcasures of
well-being such as insurance coverage.

it is difficult to isolate the causal mechanisms underlying the observed correlations
between, say, self-reported health and socioeconomic status (SES). The “health-SES gradient™
may reflect a wide array of influences, including potential finkages by which SES affects health,
routes by which health status affects SES, and correlation of both health and wealth with
unmeasured factors. The determinants of health insurance coverage, medical debt, and health
status are likely similarly complex and inter-related. Thus, the initial results presentcd here are
intended as descriptive and take advantage of the rich and nationally representative data in the
SCF-—including a number of medical- and health-related mceasures not generally available in
other data sources—to cstablish basic facts and to highlight patterns in health indicators,

insurance coverage, indebtedness, and financial vulnerability across houscholds.

Data

The analysis uscs data from the 1989 through 2004 Surveys of Consumer Finances
(SCF). The SCF provides the most comprehensive and highest quality wealth data for U.S.
households and has been conducted by the Board of Governors of the Federal Reserve System
every three years since 1983.% Since the 1989 survey, the SCF has utilized a consistent duai-
frame sample design with both a standard, geographically based random sample and a list
sample; the list sample draws on statistical records derived from tax returns to oversample
houscholds that arc likely to be wealthy (Kennickell, 2001). This design yields cfficient

measurement of both widely held types of assets and debts, such as cars and ear loans, and

3 Bucks, Kennickell, and Moore (2006) provide an overview of results from the 2004 SCF and additional
information about the survey.

(2]
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narrowly held wealth components, such as private businesses. In addition, information available
for both respondents and non-respondents in the list sample provides a means of adjusting for
differential rates of non-response, which tend to increase with income and wealth (Kennickell,
2007). Non-response adjusted weights are used throughout the paper so that estimates are
representative of the overall U.S. houschold population (Kennickell and Woodburn, 1999).

The SCF includcs detailed data on houscholds” assets and liabilities as well as
information on income, demographics, expectations and attitudes, use of financial institutions,
current and past employment, and pensions. [n addition, the SCF collects information on the
health insurance status of individuals who live in the household and self-reported assessments of
health for the household head and, in the case of couples, his or her spouse or partner. Of
particular interest to this study, for nearly all debts, the survey asks about the purpose for which
the money was borrowed and the type of institution that made the loan. These two pieces of
information arc key to identifying “medical debt™ analyzed below.

Medical debt is defined as debt for which cither: i) the loan purpose was