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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

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00009 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

4

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.

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00013 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

8

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

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00020 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

15

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
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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.

VerDate Nov 24 2008  14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00030 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC



VerDate Nov 24 2008

25

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
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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.
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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.

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00074 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC

56473.035



VerDate Nov 24 2008

69

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]

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00075 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC

56473.036



VerDate Nov 24 2008

70

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 “Medical/
dental/veterinary cxpenses; attorney’s fees™ and for which the lender was not reported to be a
lawyer, or: ii) debt owed Lo a “doctor or hospital; dentist; veterinarian”. Under this definition,
medical debt may appear in several categories of leans in the SCF, namely, second mortgages,
home cquity loans, lines of credit, and “other loans.” The “other loan™ category capturcs non-
mortgage instaliment loans taken out for a reason other than educational expenscs or the
purchasc of a vehicle (which are recorded elsewhere in the survey) and includes outstanding bills
that are more than 30 days past duc.

This mcasure of medical debt may understate the actual fraction of houschold debt

attributable to medical expenditures for two rcasons. First, although respondents are generally
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reminded to include medical bills as well as similar loans when asked about “other loans,” it is
possible that some SCF respondents may not consider outstanding bills to service providers as
loans and consequently may not report them.* Sccond, it is not possible to identify the types of
debt charged to credit cards, so outstanding medical debt owed on credit cards is excluded.
Nonetheless, by calculating the amount of houschold debt owed for medical purposes, the paper
provides a rough—albeit likely conservative—estimate of how much aggregate consumer debt
statistics, which do not capture debts owed to service providers, might change if this type of debt
werc included in the aggregate cstimate.

To my knowledge, only a handful of studies have examined the association between
wealth, on the one hand, and health indicators or health insurance status, on the other, in the
Survey of Consumer Finances.” Researchers interested in these questions for the U.S. have more
frequently tumed to panel data from the Health and Retirement Study (HRS), the Assct and
Health Dynamics of the Oldest Old survey (AHEAD), the Pancl Study of Income Dynamics
(PSID), or the Medical Expenditure Pancl Survey (MEPS). These surveys have at lcast two
important advantages relative to the SCF. Pcrhaps most importantly, as noted by Hurd and
Kapteyn {2001), Smith (1999, 2004), and others, these longitudinal data sources provide critical
leverage in potentially identifying causal links between wealth and health by allowing
researchers to isolate innovations to health or wealth. Second, these surveys include more
detailed information on specific heaith conditions, health expenditures (as opposed to

outstanding medical debt), and health insurance than is avatlable tn the SCF. In examining the

* Specifically, the SCF asks “Do you have any other foans?,” and, at the interviewer’s discretion, this question is
followed up with “These may be loans for household apphances, tumiture, hobby, or recreational equipment,
medical bills, loans from friends or refatives, loans for a business or investment, or other loans.” The latter portion is
optional but reportedty is generaily read by interviewers.

* Starr-McCluer (1996), Wenzlow ef af (2004), Lyons and Yilmazer (20035), and Kennickell {forthcoming) each
constder questions in this vein using the SCF; relevant results from cach of these are discusscd throughout the
remainder of the paper.
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relationship between wealth and health, Smith (1999, 2004) and Levy (2002) take advantage of
both of these strengths by focusing on the effect of a new diagnosis of a chronic health condition
on households’ finances; to the extent its realization or fiming is not anticipated, the new
diagnosis may represent an exogenous “shock” to health.®

On the other hand, the detailed information in the SCF on the value of individual assets
and debts within narrow categories yields a more complete picture of houscholds” financial
position and the relative importance of medical debt. The AHEAD, HRS, MEPS, and PSID cacl
collect information on about a dozen or fewer categories of assets, and for many non-financial
asscts only the net value is reported.” Juster er af (1999) conclude that, by and large, this modest
set of questions provides reasonably accurate measures of net worth for all but the wealthiest
households. Of course, the less-extensive wealth modules can preclude analysis of narrower
questions; for example, in this study 1 use the information on the foan purpose and lender in the
SCF to identify medical debt and the sources of thesc loans. In contrast, medical debt in these
other surveys is combined with a variety of other types of debts that arc captured by a single
question regarding debts not specifically covered elsewhere in the interview questionnaire.

The SCF also includes a number of measures of financial vulnerability as well as
indicators of the role that medical expenses and health concerns piay in households’ finances and

financial decision-making. These indicators include households’ reasons for saving, major

“ In this spirit, Lyons and Yilmazer (2005) use the retrospective SCF question about income last year compared to a
“pormal’ year to construct a measure of *income shocks™. This variable is key to identification of their
simultancous probits of heaith status and indicators of financial strain since it (as well as some other variables) is
excluded from one of the equations.

” For example, the 2003 PSID Supplemental Wealth Files asked the valuc of: owner-occupied real estate; first and
sccond mortgages and other home-secured debt; non-owner occupied real estate {net value); business or farm equity.
{nct value); vehicles {net valuc); stock in publicly held corporations, mutual funds. and investment trusts; transaction
accounts (e.g., checking, savings, CDs); other assets (e.g., bond funds, cash value of life insurance); equity in IRAs;
and debt other than mortgages or vehicle Joans (e.g., credit cards, student foans, medical or legal bills) (See
htip://simba.isr.umich.cdu/Zips/ZipMain.aspx, http://psidonline.isr.umich.cdu/data/Documentation/with2003 himl).
MEPS includes the valucs of assets in similar categories and, for non-financial assets, cotlects both the markct value
of the asset and debt owed (Bernard ez of (2007)). Assct modules in the HRS and the AHEAD survey are also
similar to those in the PSID (See http:/hrsontine.isr.umich.edu/concord/index himt and Smith (1995)).
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foreseeable expenses, and sources of income fluctuations. Further, in contrast to the HRS and
AHEAD, which capture information only on older households, the SCF is representative of all
U.S. houscholds and thercfore allows analysis of both differences by age and changes over time.
Because the SCF is a cross-section, researchers cannot use identification strategics such as first-
differencing to estimate the causal effect of health on wealth, for example. However, it is worth
noting that panel data approaches may come at a cost, since first-differencing and similar
strategies can exacerbate the role of measurement error, as underscored by Juster ef af (1999),

resulting in less precise estimates and potentially misleading conclusions.

Results

The health-SES gradient in the SCF

The well established inverse relationship betwceen health and socioeconomic status is
apparent for several SES measures in the Survey of Consumer Finances (Table 1). The first row
and column of the table indicate that for 30 percent of households in the SCF samples pooled
from 1989 through 2004, cither the head or spouse/partaer, if applicable, assessed his or her
health as fair or poor. This pereentage falls monotonically with income, wealth, and education,
as shown in the next three panels of the table.® For exampie, 50 percent of households in the
bottom income quintile have a head or spousc/partner that reported being in either fair or poor
health, compared to roughly 15 percent of houscholds in the top income quintile.

The relatively high proportion of households with low income that report fair or poor
health partially reflects declines in health associated with age, as illustrated in the bottom portion
of the table, since retired houscholds tend to have Jower incomes. However, excluding

households with a hcad aged 65 or older docs not affect the qualitative findings; even over this

# Tests of the statistical significance of this and other results will be avaifable in a forthcoming draft.
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sample, the share of households reporting fair or poor health declines steadily with income, net
worth, and education (not shown). The findings arc in line with those of Wenzlow ef a/ (2004)
and Kennickell (forthcoming). Both of these studies use the SCF to. examine the relationship
between houschold characteristics and self-reported health status in a multivariate framework
and conclude that wealth and income are positively and statistically significantly correlated with
self-reported health afier controlling for other factors such as age, education, and marital status.
Differences in health insurance coverage across income, net worth, and education
categories mirror the differences in self-reported health status. The middle column of Table |
shows the share of households within each of these groups for which some but not all family
members have coverage, and the third column presents the share ot households for which
nobody in the household is covered. Households with nct worth in the bottom quartile, for
example, are about seven times more likely than thosc in top net worth decile to have at least one
member who is uninsured and ten times more likely to have no coverage for any famity
member.” The share of households that do not have health insurance for some or all family
members declines with age. The high rates of insurance coverage among the oldest group likely

reflect in large part the ncar-universal Medicare coverage of individuals who are 65 or older.'

Trends in the health-SES gradient and in the role of health issues in household finances
The first three rows of Table 2 consider the samc indicators—self-reported health and

lack of insurance coverage for some or all family members—across survey years. These results

® These relationships between health insurance coverage and socioeconomic indicators again hold when excluding
households with a head who is 65 years old or older.

¥ The fact that the share of houscholds in the oldest age group without any insurance is not zero likely reflects both
the fact that a small fraction of older individuals is not eligible for Medicare and potential respondent error {e.g.,
contusion regarding eligibility versus enrollment) that could not be resolved in review and editing of these data.
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. . . - 1
offer little evidence of a clear time trend in these measurcs.

In contrast, the third panel of the
table suggests the reasons that houschold members are not covered by insurance may have
shifted over time. The share of such houscholds that reported the cost of obtaining insurance
was the primary impediment to obtaining health insurance coverage rose from 72 percent in 98¢
to 80 percent in 2004, after hovering around 73 percent in the earlier years. Conversely, the
fractions reporting that they did not have insurance due to age or health conditions or that they
were uninsured by choice both appear to have fallen somewhat on net between the 1989 and
2004 surveys.

The next three sets of rows in Table 2 eonsider the frequency with which households cite
medical expenses as a reason for saving, an anticipated major cxpensc, or the source of a recent
drop in income. At least when looking over ail houscholds, medical expenses are rarely rcported
as the primary motive for saving. In thc pooled sample, only 3 percent of households cite the
need to save in case of illness or for medical/dental expenses as the most important reason for
saving; another 3 percent mention these as an additional reason for saving, after the primary
motive. By comparison, roughly a quarter of houscholds in the 1989-2004 surveys report that
their primary rcason for savings is for retirement, and about 10 percent cite education expenses
as the most important reason for saving (not shown). Just over 20 percent of households
reported that the most important reason for saving was for emergencics, “rainy days,” or other
similar unexpected needs, a broad eatcgory which of course could include medical contingencies.

The fraction of houscholds that specifically cite medical expenses as the primary reason for

' Chernew, Cutler and Seliger Keenan {2005) document the risc in the share of uninsured non-elderly individuats in
the U.S. over the 1990s as measured by the Current Population Survey. They atiribute most of this rise to increases
in premiums, an effect that was only partially offset by expansion of Medicaid over this period. In most instances it
is possibie in the SCF 1o identify which individual household members are not covered by insurance, and one can
distinguish government and private coverage. In a future draft, | intend to examine whether the roughly steady
overall percentages of households with partiat or no insurance coverage between {989 and 2004 mask variation in
individual coverage and in coverage by government versus private insurance.
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saving is similar to the shares citing saving for family-related reasons (4 percent) or for purchase
of a home (5 percent).

A comparison across years suggests that the prevalence of medical expenses as a reason
for saving may have fallen slightly, with most of this apparent drop occurring between the 1989
and 1995 surveys. The estimated share ot houscholds that report health care expenses as a major
foresecable expense has Hkewise declined over time. The final rows of the table indicate that a
small fraction of households—2 percent or less in any given year—report that their income in the
prior year was unusually low compared to a “normal” year due to illncss or disability. Looking
only over houscholds that reported that their prior year’s income was comparatively low, nearly
half reported the income drop was due to lowcr labor carnings, e.g., having worked less, loss of a
job, or lower salary (not shown); illness or disability, cited by 9 percent of households with

fower-than-normal income, is among the most common of the rematining reasons.

Differences in household finances by health insurance status and self-reported health

Table 3 cxamines how household balance sheets and debt burdens vary with health
insurance coverage and health status.’> Consistent with the results for net worth groups shown in
Table 1, median net worth is much higher among households in which all family members have
insurance than among households in which some or all members fack coverage. Similarly,
households in which both the head and the spouse/partner (if applicable) report being in excellent
or good health have a median net worth over twice the median for households where one or both
reports being in relatively poorer heaith. Families with insurance for all members and those
reporting better health are more likely to have assets, and the median value conditional on having

assets is also higher for these families.

" To avoid potential confounding results due to life-cycle effects and near-universal Medicare coverage, this and
subsequent tables exclude households in which cither the head or spouse is aged 65 or older.
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Both the fraction of households with debt and the median debt (for those with any debt)
show a similar pattern to that for assets: better reported health and more complete insurance
coverage are associated with higher rates of debt ownership and with higher median levels of
debt. However, this pattern does not hold in the case of medical debt specifically. Instead, the
incidence of outstanding medical debt is lower for households in which all family members acc
insured (4 percent) comparcd with those in the uninsured categories (67 percent), for example.
In addition, the median amount of medical debt for families that have any is more similar across
the groups. The incidence of medical debt is likewise higher among families in the “fair/poor”
bealth status category than for those with better sclf-assessed health.

The remaining rows of the table indicate that houscholds lacking health insurance
coverage of all family members and those with worse health status may be more financially
vulnerable. For example, over 20 pereent of houscholds without complete insurance coverage or
reporting fair or poor hcalth spent more than their income in the prior year, compared with 14
percent of other households. Similar disparities by insurance status and self-reported health are
evident in the shares that have been turned down for credit (including having cecetved less credit
than they had applied for) at some time in the past five years and in the percentage of households
with financial assets less than the reported desired level of bufter savings, a potential indicator of
savings adequacy.” In contrast, there is little difference in the shares of households that had
filed for bankruptcy in the last five years, a conclusion that holds for shorter time horizons as
well (not shown).

Finally, looking over familics with debt, those reporting worse hcalth or lacking health

insurance for at least onc household member are roughly twice as likely to have misscd a loan

"3 The desired level of buffer savings level is measured by the SCF question *About how much do you think you
(and your family} necd to have in savings for emergencies and other unexpected things that may come up?™.
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payment by 60 days or more at some time in the past year than other households. The share of
households with rcgular debt payments cxceeding 40 percent of their income, a common
measure of high houschold debt burden, also declines with better self-reported health and more

complete health insurance coverage.

Importance of medical debt on the household balance sheet

Table 4 examincs in greater depth the relative importance of medical debt in the context
of houscholds’ finances. The table indicates that, for households as a whole, medical debt is
gencrally a small component of the balance shect, but its importancc varics across groups. As
shown in the first row, just over 4 percent of familics in the pooled 1989--2004 data have any
outstanding medical debt, and the median and 75t percentile amounts of medical debt for ll;csc
households are $1,200 and $3,300, respectively. The next two sets of columns mcasure medical
debt balances and payments relative to other balance sheet components to provide an indication
of the proportion of families for whom medical debt may represent a significant financial burden.
Among houscholds with medical debt, loans for medical expenses account for at least half of all
debt for 23 percent of families and for at least half of non-mortgage debt for 32 percent of
families. The fraction of such families for whom outstanding medicat debt totals at least 50
percent of assets is 14 percent. Payments on medical debt account for at least haif of debt
paymeants for 18 percent of families that have medical debt, and for 5 percent of such famities,
payments on medical loans total 20 percent or more of total houschold income.™ Finally, the

right-most columns show that, aggregating across all households, medical debt s estimated to

' The smalter proportion of famities for whom medical debt payments represent at feast hatf of debt payments
compared with the proportion with outstanding medical debt totaling at least half of all debt may in part reflect the
fact that medical foans are more likely than other loans in the same debt categories in the SCF (lines of credit,
second mortgages, home equity toans, and “other loans™) to be reported as having no regular or “typical” payment.
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represent only a fraction of a pereent of all outstanding debt and about 1.5 percent of non-
mortgage debt.

The significance of medical debt as a component of the houschold balance sheet difTers
by household demographics, health status, and insurance coverage, however. The incidence of
medical debt, for example, is greater among famities with a head or spouse/partner in fair or poor
health and among families without complete health insurance coverage compared with other
families. Differences in the median amount of medical debt are less pronounced, particularly
when comparing households by health insurance status, but the 75™ percentile value riscs
steadily across these groups. Similarly, the proportions of households for whom medical debr or
medical debt payments are large relative to other balance shect components are greater among
households with poorer sclf-reported health or incomplete insurance coverage.

There is even greater variation by income and net worth in the shares of families with
large amounts of medical debt relative to other types of debt, asscts, or income. For instance,
among families with any medical debt, medical debt accounts for at least 50 percent of all debt
for nearly one third of famities in the bottom net worth quartile, whereas the corresponding
fraction among households in the top quartile is less than one tenth. The gradient is stceper
across income ranges. Interestingly, the shares of houscholds for whom medical debt accounts
for 50 percent or more of all debt or for whom medical debt payments are more than 50 percent
of debt payments ticks up in the top net worth and income groups. Households in the upper
portions of the net worth and income distributions are less likely than other families to have
medical debt, but the conditional medians and 75 percentiles are notably higher for these
familics than for other houscholds. The estimated proportions of familics with medical debt

equal to at Icast half of asscts falls to zero for houscholds with net worth above the 25
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percentile, and the share for whom medical debt payments are 20 percent or more of income is
essentially zero for families with income above the 60™ percentile.

The share of families with medical debt generally declines with age, whereas the
conditional median and 75™ percentite values tend to rise for the older age groups. The
percentages of families with high levels of medical debt or medical debt payments when
measured as shares of other balance sheet components typically fall slightly with age before
rising to a peak among households in the oldest age group. The differences by age, however,
tend to be smaller than those across other categories. As shown in the final rows of the table, the
estimates of the incidence, amount, and aggregate shares of medical debt do not suggest a clear
trend between 1989 and 2004 in the importance of medical debt on the household balance sheet.

The findings that houscholds without full insurance coverage arc more likely to have
medical debt than fully insured familics and that conditional medians of medical debt vary little
by insurance status generally hold within subgroups defined by demographic eharacteristics or
self-reported health (Table 5). Comparing the first two columns, uninsured households are more
likely to have outstanding debt for medical expenditurcs than insured houscholds within each of
the demographic categories.”’ Differences by insurance status in the median amount of medical
debt, conditional on having any, are often small. More often than not, the conditional median for
uninsured houscholds is lower than that for insured houscholds, and the instances where the gap
reverses may entirely reflect sampling variability of the estimates. Nonetheless, it is notable that
these exceptions to the general pattern oceur for households that may be more vulnerable to
health shocks, specifically families in the lowest income and net worth groups and those in

which either the head or spouse/partner reports being in fair or poor health.

'* To ensure sufficient sample sizes within cells, the table combines net worth categories above the median and
income categories above the 60" percentile. Similarly, houscholds with some uninsured family members are
combined with those for which all family members are uninsurced.
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The conclusions that uninsured households with medical debt are more likely than
households with full insurance to have high ratios of medical debt to non-mortgage debt and high
ratios of medical debt payments to all debt payments are more sensitive to conditioning on
demographic characteristics. Moreover, these conclusions generally do not hold across survey
ycars. For example, within subgroups defincd by age, net worth, or sclf-reported health status,
medical debt is more likely to be half or more of all non-mortgage debt for uninsured households
than for insured houscholds, in line with the overall differences shown in Table 4. However, for
households in the second and third income quintiles that have medical debt, the share of
uninsured families with high levels of medical debt by this measure is slightly lower than the
share among fully insurcd families. In addition, the gap in this measure for the pooled 1989—
2004 sample appears to be driven by differenccs in the 1992 and 1995 surveys that are not
apparent in other years. Similarly, after conditioning on the subgroups considered in the table,
the shares of families with medical debt for whom the majority of debt payments are attributable
to medical loans, shown in the final columns. do not show a consistent pattern by insurance

coverage.

Conclusion

This paper highlights relationships between self-reported health, health insurance,
medical debt, and household finances using data from the U.S. Survey of Consumer Finances. In
addition to illustrating the health-SES gradicnt found in numcrous studics, the paper draws on
several components of the SCF to provide a more-detailed picture of the role that health and
mcdical concerns play in household finances. First, the paper examines how measurcs of
financial vulnerability vary with self-reported health status and with health insurance coverage.

Second, the paper extends prior studies by utilizing the detailed information on debts in the SCF
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to examine how the amount and shares of debt and debt payments attributable to medical
expenditures vary across households.

{ find that, on the whole, medical debt is generally a small component of household
liabilities; less than 5 percent of all households reporting outstanding medical debt at the time of
the interview. Analysis of families” reported reasons for savings, for instance, similarly suggest
that, although medical cxpenses are among households” most important savings motives, they
appear to be less prominent reasons than retirement or educational expenditures, at least when
looking across all households. Importantly, however, medical debt is a substantial portion of
debt for some select subgroups; for example, medical debt totals at least half of all debt for one-
third or more of low-income and low-wealth households that have medical debt. Medical debt
gencrally also plays a larger role in the balancc sheets of uninsured households and of
households in which either the head or spouse reports being in only fair or poor health, though
some of these differenee may of course reflect correlations with other household characteristics.

These descriptive results are intended to form the basis of a more in-depth analysis of the
role that medical expenscs and health concerns play in houscholds’ finances and financial
decision-making. Like empirical associations between heaith and SES indicators, the
correlations between health and health insurance, on the one hand, and medica! debt and
financial vulnerability, on the other, could be driven by a varicty of mechanisms. For example, a
pre-existing medical condition may both prevent an individual from obtaining insurance and lead
to high medical bills. Alternately, houscholds who choose to self-insure may have
comparatively high levels of medical debt because all medical costs are paid out of pocket, not
necessarily because they face particularly frequent or cxpensive medical shocks. These

houscholds may also choose to finance their medical cxpenscs rather than to pay for them out of
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savings or income; their medical debt may therefore indicate a payment choice rather than
financial or health vulnerabitity. This preliminary analysis cannot disentangle the variety of
potential causal relationships.

Finally, the results suggest that incorporating indicators of households’ vulnerability to
medical expenditure shocks would likely lead to estimates of greater inequality in houschold
well-being than would be obtained from inequality measures based only en income or wealth.
In particular, differences across groups in setf-reported health, insurance coverage, and the
magnitude of medical debt suggest these factors tend to reinforce disparities in income and
wealth. Consequently, lower-income and lower-wealth families may be more likely to
experience a negative health shock and may face greater financial consequences if such a shock
occurs. A number of approaches to defining multi-dimensional measures of incquality have been
developed in recent years, and tdentifying the merits and drawbacks of each and refinement of
these techniques is an area of ongoing research.'® Drawing on this litcrature to quantify the
extent to which estimates of inequality would change when considering a broader measure of
well-being that encompasses health-refated indicators would be an important extension of the

results presented here.

"¢ See, for example, Nilsson (2007) and Justino (2005) for empirical applications and comparisons of techniques for
analyzing inequality in multiple dimensions.
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Table 1: Self-Reported Health and Health Insurance Status by Selected Household

Characteristics

Percent

Head or Spouse/Partner

Health Insurance Coverage

Household Characteristic in Fair/Poor Health Partial No Coverage
All Households 30 19 9
Income Percentile
Less than 20 50 32 18
20-39.9 37 28 15
40-59.9 27 19 9
60-79.9 22 Lt 4
80-89.9 17 6 2
90-100 12 4 ]
Net Worth Percentile
Less than 25 38 36 21
25-499 32 22 10
50-74.9 28 12 5
75-89.9 24 8 2
90-100 19 S 2
Education of Head
Neo high school diploma 57 31 5
High school diploma 33 22 it
Some college 25 19 9
College degree 16 10 5
Age of Head
Less than 35 18 29 16
35-44 21 20 il
45-54 27 20 9
55-64 39 18 8
65 or older S 7 2

Notes: Pooled data from 1989-2004 Surveys of Consumer Finances. “Partial” health insurance coverage

refers to households in which at least one but not all houschold members are uninsured. “No
Coverage™ refers to households in which no houschold member has health insurance.
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Table 2: Trends in tealth, Health [nsurance, and Medical-Related Financial Indicators:

19892004 Surveys of Consumer Finances

Percent
Percent of Year
Households With: 1989-2004 1989 1992 1995 1998 2001 2004
Head or Spouse/Partner in
Fair/Poor Health 30 30 29 30 30 31 30

Health Insurance
Someone uninsured 19 19 20 18 19 17 21
All uninsured 9 9 9 9 10 9 10

; ]
Reason no health insurance

Too expensive 75 72 74 73 74 75 80
Can’t get: ineligible it 8 10 13 12 13 10
Can’t get: Age or health 3 5 5 2 2 2
Don’t want or need 7 10 8 6 8 4

Hiness or medical/dental expenses as savings reason

Primary reason for saving 3 5 4 3 3 3 2
Any reason for saving 6 9 7 6 N 6 5
Expect major health care/medical expenses in next 5—-10 years? ’
Yes 17 21 20 18 13 14 is
Income unusually low last year due to iliness or disabilin”
All households 1 — — 2 2 | i
Households with unusually
low income last year 9 — - 10 1 7 7
Notes:  “Can’t get: Age or health” includes those who said they could not get insurance duc to poor heatth, age,

illness, or a pre-cxisting condition. “Can’t get: incligible™ tncludes families without insurance due to job
loss, lack of coverage on the job, loss of parental coverage., or foss of public assistance. “Don’t want or
need” consists of those reporting they did not believe in health insurance or did not need it because there
was not much sickness in the family as well as those reporting they self-insured or could manage their
health without insurance. Columns do not sum to 100 due to omission of other categories.

Respondents could provide up to 6 anticipated financial obligations in the 1995-2004 surveys, up to 5 in
1992 survey, and up to 3 in 1989 survey.

 Question was not asked in 1989 and 1992 SCFs.

20
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Table 3: Household Balance Sheet Components and Selected Financial Characteristics by Health
Insurance Status and Sclf-Reported Health

Health Insurance Status Setf-Reported Health
All Covered  Some Uninsured Al Uninsured Excellent/Good Fair/Poor

Median net worth 86.4 19.8 79 76.4 30.2
Have any assets 97% 95% 0% 97% 92%

Median assets 163.9 54.4 210 151.0 707
Have any debt 806% 81% 68% 85% T6%

Median debt 49.9 19.7 1.4 48.0 20.6
Have medical debt 4% 7% 6% 3% 7%

Median medicat debt 3 .1 1.2 1.1 L4
Spending exceeded

income last year 14% 22% 22% 14% 21%
Filed for bankruptcy in

past five years' 5% 4% 5% 5% 6%
Tumed down for credit

in past five years 23% 36% 3% 25% 28%
Financial assets <

desired buffer savings' 25% 53% 65% 27% 47%
Debiors

Payment 60+ days

past due in last year 6% 16% 16% 6% 14%

Debt payments > 40

percent of income 10% 17% 18% 11% 14%

Notes: Medians arc thousands of 2004 doltars. Median assets, debt and medical debt eonditional on having any; late
paymenis and payment-to-income ratio > 40 percent condition on having debt. Pooled data from 1989-2004
Surveys of Consumer Finances for households with both head and spouse/partner (if applicable) under 65.

" Bankruptcy question first asked in 1998 SCF, and desired bufter savings level first asked in 1995 SCF.

21
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Tabie 4: Refative Magnitude of Medical Debt and Medical Debt Paymenis by Sclected Houschokd Chara

Perceat unless noted

teristics

Have Medical Debt (Thous, 2004 3y Medical Debt 2 $0% of' Medical Debt Payments’ Medieal Debs Shase of
Medical T5th Al Noa-Mongage 2 30% of Debt 2 20% of Al Non-Mongage
Debt Median Percentifc, Debt Debt ASSCES, Payments jacome et Debt

Al Houscholds 44 12 33 23 32 4 % 3 a3 s

Hewlth Statis

ExcelleatGood 35 11 28 7 27 n 4 02 08
EairtPoor 7.2 14 43 3 3% ® ? T4 a6
Healsh Insurance
Alt msured 37 L3 30 19 29 10 16 4 02 1t
Some nsered i3 11 x5 ke 33 1 20 R it 15
None insured 63 12 39 32 4 24 2 9 & 44
Net Worth Percontite
Less than 25 69 12 36 3 35 3 4 7 26 a0
25.40.9 50 L3 26 18 32 [ 17 H 03 1.2
50-74.9 37 12 33 ia 25 0 12 5 0.2 10
75.89.9 3 23 72 3 2 o s 2 0 07
90-300 0.7 26 a7 ] 29 o & 0 0.0 02
Income Povcomiile
Loss thin 20 1o a4 43 1 36 30 5 23 5.0
20-399 vt 29 25 37 13 20 3 3 38
30.30.0 4 s 19 29 7 13 2 0.8 24
60-79.9 12 26 8 15 3 0 0 02 10
§0-%0.0 18 53 8 26 a 9 0 o 0.7
90-100 13 72 10 14 0 [ o 00 02
dgr of Head
Loss than 35 09 26 2 31 [ 17 3 03 19
13 33 21 30 i3 16 6 .2 L2
L6 46 22 34 10 15 4 0.3 13
12 5. ] 34 17 % T 04 L6
Fear
1989 s 36 23 M |43 2 10 06 %]
992 0 26 26 33 t5 th 3 *3 20
1993 N 38 14 b3 6 12 2 83 14
1998 1.2 3.0 21 37 10 I8 b 03 1o
200t 15 28 b ¥ t7 i 7 6.3 14
2004 13 43 2 27 2 E] 03 L6

2.8 9
oot Poled dars Trom 19803004 Surveyn of € onsrmier Famamces for Rorehol witk B0t head and spousel partaer b applicable andor o
ebt porcenifes and percentages of housshulds condutionad on havinyg any medical debt,

ro
[
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Table 5: Relative Magnitude of Medical Debt among Household Liabilities by Selected
Household Characteristics and Health Insurance Status

90

Percent with
Medical Debt

Median Medical Debt
{Thous. of 2004 Dollars)

Medical Debt > 50% of
Non-Mortgage Debt

Mcdical Debt Pmts >
50% of Debt Payments

Insured Uninsured insured Uninsured Insured Uninsured Insured Uninsured

Health Status

Excellent/Good 31 49 12 09 23 33 13 19

Fair/Poor 5.8 10.3 13 L6 37 40 21 24
Net Worth Percentile

Less than 23 6.5 7.7 il i3 31 41 20 25

25-49.9 4.6 63 i3 1.0 31 35 18 16

50--100 2.1 5.4 1.3 13 24 27 10 13
fncome Percentile

Less than 20 5.6 6.0 0.7 {3 39 54 30 30

20-39.9 5.3 1.6 (] 1.0 37 36 21 19

40-59.9 5.0 8.0 1.4 4 30 26 15 9

60-100 23 54 1.4 il 17 22 7 24
Age of Head

Less than 33 kA 7.2 1.0 0.9 29 34 i7 17

35-44 36 6.6 1.3 1.1 28 35 2 25
4554 2.8 59 17 1.5 31 40 N 14

5564 2.7 7.1 [ 11 28 46 24 29
Year

1989 43 9.0 1.8 1.2 34 34 21 23

1992 6.1 128 09 13 25 45 i3 21

1995 4.1 5.5 b1 11 17 37 i 17

1998 28 42 14 0.6 39 31 18 16

2001 28 6.4 1.2 1.7 37 38 20 16

2004 25 37 15 1.0 29 22 16 27

Note: “Insured” includes houscholds in which ali members have health insurance coverage. “Uninsured” includes households in
which at least one member is uninsured. Median debt and percentages of houscholds conditional on having any medical

debt. Pooled data from 1989--2004 Surveys of Consumer Finances for househotds with both head and spouse/partner (il

applicable) under 63.
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The Prepared Statement of Kerry Burns, Coventry, Rhodes Island

Chairman Whitehouse, Ranking Member Sessions, Members of the Committee, thank
you for the opportunity to participate in today’s hearing. My name is Kerry Burns, and |
am from Coventry, Ri. | 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 my
husband, Patrick. Finnegan was a fighter from the start—after some initial difficulties,
he thrived in all areas. He was a bright, funny, caring and loving littie boy, who was the
light of our lives. Finnegan was hospitalized in intensive care for thirteen months before
he passed away this past March at four and a haif years old.

in February 2008, Finnegan became sick with what we thought was just a common 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. 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.

Finn did survive that surgery. He had six surgeries in his first nine days in the hospital,
and survived countiess others. He was intubated for almost two months and then
received a tracheotomy. Finn was in very rough shape, but siowly, amazingly, his
condition began to improve. He showed a fierce spirit and will to live. Finnegan spent a
total of eight months at Hasbro Hospital in Providence. We were then sent to Yale
University for transplant evaluation. It was determined that Finnegan would require a
multi-organ transplant, and we were transferred to Georgetown University Hospital
here in Washington.

My husband and 1 stayed right by our son’s side during every step of his fight. To do
this, we both had to take teave from our jobs. We could not, however, have anticipated
how long Finn’s treatment would last, or the ultimate financial 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 mortgage. As our money dwindled and the bills began to pile
up, we did everything we could to keep our heads above water, including cashing 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 donate 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 work with us.
They wanted money and we simply had none to give them. The collection calls were
unrelenting—upwards of 30 calls to each our celi phones each day—all while we were in
an intensive care unit willing our son back to health.
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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 | am proud to say that we were able to make our mortgage payments
through ten months of Finn’s hospitalization. Unfortunately, starting this past January,
we were no longer able to make our mortgage payments.

The emotional hardship my husband and | 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 financiai ruin.

When people hear about our story and our financial problems, 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 treatments—totaling nearly five million dollars—were
covered. We were lucky 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 sponsored health care.

Our return to RI 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 | was selling belongings on EBay to get gas and toll money for the ride
home. Back in Ri, we did not return to our house, as we were unsure of when the
foreclosure process would actually “take” it—instead, we lived with friends in their
apartment for two months. We had difficulty renting an apartment because our credit
has been ruined. in order for both my husband and | to return to work, we need two
cars. We only have one, and will be unable for some time into the future to obtain a
second.

I had no prior knowledge about how one would file bankruptcy, and certainly never
thought | would be in the position to have to do so. 1 have found that it is a demeaning
and demoralizing process, one that my husband and | 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 money for a $250 retainer and a
$1300 filing fee. We had to borrow the money needed to “officially” go bankrupt.

As if this were not enough, a credit counseling class is required, both before and after
the filing, with fees in addition to the other costs of filing. My husband and | sat down
to take this class online, and were surprised by the tone of the questions—which
seemed quite insulting, which included those about why we are 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.
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| believe the Medical Bankruptcy Fairness Act, introduced by Chairman Whitehouse,
would help families like mine recover from medically-based financial hardship. As |
understand it, the bill would waive some of the procedural hurdles to bankruptcy relief
including the humiliating credit counseling requirement. The bankruptcy system needs
to be modified to take into account how people came to bankruptcy.

| have worked since the age of 14. | have a master’s degree and have spent my
professional social work career helping others. To not be able to help myself and my
husband financially, after 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 similar situations in the future. Thank you.
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Chairman Whitehouse and Members of the Subcommiittee, thank you for inviting me here
today to discuss the causes and consequences of medical bankruptcy. We are in the middie of a
great national debate on health care. For the first time in more than 15 years, we are truly trying
to fix the broken health care system — and deal with the twin problems of the status quo,
skyrocketing health care costs and the millions of Americans living without health coverage. As
Congress and the Administration wrestle with the big picture and the very important details, it
will be critically important to ensure that health reform guarantees that coverage and care will be

affordable for Americans of all incomes.

I know that the Committee is concerned about the financial hardships that many
Americans experience due to health care costs, particularly bankruptcy. As you know, medical
expenses are a major factor in nearly two-thirds of bankruptcy filings.! People with poor or no
health insurance coverage and a significant health problem are more likely to accrue
considerable medical debt than people who have good coverage and good heaith — and thus are
particularly vulnerable to bankruptcy. Yet when they reach bankruptcy court, the bankruptcy
trustee has little ability and little incentive to address the underlying factors that have led to
medical debt and medical bankruptcy, including insurance company denials and aggressive
collection efforts by medical debt collectors. Medical debt is, of course, a symptom of larger
problems in our health care system — and the solution to medical debt and medical bankruptcy is
real health reform that results in affordable, reliable hcalth coverage and affordable health care

for all Amenicans.
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The problem of unaffordability is most apparent for the nearly 47 million Americans who
lack health insurance. Roughly two thirds of Americans without heaith insurance have incomes
below 200 percent of the federal poverty level—or approximately $44,000 for a family of four.
Most people without health insurance arc workers or live in families with a worker, but do not
have health coverage through an cmploycr.2 With the annual average cost of employer-
sponsored health insurance ncaring $13,000 in 2008, health insurance is clearly unaffordable for

families who must purchase it on their own.’

Sadly, even people who actually have health insurance increasingly face problems paying
for health care. A growing number of Amernicans with health insurance face affordability
problems for health insurance and for health care. For example, a recent analysis by the
Commonwealth Fund identified 25 million adults with health coverage as underinsured — that is,
they had out-of-pocket medical spending that absorbed at least 10 percent of family income, or,
for low-income adults (defined as 200 percent of the federal poverty level), at least 5 percent of
family income; or if they faced deductibles of at lcast 5 percent of family income. This
represents a 60 percent increase from the 15.6 million Americans who were underinsured in

2003.*

Another study, which explored families’ actual problems paying medical bills, found that
one if five Americans reported problems paying medical bills in 2007. This work from the
Center for Studying Health System Change indicates that even moderate levels of out-of-pocket
spending relative to family income — that is, spending that is well below the 5 or 10-percent of

family income considered to be underinsured by the studies just cited — created medical bill
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problems. For example, two-thirds of the individuals who reported trouble paying medical bilis
spent 5 percent or less of their family income on health care.® As author Peter Cunningham
noted, many families have little wiggle room within their family budgets for large or unexpected
out-of-pocket health care expenses. And even a relatively low level of health care spending
compared to family income ean create financial stress for low-income families. (See chart

below.)

Burden of medical bills for families spending 2.5% or less of family income

% with medical bili problems

35% . s

§ 31,30%

30%

25%

200/0 . .

16.20%

15%

10% . . . - e 8- 00%
5%

0% . .
Less than 200% 200-400% 400% of poverty
of poverty of poverty and higher

Family income level

Source: P. Cunningham, C. Miller and A. Cassil, “Living on the Edge: Health Care Expenses Strain Family Budgets,” Center for
Studying Health System Change.

The risk of being underinsured or experiencing financial problems due to health spending
varies not only by family income but also by health status. Health care affordability is
particularly elusive for individuals with chronic illness and other conditions that require on-
going, often costly, medical care. In particular, individuals who are older, have an activity

limitation, have a chronic condition such as diabetes, heart disease, or arthritis, or have
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experienced stroke, are more likely to spend a high proportion of their income on health
expenses. (See chart below.) If these individuals are not covered by an employer-sponsored
health plan, or lose this coverage, their ability to purchase coverage in the non-group market is
limited at best. Far from serving as a safety-net, the non-group market systematically denies
coverage, limits benefits or charges excessive premiums to individuals with pre-existing
conditions or whom they perceive as likely to need care. And if these individuals do have
coverage through the non-group market, they are more likely to have their coverage unfairly
rescinded by their insurance company or experience a rapid increase in premiums to maintain
their coverage. Ironically, then, underinsurance or financial problems are most likely to arise for

people who get sick-—the very population that insurance is supposed to protect.

Groups at high risk of having high financial burden for health care, 2003

60% - 56%
40% - 3>
31% 32% 31% 33% 319
20% - l
0% e S I e —
Age Fair Any Diabetes Stroke/ Heart Arthritis
55-64 or poor activity other disease
health limitation cerebral

Nate: High Financial Burden defined as families spending more than 10% of their after-tax income on heaith
care, including premiums and out-of-pocket heaith costs.

Source: Kaiser Family Foundation, based on Banthin, 35 and DM Bernard. “Changes in Financial Burdens for
Health Care,” JAMA 296(22}, December 2006,
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The Consequences of Affordability Problems

We know that unaffordable health insurance makes health care itself unaffordable and
unavailable. As the Institute of Medicine recently noted, there is a chasm between the health
care needs of people without health insurance and access to effective health care services.
People without health insurance are more likely to delay care, to get less care, and to die when

they get sick.®

People who are underinsured can experience very similar problems getting needed care.
According to the Commonwealth Fund, underinsured individuals are two to three times as likely
as insured individuals to forgo various needed medical services because of cost’ Of sicker
underinsured adults, a full two-thirds went without needed care due to cost, including half of
individuals with a chronic condition forgoing necessary medications.? According to a recent
Kaiser Family Foundation survey, concems about affording needed medical care led insured
individuals to cut back on care due to cost. Responses included postponing care (34%), skipping
a recommended medical visit or treatment (30%), not filling prescriptions (27%), and skipping

doses or cutting pills (21 %)‘9

People who are under-insured not only face the medical problems of inadequate
treatment; they also face financial problems from the treatment they actually get. Of sicker
underinsured adults, three-fifths reported having been contacted by a collections agency. Ina
2007 survey, respondents reported making difficult choices between using up a lifetime of
savings, running up credit card debt, skipping the purchase of other necessities, or adding a

mortgage against their home in order to pay medical bills."”
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Home mortgage foreclosure, another personal financial catastrophe, is also related to
health care expenses. Seven out of ten respondents in a recent survey of borrowers in
foreclosure reported unmanageable medical bills as an underlying cause of their foreclosure, or
had experienced other medical disruptions to their income, such as lost work due to illness or

using home equity to pay medical bills."!

Finally, medical bankruptcy represents the far extreme of the financial problems
individuals without health insurance or with inadequate insurance can face. Hard-to-manage
health care spending may not appear as easily-identifiable medical debt, but may instead be
hidden in second mortgages, large credit card debt or unsecured loans. Many medical debtors
turn to borrowing to cover accrued medical expenses in order to continue treatment — and
continuing treatment may be their highest priority. For example, a recent debtor in eastern North
Carolina incurred $30,000 in uncovered medical expenses for a child who needed cardiac
surgery. He borrowed $30,000 to pay for that first surgery because a necessary second surgery
was withheld until the first bill had been paid. With $30,000 in unreimbursed medical expenses
from the second surgery, as well as loans to cover the initial surgery, the father was forced into

bankruptcy.

In some cases, bankruptcy may be driven not by underinsurance but by bad insurance
company practices. Unfortunately, bankruptcy trustees have little opportunity or incentive to
look into unwarranted denial of claims or unwarranted rescission of coverage — even though

these practices may push individuals with health coverage into bankruptcy. And those who
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suffer from a wrongful rescission or denial include not only the debtor, but also all the other

creditors, whose debts are devalued by the bankruptcy filing.

Bankruptey Reform and Medical Debt

One approach that would provide immediate relief to medical debtors would be to reform
bankruptcy rules for individuals who are driven to bankruptcy by medical expenses or the
secondary effects of medical expenses. Senator Whitehouse, for example, recently introduced
the Medical Bankruptcy Fairness Act (S. 1624). This proposal would provide individuals with
medically-related debts easier access to Chapter 7 to discharge their debts. It would also allow
medical debtors to retain at least $250,000 in home value, and enable them to bypass
burdensome and inappropriate credit counseling requirements. This approach would give
medical debtors a less burdensome, Jess catastrophic bankruptcy option that recognizes the
unique circumstances that have driven them to bankruptcy. Until our nation implements
systemic health reform — and ensures that coverage and care are truly affordable — we must open

new avenues for families struggling under crushing medical debts.

Ending Medical Bankruptcy: Health Reform and Afferdability

Patients with cancer and other chronic conditions, low-income families and individuals
who are currently uninsured all hope to gain greater financial stability and access to health care
with health reform. Successful health reform must not just make health insurance affordable;

affordable health insurance has to make health care affordable.
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I am confident that Congress will conclude that the problems 1 have outlined in my
testimony ~ families forced into bankruptcy, people with chronic conditions going without
necessary care, low-income families experiencing the squeeze of unexpected medical biils — are
merely a symptom of the larger problems in our health care system. Today we leave too many
Americans without health insurance ~ and even more without adequate coverage. High
deductibles and unrealistic copayment responsibilities leave people with chronic illness at
perpetual nisk of financial ruin. Health insurance companies are able to deny coverage to people
with health problems, exclude pre-existing conditions from coverage when they offer it, and
charge unmanageable premiums. They can even rescind coverage when their policyholders get
sick, leaving people who had faithfully paid their premiums without the financial protection they

thought they had paid for.

Congress can fix these problems. Health reforms that ensure that all Americans have
health insurance coverage with adequate benefits and reasonable copayment responsibilities will
provide real financial protection and real access to health care services. Health reforms that curb
insurance companies’ discriminatory practices will ensure that everyone can purchase and retain
comprehensive coverage, including coverage for pre-existing conditions. And health reforms
that require everyone to have coverage, while guaranteeing that individual and family premium
contributions are affordable, will end the cost-shifting and uninsurance that are hallmarks of the

current system.
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A Chance Not to be Missed

Along with every other American, I am counting on the Congress and the President to
enact reform that will provide answers to these questions—answers that will give all of us
affordable coverage and affordable, quality health care. I can’t help asking myself how things
would be different if we had achieved health reform in 1993 or 1994. Would millions of people
be going without needed treatment? Would families be facing medical bills they cannot pay?
We’ve asked these questions for too many years and watched too many families suffer. It’s time
to stop asking questions and provide the answers Americans are looking for. We can and must

seize this opportunity to effectively reform our health care system for the American people.
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Growing Old Gracefully,
An Investigation into the Growing Number of Bankrupt Canadians over age 55

A research project funded by the Office of the Superintendent of Bankruptcy

March 31, 2006

Investigators:

Angela Redish, Professor and Department Head, UBC Economics Department
Janis Sarra, Associate Professor and Associate Dean, UBC Facuity of Law
Margaret Schabas, Professor and Department Head, UBC Department of Philosophy

R Introduction

For the past five years, the number of Canadians over age 55 who have declared bankruptcy has
grown steadily. This is a troubling phenomenon, since presumably economic certainty and
freedom would only be more likely in the later stages of life as habits of prudence are inculcated.
Our inquiry seeks o explain the phenomenon, more specifically, to discern the causes for the rise
of bankruptcy for the group of Canadians who have filed and are over age 55, both regionally and
nationally. Our study has made a preliminary analysis of data collected by the Office of the
Superintendent of Bankruptcy (OSB) for bankrupts filing from 2003-2005, augmented by a
qualitative survey of consumer bankrupts that declared bankruptcy during this period. This
project examined the growth in bankruptcies for those over age 55 from a legal, economic, social
and philosophical perspective, allowing for a multidisciplinary investigation with research
collaborators from the Faculty of Law, Department of Economics and Department of Phitosophy
at the University of British Columbia to assess the potential and limitations of the fresh start

paradigm for older consumer debtors.

If one public policy objective is truly to allow our citizens to “grow old gracefully” by having sociat
and economic security, we need to identify the factors that serve as barriers to realization of that
goal and make policy recommendations that wouid ensure our social and economic instruments

are responsive to the underlying causes of consumer bankruptcy.
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it Research Objectives

The principal objective of the study was to explore issues unique to consumer bankrupts over age
55 and, in particular, to discern the causes of bankruptcy nationally and regionally. it explored
whether there were any gender issues associated with bankruptcy at an older age. Another
objective was a qualitative survey of consumer bankrupts over age 55, to ascertain information

about their experience with the bankruptcy system through in-person or telephone interviews.

A further objective, which will be the subject of a scholarly paper later this year, was an
exploration of the adequacy of the current system to address over-indebtedness of aging citizens,
undertaking a comparative analysis with similar trends in the United States. The goal is to
provide meaningful analysis for insolvency administrators and legislators, to provide a better
basis on which to consider revision to consumer bankruptcy legislation in Parliament’s anticipated

reform of the Bankruptcy and Insoivency Act (BIA) in 2006.

There were a number of research questions at the outset of the study. The data available
allowed the investigators to answer some of those questions. Others were not possible to
research given the current state of data collection in Canada and are discussed in our
recommendations for further research and data collection at the end of this report. This report

addresses the following research questions:

1. How is consumer bankruptcy being used as an economic adjustment tool for an
increasingly aging Canadian population and is it the appropriate mechanism for relief
of over-indebtedness for those that are approaching the limits of their income earning

years?

2. What are the principal causes of bankruptcy for consumer debtors over age 55,

explored in 5-year cohorts from age 55 to 74 and then for the group over age 75.

3. A sub-question of this inquiry is whether over-indebtedness is due to inadequate
pension savings or the lack of social safety nets and, if so, are those no longer active
in the workforce required to meet their basic needs through overuse of credit

purchases or other credit facilities?

4. The OSB reports that there are considerable regional differences in the growth in the

number of consumer bankruptcies. Are the numbers for those over age 55 increasing
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at the same rate as the general population? If not, what factors are contributing to a

higher or lower rate of growth?

i Context for the Study

There has been a large increase in the number of consumer debtors that experience financial
distress. The number of consumer bankruptcies in Canada has grown in the past 30 years from
6,271 bankrupicies in 1973 to 84,638 in 2005." The total number of insclvencies, including both
proposals and bankruptcies was 111,807 in 20052 The average age of debtors who filed
bankruptcy proceedings in 2004 was 42.5 years old, higher than the average age of the Canadian

population, which was 38.3 years in 2004.°

In 1989, the insolvency rate was 1.1 per thousand Canadians; by 2004, that rate had quadrupied
to 4.0 per thousand Canadians.* Comparing the Canadian rate of bankruptcy to other countries
in 2004, the United Kingdom rate was 1.1 per thousand population; Australia was 1.8 per
thousand; and the United States is 7.0 per thousand population.” Hence while Canada fares

better than its neighbour to the south, its rates are much higher than the UK and Australia.

Scholars have attributed the rise in consumer indebtedness to the rapid growth in credit card
availability and the ease of receiving credit facilities from manufacturers of consumer goods.®
The downsizing of government and the financial failure of numerous large corporations, as well
as the exportation of jobs to transition nations has also, arguably, had an impact on the financial
security of Canadians. Many of our citizens that are approaching their retirement years were
employed in the resource sector or the automotive sector, both of which have experienced
fluctuations in economic activity and frequently, the shedding of long-term employment. Unlike
the United States, in which there is considerable empirical analysis of consumer bankruptcy, in

Canada, there has not yet been sufficient investigation into the underlying causes of consumer

f Office of the Superintendent of Bankruptcy, hiip.fo a, accessed March 2006,

* This was 20.3% increase from 2004 to 2005; the OSB suggests that the slower rate of increase in the past
year was attributable to low interest rates and better job creation performance; ibid,

" Office of the Superintendent of Bankruptey, An Overview of Canadian Insolvency Statistics, (Ottawa:
[ndustry Canada. 2006} at 3.

Y Ibid. at 21.

> Ibid.

¢ Karen Gross, Failure and Forgiveness; Rebalancing the Bunkrapicy Svstem.(Yale University Press,
1997): Teresa Sullivan, Deborah Thorne and Elizabeth Warren, * Young, Old, and In-Between: Who Files
for Bankruptey?” (2001) 9 Norton Bank. Law Advisor; Teresa Suilivan, Elizabeth Warren and Jay
Lawrence Westbrook, “The Fragile Middle Class: Americans in Debt™ (2000); Daniel Skoler, “The
Elderly and Bankruptcy Relief: Problems, Protections, and Realities™ (1989) 6 Bank. Dev. J. 121,
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bankruptcy. Analogously, there have been few efforts to reform public policy or information

gathering that might address this recent trend.

There has also been a dramatic rise in the number of summary administration bankruptcies,
where the net value of the estate is below $10,000. in 2002, 96.4% of bankruptcies administered
by the OSB were summary administration bankruptcies. Roughly 85% of consumer bankrupts do
not have surplus income over Statistics Canada Low Income Cut-offs that would be available to
meet payments to creditors over a prescribed period. A working hypothesis for this study was
that this percentage would be considerably higher for those over age 65. There has been a lack

of empirical data on the causes underlying this level of financial distress.

Moreover, the exemptions of property in consumer bankruptcy vary considerably across Canada,
because the provinces currently regulate them. Exemptions are designed to meet basic needs
and fo protect a limited number of apparel and furnishings, medical aids, limited equity in vehicles
and tools of the trade from being brought into the estate and liquidated to satisfy creditors’ claims.
In some provinces, there is no exemption for equity ownership in housing, while in other
provinces there are limited amounts, with litle acknowledgement in the exemptions of the rising
cost of living. Given that those over age 65 are less likely to require exemptions for tools of the
trade but may have equity ownership in their homes as economic security, it may be that the
current exemption scheme is inadequate to deal with the particular needs of aging consumers.
Moreover, the issues faced by those aged 55-65 likely are quite different than those over age 65
or 75. Hence the study examined consumer bankrupts in the following age categories: age 55-
59, 60-64; 65-69; 70-74 and age 75 and oider, in order to ascertain a more reliable picture of

what is occurring within these age groups.

The Senate Committee observed that the bankrupicy system is increasingly compromised for
low-asset! low-income debtars, but acknowledged that there needs to be more empirical evidence
as to the precise effects of the system on this class of debtors. This study has commenced this
investigation in respect of consumer debtors over age 55, but much more work is required in

order to have a sufficient picture.

Another research objective was to make policy recommendations to the OSB as to ways in which
the current data collection could be improved as the OSB moves toward greater electronic filing

and statistics administration, which we propose throughout this report.
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V. Methodological approach

Given the limited amount of research funds available, the study concentrated on statistics of
consumer debtors over age 55 for the past two years, with reference back for comparative
periods where the information is available. The OSB currently has an electronic database of
roughly 60,000 consumer bankruptcy files, and this project was aimed at retrieving and analysing
the information related to those over age 55. The OSB has data on 7,997 consumer bankrupts
over age 55 who filed in 2003-2005.

Stage 1: Analysis of 1,000 Representative Files

The first part of the study involved design of research fields for retrieval of electronic
records, working with staff and economists at the OSB. The study then analyzed a
sample of 1,000 cases of bankrupts to determine the causes of bankruptcy. One problem
that currently exists with the electronic data is that there are not separately captured
fields for cause of bankruptcy. Hence, the data on causes had to be manually pulied
from the files, assessed in terms of the primary cause {self-declared) of bankruptcy and
then entered into an Exce! database. This was a very labour intensive task. A
methodology for analyzing the data was developed, coding variables within cases on a

consistent basis so that comparisons could be generated across age cohort and region.

One recommendation is that the OSB seriously consider revising its forms to begin to
capture cause of bankruptcy data in different fields. The data collection tool shouid
provide a way for bankrupts to indicate primary and secondary causes, where there are
multiple causes. This would allow for empirical research on causes of bankruptcy across

the entire population, including alf bankrupts over age 55.

One limitation to analyzing this data was that there were instances in which bankrupts
listed more than one cause of bankruptcy, for example, job loss combined with over-
extension of credit. For purposes of this study, we took the declared primary cause, but it
is important to note that there are frequently synergistic contributions to financial distress

that are not captured when reporting global statistics.
Stage 2: Fuii Database

The project analyzed the full data set of 7,797 bankruptcy files with filing dates from
2003-2005 by retrieving data and undertaking analysis of the data by age cohort, region,
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occupation, type and quantum of debt, asset level, income levei and gender.7 This
altowed for global analysis of the data for which there are discreet fields, as discussed in
parts V-VIi of this report. While the data set was relatively complete, there were files in
which fields had not been completed with information. Given that some data collection is
relatively recent by the OSB, the completeness of the data is likely to be enhanced in the

future.

One recommendation would be that the OSB set up its e-filing system so that the trustee
cannot file the forms if particular fields are not completed, allowing the OSB to collect the

most critically important data.

Stage 3: Qualitative Study

The objective of this part of the study was to design and conduct a qualitative survey by
interviewing recent consumer bankrupts over age 55, aimed at enhancing the raw data.
The qualitative study was undertaken in conformity with privacy legislation and university
ethics approval. Given the age cohort, it was expected that most of the information would
be gathered in telephone interviews; however an offer was made in the greater

Vancouver area to conduct the interviews in person if the individual wished.

There were significant challenges for conducting the qualitative part of the study and the
study encountered some difficulties in gathering the empirical data. The objective was
originally 100 participants. The questions were formulated with the assistance of five
trustees, who discussed their recent experiences with consumer bankrupts over age 55.

There were 15 questions in the survey, set out below.

The ethics approval from the University of British Columbia took seven months, requiring
three amendments to the application because of concern by the Ethics Board about the
vuinerable nature of the survey group. When approval was granted, the conditions were
very specific and limited. The research team was prohibited from foliowing up on the
initial letter and consent form with a telephone call, uniess the consent had been mailed
in. Since there is a much greater likelihood of participation when letters are combined
with personal contact, this severely limited the number of possible participants in the
survey. The Ethics Board declined to approve an accompanying letter from the OSB on
the basis that the bankrupt person may feel pressure to cooperate given the involvement

of the OSB. Our view, to the contrary, is that such a letter would have assisted in

The data was generated on February 27, 2006 by the OSB.

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00115 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC

56473.076



VerDate Nov 24 2008

110

reassuring older bankrupts of the value and iegitimacy of the survey. The Ethics Board
also declined to allow trustees, who work with bankrupts in part to alleviate the financial

distress, to approach possible participants.®

The Ethics Board also required that the letter outlining the purpose and goals of the study
had to specify that the survey wouid cause the participant stress. We conjecture that this
may well have been a factor in the number of willing participants. Let us also note here
that the interviewer (a trained graduate student) was not allowed to deviate from the 15
approved questions, even where a follow up guestion might have been warranted. We
respect the importance of uniformity in the survey, but also believe that the process itself

might have unearthed additional factors had more questions been admissible.

The Board aiso imposed a very high standard of confidentiality and protection of privacy

requirements, which we deemed appropriate given the vuinerability of this population.

Once ethics approval was received, 400 letters were mailed to participants based on a
random list by region generated by the OSB. The letters were accompanied by the
questions that would be asked; a covering letter setting out the project, including names
and contact numbers of the person surveying; consent forms; and self-addressed
stamped envelopes. The study required that the covering letter include ethics

department contact information for complaints about the survey.

Of the 400 letters sent, 81 letters returned as moved, a figure very high for an older
popuiation. This may reflect continuing financial uncertainty, although there is no clear
evidence of this. Eight letters were returned by a family member, advising that the
bankrupt had passed away. Ultimately, only 16 bankrupts agreed to be surveyed. As a
result, the sample size is not significant enough to draw any firm conclusions. The smali
survey did, however, yield observations congruent with the findings of the 1,000 sample
provided by the OSB, both in terms of the primary causes of bankruptcy and the causes

of the recent increase in bankruptcies.

White not statistically significant, the qualitative survey did provide a texture to the
electronically filed data, and so is included on that basis. Further consideration should be

given as to whether additional qualitative study should be conducted, seeking

* Trustees have multiple roles in the Canadian bankruptey system, including realization of assets for the
benefit of creditors; assisting the debtor in filing bankruptcy: serving as a proposal trustee; and
counsetling bankrupts.
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participation of a broader number of people in order to capture a sample that is

statistically significant.

Survey questions:

1. What was the main reason for your bankruptcy?

2. Did you use your credit card to pay your utilities bilis?

3. Did you use your credit card to pay for groceries?

4. Did you use your credit card to help your family?

5. Did you co-sign a loan for a famity member?

6. If yes, you co-signed a loan for a family member, was it for a business? A car? A
mortgage?

7. Were there any family related issues that caused the financial distress? {For
example, child’s loss of income, death of spouse?)

8. Were there costs for health care that led you to declare bankruptcy?

9. Did any social activities make your financiat situation worse?

10. Was it difficult to teit family or friends about the bankruptcy?

11. if you had someone to talk to about your finances before the bankruptcy, would it
have helped?

12. Did you have access to your pension savings before declaring bankruptcy?

13. If the bankruptcy was caused in part by a job loss, were you able to find
employment again?

14. How long has it been since your bankruptcy and has your economic situation
improved?

15. Is there anything else that you think would help us with our research in
understanding why more people over age 55 are declaring bankruptcy?

V. Consumer bankruptcy as an economic adjustment tool

The study found that 63% of the total bankrupts over age 55 were age 55 to 65, indicating that

this‘is a very high risk period for financial distress. While the causes of bankruptcy were not

available for the entire data set, for the sample of 1,000 files, 16% of bankrupts in this age

category reported job loss as the primary cause of bankruptcy. In most of these cases, the
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bankrupt did not report new employment that generated surplus income within the meaning of the

BIA.

Qut of the 7,797 bankrupts over age 55, 28% of the total bankrupts over age 55 were between
ages 65 and 74 and 8% were 75 and older. That 8% represents 624 people, a relatively high

number for that age group.

Qur analysis of the data suggests that consumer bankruptcy is increasingly used as an economic
adjustment too! for the aging Canadian population. As the figures below will indicate in greater
detail, credit card debt was very high across all age groups. More than 85% of bankrupts over
age 55 held credit card debt, with a median credit card debt between $13,338 and $15,610.
Bankruptcy appears to have been a mechanism to get out from under these large debts and the

spiraling cycle of high interest rates and the inability to pay off the debt.

The issue of credit card debt has been siudied by bankruptcy scholars in the United States.
Elizabeth Warren observes that the profit margins of credit card issuers have increased
substantially since the early 1980s and that during highly profitable periods, credit card
companies are more likely to give credit cards to marginal borrowers and borrowers already
loaded with debts because they increase their overall profits from the interest payments from
these borrowers even though it also increases the defauit rate.” She cites economist Lawrence
Ausubel's work, which found an extremely high rate of correlation between credit card defauits
and bankruptcies in the United States.”® Another study in the US found that credit card debt
among indebted seniors {over age 65) increased by 89% between 1992 and 2001, with 73.7% of

seniors holding credit card debts in 2001 M

While the figures are not directly comparable to Canadian figures, it does indicate that credit card
debt is growing among older people and that there is likely a correlation between credit card debt
and financial distress among those over age 55. Given the high interest rates on credit cards,
older debtors who do not have an income stream to cover the interest rates are more likely to
defauit on the credit card payments. Bankruptcy becomes a means of relieving the financial

distress and having a “fresh start” in terms of the credit card debt.

The OSB data indicates that 15.3% of all individual bankrupts in Canada were over age 55 in

2003. In 1993 this figure was 6.9%; hence it has more than doubled in the past decade. At a

Y Elizabeth Warren, “The Bankruptcy Crisis™ (1998) 73 Ind. Law Journal 1079 at 1083.

" Ibid., citing Lawrence M. Ausubel, “Credit Card Defaults, Credit Card Profits and Bankruptcy ™ (1997)
71 Am. Bankr. Law Journal 249 at 250.

" Heather McGhee and Tamara Draut, “Retiring in the Red”. Brieting Paper (New York: Demos, 2003).
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time when it is expected that individuals will have accumulated sufficient assets to carry
themselves through to their retirement years, this increase in the bankruptcy rate of Canada’s
aging population is of concern. The very nature of bankruptcy suggests that there are few assets
remaining, those limited assets for basic needs that are exempt from seizure by creditors. Unlike
younger consumer debtors that can utilize the bankruptcy provisions to shed onerous credi
obligations and have a “fresh start” in terms of earning capacity, credit history and quality of life,
older consumers, particularly those over age 65, are less likely to be able to recover economicaily
and socially from the bankruptcy. The aging population and shifting social safety nets and familial
supports are likely contributors to this trend, aithough we were not able to conclude that

definitively from the data available.
A, Regional Rates of Bankruptcy

There are considerable regional differences in the growth in the number of consumer
bankruptcies. The study examined whether the numbers for those over age 55 who were

bankrupt were at the same rate as the general poputation.

Chart 1 illustrates the percentage of bankruptcies per province, compared with the percentage of
general popuiation in each province. Bankruptcy rates vary across provinces, with Newfoundiand
and Saskatchewan having proportionately more bankrupts than the percentage of overail
population. Newfoundland has 1.7% of Canada’s population, 1.6% of those over age 55 in
Canada and yet has 9.5% of Canada’s older bankrupts. Saskatchewan has 3% of Canada’'s
population and 6% of the country’s older bankrupts. Older Ontarians are less likely to be
bankrupt, representing 38% of the population over age 55 and 24% of older bankrupts. Similarly,
while Manitoba has over 4% of the Canadian population, it has only 1% of the bankrupts in this

age group.

In contrast, in British Columbia, Alberta, Québec, Nova Scotia and New Brunswick, the
percentage of bankruptcies over age 55 was within one percent of the percentage of population
over age 65. Hence there were no regional discrepancies observed in two Maritime Provinces.
By contrast, Newfoundiand's bankruptcy rate for aging individuals far outstrips the other Maritime
Provinces and Canada as a whole. The Nova Scotia and New Brunswick figures are particularly
interesting because it flies in the face of the general perception that the entire Maritimes is

economically depressed, with lack of jobs being a key feature of the economy.

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00119 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC

56473.080



VerDate Nov 24 2008

114

Chart 1

Percentage of Bankruptcies per Province {share of population)

N {1.7%)
3%

BC{13%}
14%

8. Sources of Debt

The full data set also generated information on the sources of debt, with credit card and mortgage
debt comprising the largest source of financial pressure. More than 85% of the bankrupis held
credit card debt, with a median credil card debt between $13.338 for bankrupts aged 55-59 and
515,810 age 75 and older.

Table 1, Sources of Debt, Mlustrates that the percentage of bankrupts with credit card debt
increases as individuals get older and the amount of that debt also increases, notwithstanding the
fact that the oldest individuals are unlikely to have employment income o mest thase debts. One
observation made by the trustees that assisted in framing the questions for the study is that often
individuals who have successfully carried and paid off credit card debt during their employment
years, do not adjust their standard of living or financial practices on retirement, and then find they

are: unable to pay the credit card debt.

Table 1 also indicates that 17% of bankrupts held mortgages, and the median value of maorigage
debt lay in the range $48,140 to $66,452. While this figure raised the question of whether

bankrupts were refinancing their homes as an econemic survival sirategy, we were not able to
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answer this question with the data available. This would be important information to try to gather

in future empirical study.

Only 3% of bankrupts owed individuais money and both the percentage of bankrupts and the
amount owed steadily decreased with age. Only 2% of those over age 75 owed individuals, yet
90% of this group had credit card debt.

Overall, 32% of bankrupts over age 55 owed money to finance companies, with a median debt of
$8,500. The median amount did not vary much across the age groups, except for those over age
75. 42% owed money to banks, and the median debt declined from $11,627 for the age 55-59
group to $7,700 for the 70-74 age group. It rose, however, to $9,569 for the over 75 group.

Table 1

Sources of Debt

Credit Cards  Mortgages Bank Loans  Finance Co. Individuals

55-59 | 85% 13338 21% 66452 47% 11627 36% 9987 4% 9500
60-64 | 86% {4362 20% 56000 43% 10333 33% 8950 3% 5000
56-69 | 87% 13952 16% 4B140 41% 9848  35% 8000 3% 4250
70-74 | 87% 13958 11% 65441 35% 7700  32% 8000 2% 6950

75+ | 90% 15610 8% 53000 30% 9569  23% 5244 2% 4465
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Another indicator that bankrupicy is being utilized as an economic adjustment ool is the ratio of
assels {o Habilities. Chart 2 indicates that there was a very high liability to asset ratio. The
median level of fiabilitles declined monctonically from 540,796 for the 55-59 age group, o
$23,739 for the over 75 age group. Similarly the median level of assets declined monotonically,
but from $6,483 to $2,501.

Chart 2

Assets and Liabilities
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C. Gender and Marita! Status

58% of all bankrupis over age 55 were male and 45% were female. While one working
hypothesis had been that an increased number of older women may be filing for bankruptcy
because of inadequate income support during earlier vears, these figures are similar to the
gender breakdown for bankrupicies in all age groups in 2004 {55.5% male and 44 5% female} SE
Mareover, compared with general population figures, proportionately fewer women over age 55
are bankrupt, as they comprise 50.5% of the Canadian population, but only 45% of those over
age 55 who file for bax'}kmptf;y;”

 Office of the Superintendent of Bankruptey, An Overview of Canadian Insolvency Statistics, (Ottawa:
Industry Canada, 2006 at 3,
" Statistics Canada, Labowr Force Survey. cited in ibid. at 3.
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By far the majority of bankrupts over age 55 were married. Charts 3 and 4 ilustrate that more
than 3,000 bankrupts in this age group were married, 40% of all those over age 55. Another 5%
were fiving common law with a parlner. Qver 15% were widowed at the time of filing and 20%

were divoreed.

Chart 3 Marital Status- total numbers

Marital Status

Chart 4 Marital Status- by percentage

Marital Status
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D, Surplus Income Payments

As Chart 5 lllustrates, almost 80% of those over age 55 did not have the resources to make
surplus income payments. This reflects figures nationally, but interestingly, was not higher than
the national figures for all age groups, as originally anticipated. The rate is interesting because
the earning potential of a number of these people would be limited, depending on their age or
health. Those who were or are making surplus income payments at the various dollar amounts,

vary, but never reach 10% of the group studied.

Chart 5 Surplus Income Payments

Monthly Amount
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Vi Sample of 1,000 Files of Bankrupts over Age 55

As noted in the infroduction, the current electronic database of the OSB does not capture
separate fields for causes of bankruptoy. As a result, data in this study is drawn from 1,000 files
of bankrupts over age 55, pulled randomly from across all regions.  The reported causes of
bankruptcy had 1o be manually exiracted from the files, and then a method of standardizing the

reported causes and inputting the data developed. There was a fair degree of consistency in how
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causes of bankrupicy were reported by individual bankrupts. However, it is important to note that
while the individual completes the form declaring cause of bankruptcy, he or she may be
influenced by the trustee's advice on how to report causes. While this may assist in a degree of
uniformity, there is also some risk of less than full accuracy of reporting, as there is no
standardized definition of how causes are to be reported. One recommendation to the OSB is
that it consider providing a more standardized list of causes of bankruptcy, which could then be

coliected in separate electronic fields at the time of bankruptcy filing.

A. Sources of Debt

For comparative purposes, Table 2 provides a comparison of some of the sources of debt for the
1,000 sample population. It iliustrates total liabilities and credit card debt across the entire
sample of 1,000 bankrupts, analyzing the mean, minimum, maximum, and 25" and 75"
percentiles. The median was taken as the most accurate picture of liabilities. Note that there
was one debt at over $41 million in the age 70 to 74 category, which skews the average debt
upward in that age group to $333,510. Yet the median debt for that age group was $28,061. By
using the median, the study was able to draw a clearer picture of how total liabilities are reflected

by age group.

Table 2 indicates that the median amount of liabilities steadily declines by age group, but that
bankrupts age 70-74 and over age 75 continue to have a median debt of $28,061 and $24,942
respectively. Credit card debt thus figures very prominently in bankruptcy among the aging
population. Whereas overall debt decreases as individuals are older, the amount of credit card
debt increases, with a median of $18,713 for the over age 75 group, more than % of their debt at
the time of bankruptcy. In contrast, credit card debt is only about one third of the total liabilities of
bankrupts aged 55-59.

This indicates that credit card debt rises when other fixed financing commitments, such as bank
loans or mortgages are paid down. Since credit card debt does not require the guarantees,
assets or income assurance that banks and other lenders require for more traditional foans, it is
easier for debtors to acquire debt on credit cards at this age, possibly creating the wrong

incentive effects. The credit card debt becomes proportionately higher as an individual ages.
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Table 2 Comparison of Total Liabilities with Credit Card Debt

Total liabilities

agé group mean " min 5th percenti‘ median 75th %ile max
55-59 112,128 3,018 21,596 38,191 88,722 6,615,700
60-64 67,624 2,506 18,333 36,848 70,143 1,617,863
65-69 51,995 5,299 16,751 31,325 57,698 470,977
70-74 333,510 4,881 15,391 28,061 47,972 41,272,776
75 + 35,108 5,030’ 14,796 24,942 44,281 180,023
Credit Cards

age group  mean min  25th %ile median 75th %ile max
55-59 19,733 100 6,492 12,398 23,174 206,221
60-64 19,462 333 6,681 13,569 24,170 149,851
65-69 18,716 270 7,336 13,384 23,314 124,835
70-74 17,908 472, 7,391 13,929 23370 133,938
75 + 22,713 367 9,631 18,713 27.457 91,838

Comparing the same total liabilities with private loans, one sees the same pattern. Whereas
overall debt decreases as individuals are older, the amount of loans from private individuals
increases. Both tables 2 and 3 analyze only those who have the credit card debt (85%}) and

those that have private loans (3%).

Table 3 Comparison of Total Liabilities with Private Loans

Total liabilities

age group.  mean “min 25th %ile median 75th %ile max

55-59 112,128 3,018 21,596 38,191 88,722 6,615,700
60-64 67,624 2,506 18.'333 36,848 70,143 1,617,863
65-69 51,995 5,299 16,751 31,325 57,698 470,977
70-74 333,510 4,881 15,391 28,061 47,972 41,272,776
75 + 35,108 5030 14,796 24,942 44,281 180,023

Loans from individuals

age group  mean min  25th %ile median 75th %ile max

55-59 19,382 765. 1,800 8,300 24,000 105,000
60-64 8,945 1 3,000 7,500 10,000 30,000
65-69 13,421 1,400 2,000 2,500 8,206 53,000
70-74 44,318 4,500 4,500 19,500 108,953 108,953
75 + 10,490 6,479 6,479 10,490 14,500 14,500
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B. Causes of Bankruptcy

Chart 6 illustrates the causes of bankruptcy over the entire 1,000 sample. Overail, 29% of

bankrupts over age 55 reported over-extension of credit as the primary cause of bankruptcy.

15% declared medical reasons the primary cause, although it was unclear from the data whether
this was the costs of care over and above the Medicare system or income loss due to medical

reasons, or some combination of both.

Elizabeth Warren and Melissa Jacoby, looking at the situation in the United States, have
suggested that when medical reasons are cited as a cause of consumer bankruptcy, the normal
case is attributable to some combination of causes, specifically, direct health care costs, loss of
income due to medical problems or loss of income due to caregiving responsibilities in connection
with medical problems.” in the files studied in this project, a number of those citing medicatl
reasons as the principal cause also cited ioss of employment income; hence there is likely some

linkage there.

12% overall reported insufficient income as the primary cause, while 11% reported loss of
employment income. 9% reported money mismanagement. 4% atiributed the financial distress to
marriage breakdown. The “other” 13% in Chart 6 represents the following primary reported
causes of bankruptcy: fraud less than 1%; the cost of moving 0.5%; gambling 2.44%; inadequate
pension 2%; failure to pay taxes 3.6%, financial support of a child 1.6% and miscellaneous other
1%.

7% reported involvement in a failed business as the primary cause. This number could be low,
given how the OSB defines consumer and business bankruptcy in its statistics. Consumer
bankruptcy is defined as individuals with more than 50% of liabilities related to consumer
spending. Business bankruptcy inciudes not only corporations, but individuals whose commercial
debts account for more than 50% of the totat value of debts.” Hence a sole proprietor or person
with a business that fails, leading to both personal and commercial financial crisis, is counted as a

business bankruptcy if the commercial debts are 50% or more of the debts. A number of these

'* Melissa Jacoby and Elizabeth Warren, “Beyond Hospital Misbehavior; An Expanded Account of the
Financial Consequences of {itness or Injury” {Working Paper, 2005), which found that over 80% of
medical filers reported income loss as contributing very much or somewhat to their bankruptcies.

% Office of the Superintendent of Bankruptcy, An Overview of Canadian Insolvency Statistics. (Ottawa:
Industry Canada, 2006) at 1.
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individuals with failed businesses are therefore likely to be included in those statistics. The O3B

5

reports that of 9,856 business insoivencies in 2004, 7,075 were sole proprietorships.®

Chart 6 Causes of Bankruptey — Reported Primary Cause

1 of Credit

Muoriey mismanagament
i 5
9%

i Lass of employrant income
1%

Table 4 analyses the causes of bankruptcy by age group for the 1,000 bankruptcy sample. There
are a number of significant statistics. Overextension of credit is a huge contributing factor across
all age groups, and particularly significant among older bankrupts. The overextension of credit
rises steadily as the principal reason for bankrupicy. 26.50% of those aged 55-64 report it as the
primary cause of bankruptoy, compared with almost 36% of those aged 70-74 and almost 40% of

those over age 75.

Loss of employment income is very significart for the age 55-59 group, with almost 16%
declaring loss of employment as the primary reason for their bankruptey. This rate is better for
those aged 60-64 and 65-69, with 11.73% and 10.70% declaring loss of employment income as
the primary cause of bankruptey, although it is stili surprisingly significant given what was

previously a standard age of retirement at age 65. While the percentage drops at age 70-74 1o

S OSB, Insolvencies in Canada 2004, hi

raleginicsosienicinerne inbsi-
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8.39%, this is still relatively highty, particularly when there is an expectation at this age that job

{oss is not going to be a factor in one’s financial heaith.

As noted above, medical reasons are quite significant as a primary cause of bankruptcy. Of note
is that medica! reasons are more significant for the younger age group and decline monotonically
as one grows older. Medicai reasons are the primary cause of bankrupicy for 15.59% of those
aged 55-59; 15.96% for those aged 60-64, but dropping to only 10.78% for those over age 75.
One explanation for this may be that senior citizens have greater access to drug coverage, health
care and home care as they age, whereas some of the economic burden of those costs would fall

more directly on the shouiders of those aged 55-64.

Another significant statistic in Table 4 is the high percentage of bankrupts aged 55-64 declaring
involvement in a failed business as the primary cause of bankruptcy. As noted earlier, the OSB
statistics report that there were 9,856 business insolvencies in Canada in 2004, inciuding 2,781
corporations and 7,075 sole proprietorships,17 There is likely a spiliover effect in that a number of
individuals end up declaring personal bankruptcy after their business or the company that
employed them failed. Moreover, even if an individuat files for business bankrupicy, a spouse or
common law partner might also file a personal bankruptcy during the same period in light of the
failed business and resultant financial distress for the family. It wouid be useful in the future if the
0SB could cross-reference business failure with consumer bankruptcies by asking the
consumers that file o indicate the name and date of the failed business, and whether they were

an employee, principal owner, director or officer of the business.

Money mismanagement was reported as the primary cause in 6.24% of bankrupts aged 55-59;
and 9% to 11.5% for all other age groups. it is difficult to draw any conclusions from this statistic,
although it may be evidence that at least in a number of cases, counseliing regarding financial

management is of some assistance.

Finally Table 4 illustrates that marriage breakdown is a significant cause for bankruptcy in the
younger age categories; for those aged 55-59, 5.79% reported marriage breakdown as the
primary cause and for those aged 60-64, 5.19% reported marriage breakdown as the primary

reason for their bankruptcy.

oshasflenr0i476¢ html.
T OSB, Insolvencies in Canada 2004, hiip/istrategis.ic gecaiepic/internet/inbs i
osh.nsfiendri476e html.
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Table 4

Primary Causes of Bankruptcy

Reported - By Age

55-59160-64165-69170-74] 75+ All
Overextension of Credit  {26.50%[25.77%{27.68%|35.66%|37.75%}| 29.21%
Money mismanagement ]6.24%19.23% {11.49%|11.19%§10.29%} 9.39%
Loss of employment income {15.81%]|1 1.73%{10.70%}{ 8.39% | 4.90%} 11.24%
Medical reasons 15.59%}15.96%}16.45%|11.19%|10.78%| 14.66%
Insufficient Income 10.24%]}11.35%|13.05%{11.19%{15.20%] 11.83%
Costs of moving 0.45%10.96% 10.26% 10.35% [0.49% | 0.54%
Involvement in failed

business 7.35%18.65% | 6.53% 14.90% | 3.43%| 6.73%
Gambling 2.239%12.50%12.87%12.10%|2.45% | 2.44%
Pension not sufficient L% 1.35% 1 1.31%3.85%} 1.96% | 1.74%
Marriage breakdown 5.79%15.19%13.39%{ 1.75% | 4.41%| 4.34%
Failure to pay taxes 312%1327%}3.13%15.24%3.92%| 3.58%
Financial support of child [1.56% | 1.73%[1.31%|1.40%2.45%| 1.63%
Fraud 1L11%]0.38%10.52%{1.40% | 1.47% ] 0.87%
Other 2.90%[1.92%{1.31%]1.40%0.49%]| 1.79%

C. Causes of Bankruptcy by Gender

The gender breakdown of the sample of 1,000 was roughly the same as the gender breakdown

among the entire population of bankruptcy over age 55, with 53% of bankrupts being male, 46%

female and almost 1% unknown. As noted earlier, the entire universe of data examined, 55% of

the bankrupts were male.
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Chart 4

Breakdown of Bankruptcy by Gender

Examining the causes by gender, the principal reason for bankruptcy was overextension of cradit
for both women and men, 34% and 31% respectively for the 1,000 cases studied. Insufficient
income was cited as principal reason for women in 14% of cases, compared with 9% for men.
Given that women continue on average {0 earn only 60% of the income of males in the Canadian

workforce, this statistic is not parficularly surprising.

Loss of employment income was cited as principal reason for women in 8% of cases, compared
with 13% for men, significant in both cases given the age cohort. Yet while women are less likely
to cite job loss as the primary cause of bankruptoy, they are considerably more vulnerable o
bankruploy even with employment income, since a lower on-average income increases the

appeal of bankruptcy as a fresh start opportunity.

Men were far more likely to be involved in a falled business, which then led to their bankruptey.
Involvement in failed business cited as principal reason for women in 5% of cases, compared with

11% for men, more than double the rate for women.

There were comparable figures in money mismanagement (8% for both) and medical reasons

{14% and 13%). Marriage breakdown was a cause more frequently for women than men.
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Chart 5
Causes of Bankruptcy by Gender
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D. Causes of Bankruptcy by Region

Table 5 sets out causes of bankruptcy by region, illustrating that there are significant regional

differences.

Causes by Province

Overextension of
Credit

Money
mismanagement
Loss of employment
income

Medical reasons
Insufficient Income
Costs of moving
Involvement in failed
business

Gambling

Pension not sufficient
Marriage breakdown
Failure to pay taxes
Financial support of
child

Fraud

Other

Maritime
47%
6%

9%
6%
16%
1%

7%
1%
1%
3%
1%
0%

1%
1%
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Table 5

Causes of Bankruptcy
Provincial and Regional Breakdown

Quebec
29%
9%

8%
15%
17%

0%

6%
3%
1%
5%
3%
1%
1%
2%

Ontario

28%

8%

13%
14%
1%

0%

10%
30/0
3%
5%
3%
1%
1%
0%

Man

40%

5%

5%
30%
5%
0%

0%
0%
0%
5%
5%
0%
0%
5%

Sask

29%

14%

13%
7%
4%
2%

12%
5%
1%
4%
4%

4%
1%
0%

Alta

31%

9%

12%
18%
7%
1%

7%
2%
0%
5%
3%
3%

1%
1%

BC
27%
5%

15%
16%
6%
1%

12%
1%
2%
7%
5%
2%
0%
1%

All

32%

8%

1%
13%
1%

1%

8%
2%
1%
5%
3%

2%
1%
1%

Nationally, the top four causes of bankruptcy are: 32% report overextension of credit as the

principai cause of bankruptcy; 13% report medical reasons; 11% report insufficient income as the

principal reason; 11% report loss in income and 8% report involvement in a failed business.

The national figures are compared with the top four causes of bankrupicy by region, set out

below. While overextension of credit tops the list in all regions, it is particularly significant in the

Maritimes, cited as the source in 47% of cases. Medical reasons are the second top cause of

bankruptcy in all regions except Québec and the Maritimes, where insufficient income is cited as

second top cause.
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Highlights by region of the top four reported causes of bankruptcy:

British Columbia
27% over-extension of credit
16% medical reasons
15% loss of employment income
12% involvement in failed business

Prairies:
31% over-extension of credit
15% medical reasons
12% loss of employment income
11% money mismanagement

Ontario
28% over-extension of credit
14% medical reasons
13% loss of employment income
11% insufficient income

Québec
29% over-extension of credit
17% insufficient income
15% medicai reasons
9% money mismanagement

Maritimes:
47% over-extension of credit
16% insufficient income
9% loss of employment income
7% involvement in failed business

Vil Qualitative Survey

As noted in the discussion on methodological challenges for surveying a vulnerable population,
the study was able to interview only 16 people of the 400 contacted, hence the sample does not
provide any empirically value information. The 16 people interviewed were from Ontario (4),
British Columbia (3), Québec (2), Newfoundiand (4), Alberta (1), Manitoba (1), and Saskatchewan

(1). Both Québec interviews were conducted in French.

Notwithstanding the fact that there is no statistically significant information, given the nature of the
responses, it is helpful to provide the highlights as they provide a texture to the data. In the
future, it would be heipful to consider whether this data could be coliected when individuals are

still in the bankruptcy process, through trustees or staff of the OSB.
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Over extension of credit, medical reasons and insufficient income were principal reasons for the
bankruptcy, which aligns with the data set of 1,000 bankrupts. More than haif of those
interviewed used their credit card to pay utilities bills on a regular basis. Although not statisticaily
significant, this was an important insight that may help to expiain why credit card debt is so high
among older people. Similarly, 37.5% used a credit card to pay for groceries severatl times per
month within the preceding year. it would seem that credit card debt, at least in this small
sampling, plays a number of roles that it traditionally has not in a prior generation, and that
individuals are paying extraordinarily high interest rates for goods and services that could be

viewed as necessities.

31% had used the credit card in the two years prior to bankruptcy to help family members, which
aligned with information that we had gathered from trustees, but which did not appear in our data
analysis. 25% had co-signed a loan for a family member in the two years prior to their
bankruptcy. 50% of those loans were for a mortgage and remainder for business loan for a family
member. Of those signing for a business foan for a family member, ali had signed a loan for a

child and more than two-thirds reported that the business had failed.

31% cited family related issues that caused the financial distress. In some cases, individuais
talked about chiidren losing empioyment and moving back home (4 cases), while one was not
specific. 19% reported that health care costs contributed to financial distress, but only 12.5%

said it was the principal cause of bankruptcy.

Of the 31% that reported that the bankruptcy was caused in part by a job loss, more than three-
quarters were not able to find empioyment again. When asked if any social activities made their
financial situation worse, 31% reported that home shepping channel, casino visits, lottery tickets
or on-line poker influenced their financial situation. This information may flag that further study
needs to be undertaken as to the role of social activities in bankruptcy. While one working
hypothesis of the study was that gambling was on the increase among older bankrupts, gambiing
as the primary cause of bankruptcy was, in the 1,000 sample, not significant as it was reported as

the primary cause of bankruptcy in only 2.44% of cases.

75% reported that the bankruptcy had brought financial relief, although the economic situation
had not really improved for over 56%. This is of concern in thinking about the fresh start

philosophy for seniors.

100% of those surveyed said that it was difficult to tell family or friends about the bankruptcy,

some discussing at quite iength feelings of shame, fear and humiliation, particularly in having to
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tell their children. 25% responded that if they had someone to talk to about finances before the

bankruptcy, it would have helped.

VHI. Conclusion and Further Research

Presumably habits of spending and money management are inculcated long before the age of 55,
and that if anything, financial planning at an earlier age helps to reduce the risk of shorffalls in
retirement or the approach thereof. The rise of bankruptcy thus calis out for explanation.
Possibly there are new temptations; shopping channeils or gambling, or the imprudence of
children enlisting the financial aid of parents forge two of our working hypotheses. But neither
was borne out by this preliminary study. Only 2.44% reported gambling as the principal reason
for bankruptcy, yet trustees had reported that the incidence seems much higher. It may be that
there is a stigma attached to gambling such that it is not easily declared as the reason. Onily 2%
report children moving back home or financial support of children as the principal reason for
bankruptcy, aithough here again, a limited sampling of trustees had indicated that in their

observation this trend is on the rise.

One question the study had hoped to explore was the percentage of consumer bankrupts that are
prejudiced by not having their RRSPs protected from seizure for the benefit of creditors,
compared with those who have the exemption protection for their registered pension plans.
Currently under the BIA, benefits from registered pension plans and RRSPs associated with life
insurance policies are generally exempted from seizure. However, RRSPs held by banks,
brokerages or seilf-directed RRSPs are not exempt from seizure. With the move in Canada from
defined pension plans to defined contribution plans and the practice of encouraging employees to
invest in self-directed RRSPs, our bankruptcy policy and pension policies may be failing to align

in terms of protection for aging debtors.

The Senate Commitiee recognized this problem and recommended exempting RRSPs from
seizure, while acknowledging that this wouid reduce the moneys available for distribution to
creditors. This has been recognized in part in ¢. 47, amending the BIA, not yet proclaimed in
force. Unfortunately, the study did not shed any light on the question of the current mix of
registered pension and RRSP assets that are treated differently in consumer bankruptcy. In part,
this was due to the way in which the data is collected. The OSB may wish fo consider separating

out different kinds of pension savings, in order to document this information in the future.
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it was aiso unclear from the study as to whether current exemptions of property from seizure for
all bankrupts appropriately reflect the needs of older debtors; and whether we need to consider
pubiic policy reforms that assess basic needs differently for older citizens. This information could

not be analysed using the data available, but shouid be studied by the OSB in the future.

Finally, the OSB shouid consider further qualitative study through interviews. While the
information is difficult to obtain, it dramaticaily enhances the quantitative statistics. Design of any
future such study would, however, have to take account of the issues raised by university ethics

boards in terms of how to acquire the information from a population that is particularly vulnerable.

The data in this report only provides a small glimpse into the economic, legal, social and
philosophical factors that are important to understanding over-indebtedness or bankruptcy of
older consumers. A better understanding of these dynamics is required before one can assess
whether there particular policies or strategies that could be deployed to address or prevent
financial distress in this age cohort. One gquestion that requires further exploration, but which was
not possible for this report, is whether bankruptcy is the appropriate mechanism for relief of over-

indebtedness for those that are approaching the limits of their income earning years.
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Medical Bankruptcy: Myth
Versus Fact

This response to a widely cited paper by David Himmelstein and
colleagues challenges the basis of its conclusions.

by David Dranove and Michael L. Millenson

ABSTRACT: David Himmeistein and colleagues recently contended that medical probiems
contribute to 54.5 percent of personal bankruptcies and threaten the solvency of solidly
middleclass Americans. They propose comprehensive national heaith insurance as a solu-
tion. A reexamination of their data suggests that medical bills are a contributing factor in
just 17 percent of personal bankruptcies and that those affected tend to have incomes
closer to poverty level than to middle class. Moreover, for national health insurance to have
an impact, it would have to define "medical” expenses in a much broader way than is now
typical of either private or government-funded plans. [Health Affairs 25 (2006): w74-w83
{published online 28 February 2006; 10.1377/hithaff.25.w74)}

The great enemy of the truth is very often not the lie—deliberute, contrived and dishonest—but the myth:
persistent, persuasive and unrealistic.
—President John F. Kennedy, Commencement Address at Yale Universiey, 1 June 1962,

T 1S NO SECRET THAT BAD HEALTH AND BAD DEBT often coincide. Unex-

pectedly large medical bills can imposc a sizable burden on those who are al

ready physically and economically fragile. In some cases, medical debt can con-
tribute to a collapse of creditworthiness that forces some people to declare
personal bankruptcey.

David Himmelstein and colleagues contend that this scenario is pervasive.
“Medical problems contribute to about half ot all bankruptcies,” they write.! They
warn that “solidly middie-class Americans...face impoverishment following a seri-
ous illness,” and they propose a solution: comprehensive national health insurance
such as that offered in Canada and Western Europe.

The authors' research credentials and prestigious affiliations; the genuine hu-
man tragedy of illness and bankruptey: and the attention given to their findings by
the news media, policymakers, and researchers have helped make their conclu-

David Dranove (d-dranove@northwestcrnedu) is the Walter McNerney Distinguished Professor of Health
Industry Management and dircetor of the Center for Health ndustry Market Economics at Northwestern
LUniversity's Kellogg School of Mangement in Evanston. Wlinois. Michacl 1. Millenson is the Mervin Shalowitz,
M.D, Visiting Scholar i the Health Industry Management Program at the Kellogg School of Munagement and an
independent consultant.

W 28 Fehruary 2006

DO 77 hithatt 23w 74 12000 Preject HOPE=The People-to Teople Healdh Foundarion. i
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sions “persistent and persuasive,” to use former President Kennedy's formulation.?
Unfortunately, a closer examination of their paper suggests three reasons why
their conclusions are also unrealistic.

First, they fail to provide a causal relationship to support the claim that medical
spending contributes to “half of all bankruptcies™ (54.5 percent). Our analysis of
their data finds a causal link in only 17 percent of personal bankruptcies. Nor do
their data support their contention that “solidly middle-class Americans™ are
threatened. Four decades of studies that have explicitly addressed the bank-
ruptey-medical spending connection lend credibility to our conclusion. These
studies, which we discuss below, support a much smaller figure than half, as does
a more recent national consumer survey sponsored in part by the Harvard School
of Public Health.* As for the “solidly midcdle-class” citizens who face “impoverish-
ment,” Himmelstein and colleagues report an average household income of
$25,000 for their respondents—a level more accurately characterized as “margin-
ally middle class.”

Second, the authors’ methodology doces not provide a definitive answer to the
policy question they implicitly pose: how national health insurance would affect
the rate of personal bankruptcy. At best, they show that medical bills are a cause
of 17 percent of bankruptcies but arc not necessarily the most important cause.
They fail to perform the multivariate statistical analysis necessary to determine
the magnitude of the causal relationship or to rule out other factors such as loss of
job, education expenses, or housing costs. Indeed, an economic study cited by
Himmelstein and colleagues concludes (in a portion they did not mention) that
there is little support for the theory that households file for bankruptey when “ad-
verse events™—including health problems—reduce their ability to repay debrs.*

Lastly, their suggestion that national health insurance would greatly reduce the
number of bankruptcics linked to medical spending is misleading. They acknowl-
edge that the impact would depend on the “comprchensiveness” of the plan. Our
analysis shows that “comprehensiveness™ in this context would require defining
“medical” expenses in a way that is much broader than is now typical of either
private or government-funded plans.

Background

Traditionally, many physicians charged little or nothing to treat those who pos-
sessed little or nothing. Hospitals continued the charitable tradition, albeit some-
times with a twist. In early-nineteenth-century America, poor patients were ex-
pected to begin working off their debt as soon as they were ambulatory. At New
York's Bellevue Hospital, for example, “expectant mothers..scrubbed floors
within hours of delivery.™

Modern health insurance originared during the Great Depression. As hospitals
and physicians saw their income plummet, they began to accept the idea of reliable
third-party payment through health insurance. Post-World War IT advances in

HEALTH AFFAIRS - Web Exclusive W7
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medical technology and the expense of those advances prompted the public to
clamor for reliable coverage. The result was widespread diffusion of health insur-
ance as an employee benefit and the passage of Medicare for the elderly and
Medicaid for the indigent.

Health insurance initially focused on catastrophic expenses. Over time, benc-
fits increased, and consumer cost sharing shrank. Rising medical costs, coupled
with recent increases in consumer cost sharing, are raising the anxiety level of the
middle class. For example, for married-couple families with children, health
spending rose three times faster-than income between 2000 and 2003, absorbing
half the growth of their income.® The addition of a Medicare outpatient drug bene-
fiv on 1 January 2006 will lower out-of-pocket spending for the average senior;
however, some elderly people, including some who are chronically ill, may find
that sizable medication expenses continue to accumulate.” Medicaids budget
woes are even more pronounced, as states restrict benefits or tighten eligibility
requirements.

Private employers’ spending on employee health bencfits, meanwhile, jumped
514 percent from 1998 to 2003, to $330.9 billion * As economic theory would pre-
dict, employers are responding by holding the line on salaries; real wages and sala-
ries declined in 2004 by about 1 percent, while overall benefit expenses increased
3.5 percent.” Employers are also requiring employees to make larger contributions
to premiums and cutting back on the retirec medical coverage that has been a
critical supplement to Medicare. As benefits costs have risen, the percentage of
full- and part-time employees covered by and participating in employer-spon-
sored health insurance has declined, from 53 percent in 1999 to just 45 percent in
2003.% Simultaneously, the hiring of new permanent employees appears to have
slowed.!

As a result of these trends, the potentially dire consequences of large medical
bills is a topic of acute interest to millions of Americans. The two broad policy
questions underlying Himmelstein and colleagues™ paper are important: What is
the impact of the rising consumer share of medical costs, and what changes to our
health insurance system could alleviate the financial burden of medical care?
However, the specific questions they addressed are narrower: To what extent do
high medical bills precipitate personal bankruptey, and to what extent is a Cana-
dian-style health care system a likely solution to such a problem?

What Himmelstein And Colleagues Found

Himmelstein and colleagues surveyed 1,771 people who filed for personal bank-
ruptey in 2001 They also interviewed 332 debtor households (in part to put a hu-
man face on the problem), but these interviews did not contribute to the eomputa-
tion of the number of medical bankruptcies. Thus, we focus on the survey.

They summarized the responses in Exhibit 2 of their paper, which is organized
in three sections. The first section reports the percentage of houscholds who cited

W76 28 February 2008
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one of the following as a specific reason for their personal bankruptey: illness or

injury; a birth or death in the family; and problems with alcohol, drugs, or gam-
bling. This is the only part of their survey where one might infer a causal relation-
ship between medical problems and bankruptey. The most frequently cited rea-
son for bankruptcy is illness or injury, cited by 28.3 percent of respondents.

The second section of Exhibit 2 reports the number of respondents who had a
variety of medical-related problems, such as illness causing a loss of at least two
weeks of income, and medical bills in excess of $1,000 in the previous two years.
The aurhors counted these as medical-related reasons for bankruptcy even if the
respondents did not state that illness or injury was a reason for bankruptey. They
thus-concluded that 54.5 percent of respondents had medical bankruprcies.

Criticisms Of Himmelstein And Colleagues’ Analysis

Not long alter the online publication of Himmelstein and colleagues’ paper in
Eebruary 2005, a conservative critique of it quickly appeared in National Review On
line, white additional criticism and praise appeared in the eLetters section of Health
Affairs* Most of the criticism centered on the definition of medical bankruptcy, par-
ticularly the inclusion of people reporting medical bills exceeding $1,000 over a
two-year period. Critics say that many of these people might have paid their medi-
cal bills well before another event (such as the loss ol a job) precipitated bank-
ruptey. Himmelstein and colleagues offered two responses. First, they noted that
average medical bills for this group exceeded $11,000, a {igure that seems to show
that outstanding medical bills were burdensome. However, the average of $11,000
might have becn influenced by a few outliers. For example, Leslie Conwell and
Joel Cohen report that 20 percent of Americans spent more than $3,200 on health
carc in 2002 but that just 5 percent spent more than $11,500.7 Even so, the latter
small group accounted for half of all U.S. expenditures. It would be more informa-
tive to know the median and other percentiles of the distribution of spending by
the respondents to Himmelstein and colleagues survey.

Second, Himmelstein and colleagues agree that some respondents might have
paid off their medical debts, but they argue that without medical debts, respon-
dents would have had more money available to pay other expenses. They also ar-
gue that the level of medical debt might have been understated, because some
medical expenses might have been paid by credit card. The first argument could
be made for all expenditures prior to bankruptey, leading to the meaningless con-
clusion that all expenditures are responsible for all bankruptcies. The second ar-
gument merely reinforces the fact that since all debts are fungible, it is inappropri-
ate to singlc out any one form of debt as the proximatc cause of bankruptcy.

Daca trom the U.S. Census Bureau demonstrate the broader financial problems
facing many lower-income Americans. In two years, a U.S. household with annual
income of $22 000-$40,000 will spend an average of $20,000 on housing, $9,000
on food, $8.000 on transportation, $2,500 on clothing, and $4,500 on health care.
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This income level is comparable to the average income in Himmelstein and col-
leagues’ sample and is most accurately characterized as “marginally middle class,”
rather than the authors’ “solidly middle class™ characterization. Census Bureau
data show that a household annual income of $25,000 is closer to the poverty level
for a family of four (a little above $18,000 in 2002) than to the median U.S.
household income (about $44,000 that year).

For most households in the $22,000-$40,000 income range, health care spend-
ing amounting to a few thousand dollars in the two years prior to bankruptey
would represent just the tip of the iceberg threatening to sink their creditworthi-
ness. They have many other bills to pay. Moreover, it would be reasonable to bud-
get for at least some health care expenses. Health care spending of a few thousand
dollars might be unpredictable in its timing but not in its likelihood of occurring.

Moreover, although historical comparisons should be used cautiously, studies
since the mid-1960s have consistently concluded that medical bills are a relatively
minor part of the debt problem.”* More recently, a study in Cincinnati of bank-
ruptey filers seeking Legal Aid Society assistance in 2000-2001 found that 47 per-
cent had “substantial” medical debt but that medical debt accounted for just 12
percent of their debt rotal.

This past year, the U.S. Department of Justice (DOJ) responded to a request by
Sen. Charles Grassley (R-1A) by examining 5,203 bankruptcy cases from the files
of the U.S. Trustee Program. The filings occurred between 2000 and 2002, the
same time frame as the lilings studied by Himmelstein and colleagues. The DOJ re-
ported that 90 percent of filers had medical debrt of less than $5,000. Of those re-
porting medical debts, those debts accounted for only 13 percent of total unse-
cured debt. The DOJ summarizes the evidence against Himmelstein and
colleagues’ thesis as follows: “The conclusion that almost 50 percent of consumer
bankruptcies are *medical related requires a broad definition and generally is not
substantiatced by the official documents filed by debtors.”

Taking these surveys under consideration, we observe that although medical
costs have risen sharply over four decades, medical debt remains a small part of
the overall burden of those filing for bankruptey.

Refining The Research Methods

The debate over Himmelstein and colleagues’ numbers should not obscure a
deeper methodological issue. It is insufticient to show that medical problems are
associated with bankruptcy; one must also determine whether, and to what ex-
tent, medical spending causes bankruptcies. That is, one must move beyond corre-
lation to causation and magnitude. In an attempt to do so, we have reanalyzed the
data used by Himmelstein and colleagues.

The only portion of their paper that addresses causality is the first part of Ex-
hibit 2, which identifies people who stated that illness or injury was a cause of
bankruptey (although not necessarily the most important cause). If we seek to

W78 28 February 2006
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learn the role of insurance in bankruptcies, we must identily those people who
stated that illness or injury was a cause of bankruptcy and that medical bills con-
tributed to bankruptcy. We call these “medical expenditure bankruptcies.”

According to Himmelstein and colleagues, 28.3 percent of respondents stated
that illness or injury was a cause of bankruptcy. They also reported that medical
bills contributed to the bankruptey of 60 percent of this group. Multiplying the
two figures together, we conclude that 17 percent of their sample had medical ex-
penditure bankruptcies. Even for that 17 percent, we cannot state with any degree
of certainty whether medical spending was the most important cause of bank-
ruptcy. To move from causation to magnitude, one must perform multivariate sta-
tistical analysis on a sample of bankrupt and solvent individuals. The dependent
variable would be a bankruptcy indicator. Predictors, in addition to those mea-
sured by Himmelstein and colleagues, would include economic and demographic
variables such as employmenr and marital status. Only in this way could we make
the kind of *all elsc equal” statements required to assess how medical debt affects
bankruptey rates. The authors fell well short of the mark. They neither incer
viewed a control population of solvent households nor collected economic control
variables.

Several published studies of bankruptey that did use multivariate analysis
studies painted a different picture than the one depicted by Himmelstein and col
leagues, We summarize key rescarch below.

B Congressional Budget Office. The Congressional Budget Office (CBO) ana-
lyzed the 75 percent increase in personal bankruptey filings between 1994 and 1998
by reviewing the “voluminous™ literature on personal bankruptcy ina 2000 report.'®
By all accounts, the period under review was onc of flat to expanding health insur
ance coverage. The total health benefit cost per active employee rose less than 5 per
cent, and the cost of health benefits for active and retired workers actually dectined
in 1994 for the first time in memory.” The fact that bankruptey rates nonetheless
rose sharply suggests that something besides medical factors was to blame.

The CBO review cites many factors that contribute to bankruptcy, including
large medical bills, divorce, loss of income as a result of unemployment, and poor

debt management. Legislative changes making it casier for people to recover from.

bankruptcy may also have been a factor. Even so, the CBO reports that “research
ers have made little progress in judging the relative importance of the factors that
lead people to file” (emphasis added).

B Fay, Hurst, and White. A 2002 study by Scott Fay, Erik Hurst, and Michelle
White in American Economic Review is the only paper in an economics or finance jour-
nal to be cited by Himmelstein and colleagues, who refer only to an observation by
Fay and colleagues about survey data® A more thorough reading of the Fay paper,
however, reveals several findings that are at odds with Himmelstein and colleagues’
conclusions. Using data from a 1996 pane!l survey that included information about
houschold bankruptey filings, Fay and colleagues employed multivariate probit re-

I——
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gression to determine the contributing factors. Among those factors were whether
the household head or spouse cxperienced health problems in the previous year.
Conrrolling for debrt levels, Fay and colleagues found no statistical link between
bankruptcies and health problems. This finding is consistent with the idea that
medical debt is like any other debt—a cause but not the most important cause of
bankruptcy. They conclude that bankruptey is the response to an accumulation of
debt, not to one particular factor such as a health problem.

Data from the 2005 Commonwealth Fund biennial health survey support this
conclusion. The survey found that 41 percent of adults ages 19-64 had a high rate
of medical bill problems or incurred medical debt. Sixty-two percent of these
nonelderly adults had insurance when the problem occurred. Yet although a siz-
able minority of these adults put off filling a prescription or going to the doctor,
only one in ten of those who were insured all year said they had to “change [their]
way of life to pay medical bills.” Even for those who were uninsured for some pe-
riod during the year, anly 28 percent reported a lifestyle change.”

These two studies confirm the basic economic concept that all liabilities are
fungible. No one category of liability is more likely than others to dictate a lifestyle
change or even crossing over the brink into bankruptey.

B Domowitz and Sartain. A 1999 study by Tan Domowitz and Robert Sartain in
the Journal of Finance examined 827 households who filed for bankruptey in 1980
matched against 1,862 households not in bankruptey.™ Domowitz and Sartain per-
formed multivariate nested logit regression to isolate the specific causes of bank-
ruptcy. They first reported that *high medical debt (in excess of two percent of in-
come) has the greatest single impact of any household condition variables in raising
the conditional probability of bankruptey.” They tempered this finding with two
further observations: First, only a tiny percentage of the population had high medi-
cal debt. Second, medical problems might be correlated with employment disrup-
tions; if the lacter contribute to bankruptey, the coefficient on medical debe is biased
upward. Accounting for prevalence of various sources of debt, Domowitz and
Sartain found that “the largest single contribution to bankruptcy at the margin is
credit card debt.”

Other data on credit card payments support our previous contention that those
with trouble paying all of their bills, not just medical expenses, are most vulnera-
ble to bankruptey. A recent Federal Reserve Board survey found an overall 1.1 per-
centage point decline from 1998 to 2001 in the proportion of debtors who were
sixty or more days late with their payments on any of their loans in the preceding
year, but an increase of 1.6 percentage points in late payment tor families whose
net worth was in the lowest 25 percent of the distribution.”

B Gross and Souleles. A 2002 study by David Gross and Nicholas Souleles in
the Review of Financial Studies is the first, to our knowledge, that uses a methodology
that could directly determine the effect of insurance status on personal bank-
ruptcy.® Gross and Souleles used multivariate regression to predict personal bank-
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ruptcies, with one of their predictors being health insurance coverage. Although the
study used individual-level bankruptcy data, its measure of insurance was at the
state level. This leads to two potential biases. First, state-level insurance coverage is
a “noisy” measure of each person’s insurance status. This might reduce the measured
impact of insurance. Second, interstate variation in insurance coverage might be cor-
related with unmeasured variation in the social safety net. This would increase the
measured impact of insurance. Overall, it is difficult to draw firm conclusions from
Gross and Souleles analysis.

There is one methodological problem that occurs in all the papers cited above,
including that of Himmelstein and colleagues. They all fail to address the problem
of reverse causality—that is, whether medical spending causes bankruptcy or
whether financial turmoil causes medical problems (for example, because of
stress). The resulting endogeneity bias will therefore overstate the extent to
which medical bills cause bankruptcy.

Policy Implications

The paper by Himmelstein and colleagues was intended to go beyond the gen-
eralization that personal bankruptey represents a human tragedy and address
specific questions: To what extent do high medical bills precipitate bankruptey
filings in the middle class, and to what extent is a Canadian-style health care sys-
tem a likely solution? It is precisely in regard to these policy issues that the paper
too often leaves fact behind and creates unrealistic myth.

The authors suggest the “low rate of medical bankruptcy in Canada” is to the
credit of its health care system. The only source given for the rate is a Texas Law Re-
view article attributing 71-14.3 percent of Canadian bankruptcies to “health/mis-
fortune.”* More broadly, their support for a2 Canadian model assumes a robust
link between medical costs and bankruptey that numerous econometric studies
show is unjustified. Indeed, research specifically analyzing soaring bankruptcy
rates in both countries attributed the increased filings primarily to easier access to
credit through “financial liberalization.™

The role of easy credit was explicitly acknowledged by one of Himmelstein's co-
authors (Elizabeth Warren) in a 2000 interview: “Today families are carrying so
much more consumer debt that even a modest medical bill can put them over the
edge financially.”* Given that reality, the press-release prescription from Physi-
cians for a National Health Plan, a group cofounded by Himmelstein and his coau-
thor Steffie Woothandler, is difficult to justify. It says the Himmelstein and col-
leagues paper shows that “only national health insurance can solve the problem.”

In their Health Affairs paper, Himmelstein and colleagues acknowledged that the
impact of national health insurance would hinge on its being “much more compre-
hensive than many current policies.” They do not delve into detail, but a 2004
study of women's expenses after being diagnosed with breast cancer illustrates
just how comprehensive this national coverage would have to be. The study found
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that mean monthly direct medical costs of insured women undergoing cancer
therapy were $597, or 41 percent of the $1,455 monthly total costs of the discase.™
This includes $134 for miscellaneous expenses (such as speech therapy) and “sup-
plies” (such as lotions and laxatives). Direct nonmedical costs were $131 (for child
care and the like), while indirect costs were $727, including time lost from work
by the patient and family members. In other words, miscellaneous medical and
nonmedical costs accounted for two-thirds of the monthly {inancial burden of this
one cancer. To limit that economic impact, national health insurance would have
to be far more comprehensive than any current single-payer system is.

Himmelstein and colleagues omit any reference to personal choices, such as
taking on debt, even in their household interviews. In this they act more like good
doctors than good economists or policymakers. For although it is good medical
practice to work as hard to save the life of a careless drunk driver as a sober careful
one, it is equally good economics and public policy to penalize the careless driver
with higher insurance rates and possible criminal prosecution.

Finally, any form of national health insurance must be paid for. As economist
Victor Fuchs points out, that process creates winners and losers whose identity
might not be obvious. He writes:

The ultimate cost falls on families and individuals, even when the puyment mechanism makes it appear the

hitl is being sent elsewhere.... No magic wand of finance can divert labor, capital and other resources to medi-

cal care without resulting in 2 reduction in resources available for foed, housing, education, recreation, or
other goods and services.... The average family will have to pay che same share under any system ¥

Put differently, weaving a medical-cost safety nct that could protect virtually
every person from bad behavior or bad luck might actually poke holes in the safety
net for other vulnerable citizens. Good intentions are not enough. The Book of Job,
far older than the Roman laws cited by Himmelstein and colleagues, teaches the
hard lesson that no amount of good fortune is irreversible. Some combination of
illness, job loss, and personal problems can assuredly dislodge even the most
(irmly rooted member of the middle class.

Unfortunately, expansive proposals to protect all of us distract from the press-
ing need to protect some of us, such as the forty-five million Americans with no
health insurance and millions of others who are underinsured and vulnerable.
“First, do no harm” is not just good advice for physicians; it should apply to those
who would make health policy as well.

The authors arc grateful to America’s Health Insurance Plans for supporting this research.
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Who Really Pays for Health Care?
The Myth of “Shared Responsibility”

Ezekiel J. Emanuel, MD, PhD
Victor R. Fuchs, PhD

HEN ASKED WHO PAYS FOR HEALTH CARE IN THE

United States, the usual answer is “employ-

ers, government, and individuals.” Most

Americans believe that employers pay the
bulk of workers’ premiums and that governments pay for
Medicare, Medicaid, the State Children's Health Insurance
Program (SCHIP), and other programs.

However, this is incorrect. Employers do not bear the cost
of employment-based insurance; workers and households
pay, for health insurance through lower wages and higher
prices. Moreover, government has no source of funds other
than taxes or borrowing to pay for heaith care.

Failure to understand that individuals and households ac-
tually foot the entire health care bill perpetuates the idea
that people can get great health benefits paid for by some-
one else. It leads to perverse and counterproductive ideas
regarding health care reform.

The Myth of Shared Responsibility

Many sources contribute 1o the misperception that employ-
ers and government bear significant shares of health care
costs. For example, a report of the Centers for Medicare &
Medicaid Services siates that “the financial burden of health
care costs resides with businesses, households, and govern-
ments that pay insurance premiums, out-of-pocket costs,
or finance health care through dedicated taxes or general
revenues.”’ A New America Foundation report claims, “There
is growing bipartisan support for a hcalth system based on
shared responsibility—with the individual, employers, and
govemment all doing their fair share.™

The notion of shared responsibility serves many inter-
ests. “Responsibility” is a popular catchword for those who
believe everyone should pull their own weight, while “shar-
ing” appeals 1o those who believe everyone should contrib-
ute to meeting comtmon social goals. Politicians welcome
the opportunity to boast that they are “giving” the people
health benefits. Employers and union leaders alike want
workers to believe that the employer is “giving” them health
insurance. For example, Steve Burd, president and chief ex-
ecutive officer of Safeway, argued that decreasing health carc
costs is critical to his company’s bottom line—as if costs come

out of profits.” A highly touted alliance between Wal-Mart
and the Service Employecs {ntemational Union for univer-
sal coverage pledged that “businesses, governments, and in-
dividuals all [must] contribute 10 managing and financing
a new American health care system.”*

The Massachusetts health care reform plan is con-
structed around “shared responsibility.” The rhetoric of
health reform proposals offered by several presidential can-
didates helps propagate this idea. Hillary Clinton, for in-
stance, claims that her American Health Choices plan “is
based on the principle of shared responsibility. This plan
ensures that all who benelit from the system contribute 1o
its financing and management.”> 1t then lists how insur-
ance and drug companies, individuals, clinicians, employ-
ers, and government must each contribute to the provision
of improved health care.

With prominent politicians, business leaders, and ex-
perts supporting shared responsibility, it is hardly surpris-
ing that most Americans believe that employers really bear
most of the cost of health insurance.

The Health Care Cost-Wage Trade-off

Shared responsibility is a myth. While employers do pro-
vide health insurance for the majority of Americans, that
does not mean that they are paying the cost. Wages, health
insurance, and other fringe benefits are simply compo-
nents of overall worker compensation. When employers pro-
vide health insurance 1o their workers, they may define the
benefits, select the health plan to manage the benefits, and
collect the funds 1o pay the health plan, but they do not bear
the ultimate cost. Employers’ contribution to the health in-
surance premium is really workers' compensation in an-
other form.

This is not a point merely of economic theory but of his-
torical fact. Consider changes in health insurance premi-
ums, wages, and corporate profits over the last 30 years. Pre-
miums have increased by about 300% after adjustment for
inflation. Corporate profits per employee have lourished, with
inflation-adjusted increases of 150% before taxes and 200%
after taxes. By contrast, average hourly eamings of warkers
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Figure, Changes in Per Capita Health Expenditures and Average
Hourly Eamings (Adjusted for inflation), 1982-2005
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in private nonagricuftural industries have been stagnant, ge-
wally decreasing by 4% after adjustment for inflauon. Rather
than coming out of corporate profits, the increasing cost of
health care has resulted in reladvely flat real wages for 30 years.
That is the health care cost-wage trade-off.*

Even over shorter periods, workers® average hourly earn-
ings Nuctuate with changes in health care expenditures (ad-
justed for inflation) (FIGURE). During periods when the real
annual increases in health care costs are significant, as be-
tween 1987 and 1992 and again between 2001 and 2004,
inflation-adjusted hourly earnings are flat or even declin-
ing in real value. For a variety of reasons, the decline in wages
may lag a few years behind health care cost increases. In-
surance premiums increase after costs increase. Employers
may be in binding multiyear wage contracts that restrict their
ability to change wages immediately. Conversely, when in-
creases in health care costs are moderate, as between 1994
and 1999, increases in productivity and other factors trans-
late into higher wages rather than health care premiums.

The health care cost-wage trade-off is confirmed by many
economic studies.*!! State mandates for inclusion of cer-
1ain health benefits in insurance packages resulted in es-
sentially all the cost of the added services being borme by
workers in terms of lower wages.'? Similarly, using the Con-
sumer Expenditure Survey, Miller*? found that “the amount
of earnings a worker must give up for gaining health insur-
ance is roughly equal to the amount an employer must pay
for such coverage.” Baicker and Chandra'* reported that a
10% increase in state health insurance premiums gener-
ated a 2.3% decline in wages, “so that {workers} bear the
full cost of the premium increase.” Importantly, several stud-
ies show that when workers lose employer-provided health
insurance, they actually receive pay increases equivalent to
the insurance premium.®*?

1058 JAMA, March 5, 2008—Vol 299, No. 9

In a review of studies on the link between higher health
care costs and wages, Gruber'? concluded, “The results {of
studies) that auempt to control for worker selection, firm
selection, or (ideally) both have produced a fairly uniform
result: the costs of health insurance are fully shifted 10 wages.”

The Cost-Public Service Trade-off

A large portion of health care coverage in the United States
is provided by the government. But where does govern-
ment's money for health care come from? Just as the ulti-
mate cost of employer-provided health insurance falls to
workers, the burden of govemment-provided health cov-
erage falls on the average citizen. When government pays
for increases in health care costs, it laxes current citizens,
borrows from future taxpayers, or reduces osher state ser-
vices that benefit citizens: the health care cost-public ser-
vice trade-off.

Health care costs are now the single fargest part of siate
budgets, exceeding education. According to the National
Govermors Association, in 2006, health care expenditures
accounted for an average of 32% of state budgets, while
Medicaid alone accounted for 22% of spending.'® Between
2000 and 2004, health care expenditures increased sub-
stantially, more than 34%, with Medicaid and SCHIP
increasing more than 44%.7 These increases far exceeded
the increase in state tax receipts. In response, some states
raised taxes, others changed eligibility requirements for
Medicaid and other programs, and still others reduced the
fees and payments to physicians, hospitals, and other pro-
viders of health care services.

However, according to 2 Rockefeller Institute of Govern-
mentstudy of how 10 represeniative states responded, prob-
ably the most common policy change was to cut other state
programs, and “the program area that was most alfected by
state budget difficulties in 2004 was public higher educa-
tion . . . . On average, the sample states projected spending
4,5% less on higher education in FY 2004 than in FY 2003,
and raised tuition and fees by almost 14% on average.”"" In
other words, the increasing cost of Medicaid and other gov-
ernment health care programs are a primary reason {or the
substantial increase in tuition and fees for siate colleges and
universities. Middle-class families finding it more difficult
1o pay for their children’s college are unwittingly falling vic-
tim 1o increasing state health care costs. Not an easy—but
a necessary—connection to make.

Policy Implications

The widespread failure to acknowledge these effects of in-
creasing health care costs on wages and on government ser-
vices such as education has important policy implicavons.
The myth of shared responsibility perpetuates the belief that
workers are getting something while paying littie or noth-
ing. This undercuts the public’s willingness to tax iiself for
the benefits it wants,
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This myth of shared responsibility makes any reform tha
removes employers from health care much more difficult to
enact. If workers and their families continue 10 believe that
they can get a substantial fringe benefit like health insur.
ance at no cost to themselves, they are less likely to con-
sider alternatives. Unless this myth is dispelled, the center-
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piece of reform is likely to be an employer date. This is
regreitable and perperuates the widely recognized historica}
mistake of tying health care coverage to employment. Fur-
thermore, an employer mandate is an economically inefli-
cient mechanism to finance health care. Keeping employers
in health care, with their varied interests and competencies,
impedes major changes necessary for insurance portability,
cost control, efficient insurance exchanges, value-based
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Before You File for Personal Bankruptcy:

Information About Credit Counseling and Debtor Education

Produced in cooperation with the Department of Justice’s U.S. Trustee Program

he Bankruptcy Abuse Prevention and

Consumer Protection Act of 2005 launched
a new era: With limited exceprions, people who
plan 1o file for bankruprey protection must ger

credit counseling from

COUNSELING AND EDUCATION
REQUIREMENTS

As a rule, prc/bankruptcy credit L()unscling and
pre-discharge debror education may nort be provided

at the same time. Credit

a government-approved
organization within 180
days before they file. They
also must complete a debror
educarion coutse to have their
debts discharged.

The Department of

Justice’s U.S. Trustee Program

approves organizations o

counseling must take place
before vou file for bankruptey:
debror education must rake
place after you file.

{n general, you must file a
certificate of credit counseling
completion when you file

for bankruptey. and evidence

of completion of debtor

provide the mandatory

credic counseling and debror educaton. Only the
counselors and educatots that appear on the U.S.
Trustee Progran’s lists can advertise chat they are,
indeed, approved to provide the required counseling
and debror education. By law, the U.S. Trustee
Program does not operate in Alabama and North
Carolina; in these states, courr officials called
Bankruptey Administrators approve pre-bankruprcy
credit counseling organizations and pre-discharge

debror education course providers.

education after you file for
bankruptcy ~ but before your debis are discharged.
Only credit counscling organizations and debtor
education course providers chac have been approved
by the ULS. Trustee Program may issue these
certificates. To protect against fraud, the certificates
are produced through a central auromared system

‘x]l’ld are numbcrcd.
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PRE-BANKRUPTCY COUNSELING
A pre-bankruprey counseling session with an
approved credit counseling organization should
include an evaluation of your personal financial
struation, a discussion of alternatives to bankrupecy,
and a personal budger plan. A rypical counseling
session should last about 60 ro 90 minutes, and can
take place in person, on the phone, or online. The
counscling organization is required to provide the

counseling free of charge for rhose consumers who

other resources. Like pre-filing counseling, debtor
educarion may be provided in person, on the phone,
or online. The debror education session might last
longer than the pre-fling counseling ~ about rwo
hours — and the typical fee is berween $50 and $100.
As with pre-filing counseling, if you are unable to
pay the session fee, you should seek a fee waiver from
the debtor education provider. Check che lisc of
approved debror educadon providers at www.usdoj.

gov/ust/eo/bapcpa/ccde/de_approved.hum or at the

cannot afford to pay. If you
cannot afford to pay a fee for

bankrupecy clerk’s office in your
districr.

credit counseling, you should Once you have COmPlé’té‘d Once you have completed

request a fee waiver from the
counscling organizarion before
the session begins. Otherwise,
you may be charged a fee for

the counseling, which will

the required counseling,
you must get a
certificate as proof-

the required debror education
course, you should reccive
a cerrificate as proof. This
certificate is separate from

the certificate you received

generally be about $50,
depending on where you live, the types of services
you receive, and other factors. The counscling
organization is required o discuss any fees with you
before starting the counseling session.

Once you have completed the required
couseling, you must ger a certificate as proof.
Check the U.S. Trustee’s website to be sure that you
receive the certificate from a counseling organization
that is approved in the judicial district where you are
fling bankruprey. Credic counseling organizations

may not charge an extra fee for the centificare.

POST-FILING DEBTOR
EDUCATION

A debror education course by an approved provider
should include informartion on developing a

budger, managing money, using credit wisely, and

after completing your pre-
filing credir counseling. Check the U.S. Trustee’s
website to be sure that you receive the certificare
from a debror education provider that is approved
in rhe judicial districc where you filed bankruprey.
Unless they have disclosed a charge 1o you before
the counseling session begins, debtor education
providers may not charge an extra fee for the

certificate.

IMPORTANT QUESTIONS TO ASK
WHEN CHOOSING A CREDIT
COUNSELOR

It’s wise to do some research when choosing a
credit counseling organization. If you are in search
of eredit counseling to fulfilf che bankrupicy faw
requirements, make sure you receive services only

from approved providers for your judicial districr.
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Check the list ar www.usdoj.gov/ust/eo/bapcpal
ccde/ce_approved.htm or at the bankrupeey clerk’s
office for the district where you will file. Once

you have the list of approved organizations in your
judicial districe, call several to gather information
before you make your choice. Some key questions w

ask are:

W What services do you offer?

W Will you help me develop a plan for avoiding
problems in the future?

W \What are vour fees?

B What if [ can’t afford to pay your fees?

M What qualifications do your counselors have?
Are they accredited or certified by an ousside
organizacion? What eraining do they receive?

@ What do you do ro keep information about
me (including my address, phone narber, and
financial informarion) confidential and secure?

W How are your employees paid? Are they paid
more if  sign up for cerrain services, if | pay
a fee, or if I make a conrribution to your

organization?

FOR MORE INFORMATION AND
ASSISTANCE

The U.S. Trustee Program promotes integrity and
efficiency in the nation’s bankruptcy system by
enforcing bankruptey laws, providing oversight

of private trustees, and maintaining operational
excellence. The Program has 21 regions and 95
ficld offices, and oversees the administration of
bankruprcy in all states excepe Alabama and North
Carolina. For more informarion, visit
www.usdoj.gov/ust.

If you have concerns about approved credit
counseling agencies or debror education course
providers, such as the failure o provide adequate
service, please contact the U.S. Trustee Program
by email ar USTCCDEComplaintHelp@usdoj.
gov, or in writing at Execucive Office for U.S.
Trustees, Credie Counscling and Debror Education
Unit. 20 Massachuserts Avenue, N.W., Suire 8000,
Washingron, D.C., 20530, Provide as much
detail as you can, including the name of the credit
counseling organization or debror educarion course
provider, the date of contact, and whom you spoke
witch.

The Federal Trade Commission works for the
consumer to prevent fraudulent, deceptive and
unfair business practices in the marketplace and to
provide information to help consumers spot, stop,
and avoid them. For more informarion about credit
issues and choosing a credit counselor, visit frc.gov/
credit. To file a complaint or ro ger free information
on conswuner issucs, visit fre.gov or call roli-free
1-877-FI'C-HELP (1-877-382-4357); TTY: 1-866-
653-4261. Ifa credit counseling organization falsely
advertises it is approved by the U.S. Trustee, please

report chis to the FTC via the coll-free number.
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4 FTC Facts For consumers

The Federal Trade Commission (FTC) is the nation’s consumer protection agency. Here are
some tips from the FTC to help you be a more savvy consumer.

Know who you're dealing with. Do business only with companies chat clearly provide
their name, street address, and phone number.

Protect your personal information. Share credic card or other personal information only
when buying from a company you know and trust.

Take your time. Resist the urge to “act now.” Most any offer that’s good today will be
ye 4 y & )
good tomotrow, too.

Rate the risks. Every potentially high-profic invesument is a high-risk investment. That
means you could lose your invesement - all of ic.

Read rhe small print. Get all promises in writing and read all paperwork before making
any payments or signing any contracts. Pay special attention to the small print.

“Free” means free. Throw out any offer thar says you have to pay to ger a gift or a “free”
gitt. If someching is free or a gift, you don't have to pay for it. Period.

Report fraud. If you think you've been a vicdm of fraud, report it, Ir's one way to get
even with a scam arcist who cheated you. By reporting your complaint to
1-877-FTC-HELP or www.ftc.gov, you are providing important information to help
law enforcemenc officials track down scam artists and stop them!

Federal Trade Commission
Bureau of Consumer Protection
Division of Consumer and Business Education

FOR THE CONSUMER | FEDERAL TRADE COMMISSION

WWW.FTC.GOV | 1-B77-FTC-HELP
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Market solutions to public policy problems

July 2009

Health Insurance and Bankruptcy
Rates in Canada and the United States

Main Conclusions

Unlike the United States, Canada has a universal, single-payer, government-run, socialized health
insurance system.

Advocates of socialized medicine argue that the mixed public-private health insurance system in the
United States causes many Americans to become financially bankrupt, and that this would not
" occur if the US adopted the Canadian health system.

Following this logic, we should expect to observe a lower rate of personal bankruptcy in Canada
than in the United States.

Yet the most recent data (2006 and 2007) shows that personal
bankruptcy rates are actually higher in Canada {.30% for both
years) than in the United States (.20% and .27%).

Brett Skinner is a
PhD candidate and
the Director of Bio~
Pharma and Health
Policy Research at
the Fraser Institute.

.

Research indicates that medical spending was only one of
several contributing factors in 17 percent of US bankruptcies,
and that medical debts accounted for only 12 to 13 percent of
the total debts among American bankruptcy filers who cited
medical debt as one of their reasons for bankruptcy.

Mark Rovere is a
Senior Policy
Analyst in the
Fraser Institute’s
Department of Bio-
Pharma and Health
Policy Research.

.

Research also indicates that medical reasons were cited as the
primary cause of bankruptcy by approximately 15 percent of
bankrupt Canadian seniors (55 years of age and older).

The US-Canada comparative analysis strongly suggests that
bankruptcy statistics do not support arguments for a
government-run health insurance system.
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Table 1: Consumer {non-business) Bankruptcies Filed
in Canada and the United States, 2006 and 2007

Total Consumer Bankruptcy Filings
Total Population
Consumer Bankruptcy Filings as a

Percentage of Population

2006
Canada USA
98,400 597,965
32,576,100 298,754,819
0.30% 0.20%

2007
Canada USA
99,282 $22,590
32,927,400 301,621,157
0.30% 0.27%

Notes: Table includes total non-business bankruptcy filings only in both countries. Canadian data include bankruptcy and
consumer proposals, which are conceptually similar to American bankruptcy Chapters 7 and 13 respectively (Bankruptcy

Canada, 2009a; 2009b).

Sources: Office of the Superintendent of Bankruptcies, Canada, 2006, 2007, 2008, 2009; US Courts, 2009; Statistics Canada,

2009a; US Census Bureau, 2009,

Introduction

In a recent update to a previous
study, Himmelstein et al (2009)
concluded that in 2007, uninsured
medical expenses or loss of income
due 1o iliness “caused”
(Himmelstein et al., 2009, “Table 2:
Medical Causes of Bankruptcy,
2007,” p. 3) nearly two-thirds (62.1
percent) of all non-business bank-
ruptcies in the United States. The
authors blame this on America’s
pluralistic health insurance systen:.!
Himmelstein and co-author
Woothandler are well-known pro-
ponents of Canada’s govern-
ment-run, single-payer medical
insurance systern {e.g. Woolhandler
et al., 2003; McCormick et al., 20043
Woothandler and Himmelstein,
2004). The implicit assumption of
their study is that a single-payer sys-
tem would have prevented or signif-
icantly reduced the number of
bankruptcies observed in the
United States. Following this fogic,
we should expect to observe a lower
rate of bankruptcy in Canada

compared to the United States, all
else being equal. Yet the most recent
data shows that the non-business
bankruptcy rate in Canada is statis-
tically the same as it is in the United
States.

Data and analysis

Table 1 shows the number of con-
sumer or personal bankruptcies,
excluding business bankrupicies, in
both countries for 2006 and
2007—the two most recent years for
which we have data. Ali data are
taken directly from government
sources in both countries. All data
are defined in conceptually similar
ways for both countries, The data
show that the total number of
non-business bankruptcy filings
represented less than one-third of
one percent of the total population
in both countries. There is no sig-
nificant difference between the per-
centages. Where there isa
difference, the data show that
non-business bankruptcy rates are
actually higher in Canada,

Health Insurance and Bankruptcy Rates in Canada and the United States

wwvw.frascrinstitite.org

Aside from universal single-payer
health insurance, there are few
other significant health, social, or
legal policy differences between the
two countries that could be causally
linked to bankruptcy rates. For
example,

* The 2005 reforms to US
bankruptcy laws have
produced legal standards that
are very similar to Canadian
standards (BankruptcyCan-
ada, 2009a; 2009b).

Drug insurance is structured
almost identically, so exposure
to drug costs is similar in both
countries. While the entire

Canadian population is
universally eligible for publicly
funded insurance for hospital
and physician services, only
about one-third of the
Canadian population is publicly
insured for prescription drugs.
In Canada, as in the US,
low-income people, disabled
populations, and seniors are
eligible for separate publicly
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funded drug programs, while
most employed people obtain
drug insurance as a benefit of
employment, and the rest of
the population pays with their
own money.

Both countries have
employment insurance
programs that provide income
support in the event of job
loss (US Department of Labor,
2004; Service Canada, 2009).
Unemployment occurs with
roughly similar frequency
among Canadians and
Americans. National
unernployment rates in 2007
were 5.3 percent in Canada
versus 4.6 percent in the
United States (Statistics
Canada, 2009b).

Access to medical care for
people who experience

long-term unemployment,
disability from iliness, and
chronic low-income status is
practically the same in both
countries, being facilitated by
non-profit, publicly funded
community health centers
(NACHC, 2009) and public
programs like Medicaid in the
US, and government-run

systems in Canada.

Medical bankruptcies
in Canada

Medical reasons for bankruptcies
are not unigue to the US. Research
commissioned by the Canadian
government (Redish et al., 2006)
indicates that medical reasons were
cited as the primary cause of bank-
ruptcy for approximately 15 percent
of bankrupt Canadian seniors (55
years of age and older). Medical

151

reasons included tost income or
employment due to iliness, as well
as uninsured medical expenses.

Other research

These findings reinforce earlier crit-
jcisras of Himmelstein et al (2005),
In particular, Dranove and
Millenson (2006} reviewed the liter-
ature on medical bankruptcy and
found that, “studies since the
mid-1960s have consistently con-
cluded that medical bills are a refa-
tively minor part of the debt
problem” {(Dranove and Millenson,
2006: w78). Studies the two
researchers reviewed, including one
by the US Department of Justice,
estimated that medical debts
accounted for only between 12 and
13 percent of total unsecured debt
among bankruptcy filers who cited
medicai debts as a contributing fac-
tor to their bankruptcy (Dranove
and Millenson, 2006). More specifi-
cally, they examined the data and
methodotogy in Hinumelstein et al
{2005) and concluded that the study

fail{ed] to provide a causal rela-
tionship to support the claim
that medical spending contrib-
utes to “half of all bankruptcies”
(54.5 percent). Our analysis of
their data finds a causal Hink in
only 17 percent of personal
bankruptcies... the authors’
methodology does not provide
a definitive answer to the policy
question they implicitly pose:
how national health insurance
would affect the rate of personal
bankruptcy. At best, they show
that medical bills are a cause of
17 percent of bankruptcies but
are not necessarily the most
important cause. They fail to

Health Insurance and Bankrupicy Rates in Canada and the United States

www. fraserinstitute.org

perform the multivariate
statistical analysis necessary to
determine the magnitude of the
causal relationship or to rule
out other factors such as loss of
job, education expenses, or
housing costs. (Dranove and
Millenson, 2006: w75)

Conclusion

Canada’s universal, govern-
ment-run, monopoly health insur-
ance systern was not associated with
lower rates of bankruptcy in Canada
compared with the United States in
either 2006 or 2007. 1t is incorrect
to assume that adopting such an
insurance system in the US will have
a significant impact on bankruptcy
rates. Bankruptcy and a lack of
health insurance coverage are both
caused by the same thing—a lack of
income, which in turn is usually a
result of unemployment. {liness can
certainly cause unemployment,
which can lead to bankruptcy if
people have unsustainable debt
loads. However, non-medical
expenditures comprise the majority
of debt among bankrupt consumers
in both Canada and the US. The
inability to earn sufficient income
to cover these costs—not exposure
to uninsured medical costs—is the
real explanation for almost ali bank-
ruptcies in either country. The
US-Canada comparative analysis
strongly suggests that bankruptcy
statistics do not support arguments
for a government-run, single-payer,
socialized health insurance system.

Notes

1 Himmelstein et al {2009} conclude
that, “Medical impoverishinent,
although common in poor nations, is
almost unheard of in wealthy
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countries other than the US. Most
provide a stronger safety net of dis-
ability income support. All have
some form of national health insar-
ance. The US health care financing
systern is broken, and not only for
the poor and uninsured. Middle-class
familics frequently collapse under the
strain of a health care system that
treats physical wounds, but often
inflicts fiscal ones” (Himmelstein et
al 2000: 5-6).

[

Himmelstein’s and Woolhandler’s
advocacy of Canada’s single-payer
health insurance systein is also
ceflected in several other studies,
commentaries and opinion editorials.
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Testimony on Medical Debt:

Can Bankruptcy Reform Facilitate a Fresh Start?

Diana Furchtgott-Roth
Senior Fellow, Hudson Institute

Mr. Chairman, members of the Committee, I am honored to be invited to
testify before your Committee today on the subject of medical debt and
bankruptcy reform. I have followed and written about this and related issues for
many years. Currently, I am a Senior Fellow at the Hudson Institute. From
February 2003 until April 2005, I was Chief Economist at the U.S. Department of
Labor. From 2001 until 2003, I served at the President’s Council of Economic
Advisers as Chief of Staff and Special Adviser. Previously, I was a Resident
Fellow at the American Enterprise Institute. I also served as Deputy Executive
Secretary of the Domestic Policy Council in the White House under President
George H.W. Bush and as an economist on the staff of President Ronald Reagan'’s
Council of Economic Advisers.

A recent study in the American Journal of Medicine conducted by Dr.
David Himmelstein and other researchers from Harvard University and Ohio
University found that medical debts are the major cause of personal bankruptcy
in America.! The study found that 62 percent of bankruptcies in 2007 were
“medical;” that medical debtors were not poor, but middle-class; and that the

percent share of bankruptcies due to medical problems rose by 50 percent

! David H. Himmelstein et al., “Medical Bankruptcy in the United States, 2007: Results of a
National Study,” The American Journal of Medicine, Vol. 122, No. 8, 741-746, 2009.
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between 2001 and 2007. The Himmelstein study paints a picture of an American
middle class that, even with health insurance coverage, is being bankrupted by
health care costs. The message is that rising health care costs bankrupt the
insured middle class as well as the uninsured lower class.

This study is being used to support the need for the major healthcare
reform bills before the House and the Senate. On July 27, 2009, House Judiciary
Chairman John Conyers of Michigan said, “This surge in medical bankruptcies
demonstrates why health care reform is urgently needed right now. So many
people’s lives are uprooted, and their financial security destroyed, by unexpected
medical costs.”?

The only problem is that the study is fatally flawed. Dr. Himmelstein and
his coauthors got different results because they used a smaller sample and a
different methodology than other studies. They started with a random sample of
5,251 bankruptcy petitions and wound up through a series of screenings only
using 1,032. Only 45 percent of those who completed questionnaires were
interviewed by phone. The rest were unwilling to be interviewed, or could not
be found. It is possible that the remaining 55 percent of the sample had no
problem with medical costs, and that is why they were uninterested in

participating. Of those interviewed, 62 percent were identified as having health

2U.S. House Committee on Judiciary, “Conyers Dismayed by Rise in Medical Bankruptcies”
(News Release), July 27, 2009. Available at: http:/ /judiciary.house.gov /news /090727 htind
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problems that contributed to bankruptcy. This equaled 28 percent of those who
completed questionnaires.

Furthermore, the authors did not properly distinguish reasons for
bankruptcy. All those who were bankrupt and who had medical debt were
considered to be bankrupt for medical reasons. In reality, other forms of debt
could have been the true cause of bankruptcy. One definition of “medically
bankrupt” was those who were bankrupt and who reported uncovered medical
bills of greater than $1,000 in the past two years — or $500 per year. It is not
unusual for families have expenses of $500 per year that are not covered by
insurance, when dental bills, copayments, and prescriptions are totaled. Another
definition of “medjcally bankrupt” was those who were bankrupt and “who lost
at least 2 weeks of work-related income due to illness or injury.” Again, this is
not that uncommon. A salesman on commission who comes down with the flu,
or a cold, could lose 2 weeks of work-related income in a year. He could not
have any medical debts at all and still be classified as “medically bankrupt”
according to the study’s methodology. Hypothetically, someone could go into
bankruptcy while on Medicare or Medicaid, even if they owed no medical bills a
all.

Most important, Dr. Himmelstein's study contradicts the standard
economics literature on personal bankruptcies. Most reputable studies are based

on the Survey of Consumer Finances, published by the Federal Reserve, which
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lists different types of consumer debt3. Debt from goods and services, which
includes medical debt, rose slightly from 5.5 percent of all debt in 2001 to 5.8
percent of all debt in 2007. Fewer than one percent of Americans enter
bankruptcy each year. Of those, only three to five percent are plausibly bankrupt
due to medical debt. These data and studies present the inconvenient truth that
our health system is not leading to bankruptcy in America. Our healthcare
system needs reform, but not of the type currently under consideration by
Congress.

Economic studies that contradict Dr. Himmelstein have been authored by
American Enterprise Institute research fellow Aparna Mathur?, Northwestern
University economics professors David Dranove and Michael Millenson?;
economics professors Scott Fay, Erik Hurst, and Michelle White from University
of Florida, University of Chicago, and University of California, San Diego
respectively®; and economist David Gross from Compass Lexecon and economics
professor Nicholas Souleles from the University of Pennsylvania”.

Why does Dr. Himmelstein get such different results? One reason could

be that he is a co-founder of Physicians for a National Health Program, an

3 The Federal Reserve Board, “Survey of Consumer Finances,” 2007. Available at:

http:/ /www federalreserve gov/pubs/oss/ 0ss2/ sctindex.html

# Apama Mathur, “Medical Bills and Bankruptcy Filings”. American Enterprise Institute, 2006.
Available at: hitp:/ /www aeiorg/docLib/20060719_MedicalBillsAnd Bankruptey.pdf

5 David Dranove and Michael L. Millenson, “Medical Bankruptcy: Myth Versus Fact,” Health
Affaris, 25(2), w74-w83, 2006.

6 Scott Fay et al. “The Household Bankruptcy Decision,” The American Economic Review, 92(3), 706~
718, 2002.

7 David Gross and Nicholas Souleles, “ An Empirical Analysis of Personal Bankruptcy and
Delinquency,” Review of Financial Studies, 15(1), 319-347, 2002.
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organization that describes itself on its Web site as “the only national physician
organization in the United States dedicated exclusively to implementing a single-
payer national health program.”® An additional Harvard coauthor, Dr. Steffie
Woolhandler, is co-founder and secretary of the organization. Even though their
article states on the front page that the authors have no conflict of interest, two
are self-declared activists for single-payer health care, and they have twisted the
data to fit their cause.

Even using Dr. Himmelstein’s methodology, single-payer health care
would not solve the medical bankruptcy problem. People would still lose work
time to illness, perhaps even more time than under the current system, because
health care would be of lower quality. Our healthcare system needs reform, but
not of the type currently under consideration by Congress, which includes
consideration of a national health care plan.

Although the leading Democratic healthcare reform bills in Congress — the
Senate HELP Committee’s Affordable Health Choices Act?, the Senate Finance

Committee’s America’s Healthy Future Act of 20092, and the House Education

8 Physicians for a National Health Program, “ About PNHP”. Available at:

http:/ /www pnhp.org/about/about_pnhp php

9 U.S. Senate “Affordable Health Choices Act”. 111t Congress, 1+t session. S. 1679. Washighton:
GPO, September 2009. Available at: http:/ / frwebgate.access gpo.gov/cgi-
bin/getdoc.cgi?dbname=111_cong bills&docid=f:51679pcs txt.pdf

1 U.S. Senate Committee on Finance, “ America’s Healthy Future Act of 2009”. Available at:
hitp:/ /www finance senate.gov /sitepages /leg /LEG

percent202009/100209 _Americas_Healthy Future Act AMENDED pdf
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and Labor Committee’s America's Affordable Health Choices Act of 200911 —are
well-intended, they would leave all Americans worse off than they are at present,
and actually increase the probability of bankruptcy by lowering income available
for discretionary spending. First, the vast majority would pay more for health
insurance. Second, the higher cost of health insurance premiums would lower
cash wages for Americans. Third, those on government plans, such as Medicare
and Medicaid, would receive worse care. Fourth, the economy-wide effects of
health care reform mandates would discourage job creation and incentives to
work by raising taxes.

Everyone would pay more for health insurance, contributing to
bankruptcies. Young people and those in good health would have to pay
substantially more for health insurance than they do at present because premium
differentials for health insurance would be capped. Almost everyone would
have to pay more due to the government’s definition of a qualified plan.

One feature of the health reform bills is that variation in premiums would
be limited. Under the House Democrats’ bill, for example, the most expensive
premium could not be more than twice as much as the cheapest for the same
plan, and variation would only be allowed on the basis of age. This means that
young people would have to pay far more in premiums than they would

otherwise.

"'U.5, House “America’s Affordable Health Choices Act of 2009”. 111th Congress, 1% session. H.R.
3200. Washighton: GPO, July 2009. Available at: hittp:/ /frwebgate.access. gpo.gov fegi-
bin/getdoc.cai?dbname=111_cong billsé&docid=£h3200ih txt.pdf
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The Baucus bill would require everyone to purchase health insurance or
face penalties. Americans with incomes up to 400 percent of the poverty line
(currently $90,100 for a family of four) who are not covered by an employer plan
would receive tax credits to purchase health insurance plans in an “exchange.”

Plans purchased in the exchange would have generous coverage and no
lifetime or annual limits on any benefits. Only Americans under 25 and those
who spend more than eight percent of their income on health insurance
premiums would be allowed to purchase “young invincible” plans, catastrophic
insurance against major accidents. Americans would have to pay a far higher
cost for health insurance, since plans would have to accept everyone, regardless
of health or pre-existing conditions.

It is easy to see from the Baucus bill why the cost of health insurance is
going to increase substantially. According to the Senate Finance Committee, “ Al
plans would be required to provide primary care and first-dollar coverage for
preventive services, emergency services , medical and surgical care, physician
services, hospitalization, outpatient services, day surgery and related anesthesia,
diagnostic imaging and screenings, including x-rays, maternity and newborn
care, pediatric services (including dental and vision care), prescription drugs,

radiation and chemotherapy, and mental health and substance abuse services.
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Plans would not be allowed to set lifetime limits on coverage or annual limits on
any benefits.” 12

Half of the expenses in the Baucus plan would be funded through an
excise tax on expensive plans of 40 percent on premiums above $8,000 for singles
and $21,000 for families, bringing in $201 billion from 2013 through 2019. Today
health insurance premiums cost on average $4,824 for singles and $13,375 for
families.13 CBO calculates that in 2019, in addition to $46 billion in excise taxes,
Americans would be paying over $100 billion in higher premiums.** Since CBO
forecasts increases in excise tax revenues of 10 percent to 15 percent annually
after 2019, health insurance premiums must also rise by the same percent
annually. This government mandate would amount to a steady drain on
American men and women. A memo dated October 13, 2009, from Thomas
Barthold, chief of staff of the Joint Committee on Taxation, said “Generally, we
expect the insurer to pass along the cost of the excise tax to consumers by

increasing the price of health coverage.”1

12 U.S. Senate Committee on Finance, “Baucus Introduces Landmark Plan to Lower Health Care
Costs, Provide Quality, Affordable Coverage” (News Release), September 16, 2009. Available at:
http:/ / finance.senate.gov/ press/Bpress/2009press/ prb09160%h. pdf

13 The Kaiser Family Foundation and Health Research and Educational Trust, “Employer Flealth
Benefits 2009 Annual Survey” September 15, 2009. Available at:

http:/ /ehbs kif.ore/ pdf/2009/7936. pdf

1 Congressional Budget Office. “Letter to the Honorable Max Baucus on the Preliminary
Analysis of the Chairman's Mark for the America's Healthy Future Act, as Amended”, October 7,
2009. Available at: hitp:/ /www.cbo.gov/ftpdocs/106xx/docl0642/10-7-Baucus_letter.pdf

' Joint Committee on Taxation. “Memo from Thomas A. Barthold to Cathy Koch and Mark Prater,”
October 13, 2009. http://www.hudson.org/files/documents/Response_Cathy_Koch_Mark_Prater_40-
Percent_Excise_Tax_High_Coverage Health_Plans.pdf.
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The higher cost of health insurance premiums would lower cash wages
for everyone, contributing to bankruptcies. A government mandate for
employers to provide health insurance would cause wages to decline, because
the costs of the insurance would be passed on to workers, who would see a
decline in wages. Alternatively, as discussed in the following section, employers
would reduce employment, especially for low-wage workers.

Harvard University economics professor Katherine Baicker and
University of Michigan economics professor Helen Levy concluded that low-
income, minority workers would be the most affected by a government
mandate:¢ “We find that 33 percent of uninsured workers earn within $3 of the
minimum wage, putting them at risk of unemployment if their employers were
required to offer insurance. ... Workers who would lose their jobs are
disproportionately likely to be high school dropouts, minority, and female. ...
Thus, among the uninsured, those with the least education face the highest risk
of losing their jobs under employer mandates.”

Employers are likely to respond to the higher costs resulting from
mandated provision of health insurance by employing fewer workers, or
outsourcing jobs overseas. This would increase the probability of bankruptcy.
Those employed by small businesses would be disproportionately affected,

because many small businesses employ low-income wage workers at or near the

16 Katherine Baicker and Helen Levy, “Employer Health Insurance Mandates and the Risk of
Unemployment,” NBER Working Paper No. 13528, October 2007. Available at:
http:/ /www .nber.org/papers/wl13528. pdf.
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minimum wage, and cannot reduce these wages to absorb the increased cost. It
is no coincidence that this summer’s increase in the minimum wage to $7.25 per
hour?? was followed by record teen unemployment rates, the latest almost 26
percent in September18. Employers laid off the less-skilled workers rather than
paying them more than they were worth.

The Congressional Budget Office concluded that a requirement for
employers to provide health insurance would encourage employers to hire more
part-time workers and fewer full-time workers. According to CBO, the creation
of different penalties for full and part time workers “would increase incentives
for firms to replace full-time employees with more part-time or temporary
workers.” 19

According to Ezekiel Emanuel and Victor Fuchs in the Journal of the
American Medical Association, ”It is essential for Americans to understand that
while it looks like they can have a free lunch —having someone else pay for
health insurance —they cannot. The money comes from their own pockets.

Understanding this is essential for any sustainable health care reform.”2° Peter

17U.S. Department of Labor Wage and Hour Division, “Employee Rights under the Fair Labor
Standards Act,” July 2009. Available at:

http:/ /www.dol.gov/esa/whd/regs/compliance/ posters/ minwagep.pdf

* Bureau of Labor Statistics, “The Employment Situation - September 2009”.

1% Congressional Budget Office, “Effects of Changes to the Health Insurance System on Labor
Markets,” July 13, 2009. Available at: hitp:/ / www .cbo.gov/ ftpdocs/104xx/ doc10435/07-13-
HealthCareAndLaborMarkets.pdf

2 Ezekiel ]. Emanuel and Victor R. Fuchs, “Who Really Pays for Health Care Costs,” Journal of the
American Medical Association, March 5, 2008. Similarly, Harvard economist Katherine Baicker
wrote, “Employees ultimately pay for the health insurance they get through their employer, no
matter who writes the check to the insurance company. The view that we can get employers to
shoulder the cost of providing health insurance stems from the misconception that employers
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Orszag reiterated this as CBO director, saying that, “The economic evidence is
overwhelming, the theory is overwhelming, that when your firm pays for your
health insurance you actually pay through reduced take-home pay. The firm is
not giving that to you for free. Your other wages or what have you are reduced
as a result. [ don’t think most workers realize that.”2!

Those on government plans, such as Medicare and Medicaid, would
receive worse care, losing more work time. Medicare recipients would receive a
lower standard of care than they do at present due to cuts in the program.
Putting more Americans into the Medicaid program would give them a lower
standard of care.

Nearly 90 percent of the $404 billion Medicare and Medicaid savings
would be from Medicare in the period 2013 to 2019 in the Baucus bill. Thereafter,
savings would be expected to continue at the rate of 10 percent to 15 percent.
CBO estimates that Medicare Advantage plans, popular bundled health
maintenance organizations serving 20 percent of Medicare patients, would be cut
by $117 billion.22 Under the heading “Ensuring Medicare Sustainability,” more
than $200 billion would be cut from payments to hospitals, elder care, doctors,
and hospices. Payments to Medicare doctors would be cut by 25 percent in 2011.

A Medicare Commission would propose further cuts.

pay for benefits out of a reservoir of profits. Regardless of a firm’s profits, valued benefits are
paid for primarily out of workers’ wages.” Katherine Baicker and Amitabh Chandra, “Myths and
Misconceptions about U.S. Health Insurance,” Health Affairs, 2008.

2 CBO Director Peter Orszag Testimony before the Senate Finance Cominittee, June 17, 2008.

* Congressional Budget Office. “Letter to the Honorable Max Baucus on the Preliminary
Analysis of the Chairman's Mark for the America's Healthy Future Act, as Amended”.
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The government would persuade doctors to cut Medicare costs by
associating more tests with lower reimbursements. Ranked in order of spending
per patient, every year the top 10 percent of physicians would have their
reimbursements cut. Since by definition there would always be 10 percent of
physicians in the top 10 percent, they would have an incentive to avoid the
sickest patients or the specialties with the most tests.

The House Democrats bill plans to expand the Medicaid program to 133
percent of the poverty line in order to cover low-income uninsured workers. Not

only would this cause a firancial drain on already-strained budgets, but

Medicaid does not provide as high a level of care as do many other private plans.

Low-income Americans would be disadvantaged by being put on Medicaid
rather than being given a refundable tax credit to purchase a private plan, as has
been suggested by Georgia Congressman Tom Price, himself a physician, in the
Empowering Patients First Act.

Many Medicaid patients cannot find doctors who will see them. In
California, 49 percent of family physicians do not participate in Medicaid? while
in Michigan the number of doctors who do not see Medicaid patients has risen
from 12 percent in 1999 to 36 percent in 20052, Physicians do not want to take

Medicaid patients because of low reimbursement and substantial paperwork. A

» Lisa Backus et al., “Specialists” and Primary Care Physicians’ Participation in Medicaid
Managed Care,” Journal of General Internal Medicine, Vol. 16, No. 12. December 2001,

% Jay Greene, “Committee looks at taxing Michigan doctors to help avert 12 percent Medicaid
cuts,” Michigan State Medical Society, September 22, 2009. Available at:

http:/ /www.msms org/ AM/ Template cfm?Section=Advocacy &TEMPLATE=/CM/ ContentDis
play.ofm&CONTENTID=12302
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2009 Health Affairs report indicated that Medicaid physician fees increased 15.1
percent, on average, between 2003 and 2008.2° This was below the general rate of
inflation of 20.3 percent, resulting in a reduction in real fees.

The economy-wide effects of health care reform mandates would
discourage job creation and incentives to work by raising taxes, thereby
making bankruptcies more likely. Health reform is expensive, and some of the
bills pay for it through increased taxes. For instance, the House bill relies on
income tax surcharges on the most productive workers, bringing the top tax rate
to 45 percent, as well as an 8 percent payroll tax on employers who do not offer
the right kind of health insurance to their employees. Moreover, anyone who
does not sign up for health insurance would face an additional 2.5 percent
income tax. Federal taxes are not the whole story. State taxes would take
another 9 percent of incomes in states such as Oregon, Vermont and lowa;
Medicare would take another 1.45 percent; and Social Security taxes would add
another 6.2 percent up to $107,000. Top tax rates in some states could exceed 55
percent, discouraging work and investment and reducing employment.

The tax penalty for working is even more substantial at the low end of the
income spectrum. The staff of the Joint Tax Committee estimated that combined
effective income and premium marginal tax rates, including payroll taxes, for

poor families of four under the Baucus bill would be substantial, dwarfing rates

5 Stephen Zuckerman, Aimee F. Williams, and Karen E. Stockley, “Trends in Medicaid Physician
Fees, 2003-2008", Henlth Affairs, Vol. 28, No. 3, 2009.
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for upper-income individuals. They would reach 59 percent at 150 percent of the
poverty line; 49 percent at 250 percent of the poverty line; 39 percent at 350
percent of the poverty line; and 40 percent at 450 percent of the poverty line.26

Our tax system should not make it harder for Americans to work. The
penalty falls both on those struggling to escape from poverty, and on those who
have invested in education, hoping to enter professional and managerial careers.
Throughout the income spectrum, higher taxes would exacerbate the penalty for
working,

Our health insurance system needs to change, but not in the way
envisaged by Congress. Rather than mandating one expensive plan, Congress
would do better to change the current health insurance tax credit from employers
to individuals and allow people to pick their own portable plans, as they do with
other forms of insurance. It is vital that economic growth and upward income
mobility continue, and the main route to this progress is an abundant supply of
job opportunities. As configured, the three plans under consideration today
would cause job loss and impede job creation, increasing the probability of
bankruptcy. They would encourage American firms to move abroad, taking jobs
to other countries.

Thank you for allowing me to appear before you today. T would be glad

to answer any questions.

26 Joint Committee on Taxation. “Memo from Thomas A. Barthold to Mark Prater, Tony Coughlan, Nick
Whyatt, and Chris Conlin” October 13, 2009.
hitp://hudson.org/files/documents/Response_to_Mark_Prater_Effective_Marginal_Tax_Rates.pdf.
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REAL CLEAR MARKETS
July 30, 2009
The Healthcare Bankruptcy Myth

By Diana Furchtgott-Roth

Few figures in American life have suftered as publicly as Elizabeth Edwards, a cancer survivor
whose son was killed in a car accident, the betrayed wife of presidential candidate John Edwards.
Like a classic Greek heroine, she has only one flaw: she is too trusting. This week, she was
duped into endorsing a flawed bankruptcy study that was transparently intended to support a
single-payer health care plan.

In testimony before a subcommititee of the House Judiciary Committee, Mrs. Edwards declared,
“Medical debt is, of course, a symptom of larger problems in our health care system-and the
solution to medical debt and medical bankruptcy is real health reform that results in attordable,
reliable health coverage and affordable health care for all Americans.”

Mrs. Edwards based her testimony on a study in the American Journal of Medicine conducted by
Dr. David Himmelstein and other researchers from Harvard University and Ohio University. An
unassuming reader might conclude that medical debts are the major cause of personal bankruptey
in America, becausc the study finds that 62% of bankruptcies in 2007 were "medical.”

House Judiciary Chairman John Conyers of Michigan, who should know better, said "This surge
in medieal bankruptcies demonstrates why health care reform is urgently needed right now. So
many people's lives are uprooted, and their financial security destroyed, by unexpected medical
costs.”

But fewer than one percent of Americans enter bankruptey each year. Of those, only three to tive
percent are plausibly bankrupt due to medical debt. These numbers present the inconvenient truth
that our health system is not leading to bankruptcy in America.
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The Himmelstein study paints a picture of an American middle class that even with health
insurance coverage is being bankrupted by health care costs. The sharc of bankruptcies
attributable to health care costs rose by 50%between 2001 and 2007, according to the study. The
message is that rising health care costs bankrupt the insured middle class as well as the uninsured
lower class.

The only problem is that the study is fatally flawed. Dr. Himmelstein is a co-founder of
Physicians for a National Health Program, an organization that descnbes itself on its Web site as
"the only national physician organization in the United States dedicated exclusively to
implementing a single-payer national health program.” An additional Harvard coauthor, Dr.
Steffie Woolhandler, is co-founder and secrctary of the organization. Even though the article
states on the front page that the authors have no contflict of interest, two are self-declared
activists for single-payer health care, and they have twisted the data to fit their cause.

Aparna Mathur, an American Enterprise Institute research fellow and another witness in the
hearing, told me in a telephone conversation that "the Himmelstein surveys overstate the effect
of medical debts on bankruptcy. Despite obvious problems with the survey methodology, it was
clear to me during the testimony yesterday that the study was being used as a pretext tor making
the case for universal health insurance.”

Dr. Himmelstein's study contradicts the economics literature on personal bankruptcies. Most
reputable studies are based on the Survey of Consumer Finances, published by the Federal
Reserve, which lists different types of consumer debt. Medical debt rose slightly from 5.5% of
all debt in 2001 to 5.8% of all debt in 2007. according to the Fed.

A study by the Department of Justice examined more than 5,000 bankruptcy cases between 2000
and 2002, 1t found that 54% of bankruptcies involve no medical debt, and more than 90% have
medical debt ot less than $5,000. Even among the minority of bankruptcies that report medical
debt, only a few have enough to cause personal bankruptcy.

Dr. Himmelstein gets different results because he uses a smaller sample and a different
methodology than other studies. He started with a random sample of 5,251 bankruptcy petitions
and wound up through a series of screenings only using 1,032, His survey assumcs that when a
medical problem is mentioned that associated medical costs are automatically associated with
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bankruptey. In addition, anyone is counted as medically bankrupt if they citc iliness or medical
bills as a reason for bankruptcy, even if other debts, such as foreclosure and credit card debt, are
a primary reason.

Furthermore, if respondents lost two weeks of work due to illness or injury they were counted as
medically bankrupt, even if they had no medical debt. Hypothetically, someone could go into
bankruptcy while on Medicare or Medicaid. even if they owed no medical bills at all.

Yet using Dr. Himmelstein's methodology. even single-payer health care would not solve the
medical bankruptcy problem. People would still lose work time to illness, perhaps even more
time than under the current system, because health care would be of lower quality. Under
Britain's single-payer system, for example, people who think they might have swine flu are not
being seen by doctors. Instead, they are asked to stay home and consult with the doctor over the
phone.

More and more Americans understand that adding $1 trillion to government spending for health
care reform won't tix our economic crisis. So proponents of single-payer health care bring out
poor Elizabeth Edwards to justify their made-up numbers on medical bankruptcy. Shame on
them.

Diana Furchtgott-Roth is a contributing editor of RealClearMarkets and an adjunct tellow at the
Manhattan [nstitute.

Page Printed from:
http://www.realclearmarkets.com/articles/2009/07/30/the_medical_bankruptcy _myth_97335.htm
1 at October 20, 2009 - 12:33:11 PM CDT
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The Household Bankruptcy Decision

By ScotT Fay, ERIK HURST, AND MICHELLE J. WHITE®

Personal bankruptey filings have risen from
0.3 percent of households per year in 1984 to
around 1.35 percent in 1998 and 1999, trans-
forming bankruptcy trom a rare occurrence to a
routine event. Lenders lost about $39 billion in
1998 due to personal bankruptey filings.' But
economists have little understanding of why
households fite for bankruptcy or why filings
have increased so rapidly. Until very recently,
studying the household bankruptcy decision
was very ditficult, because no household-level
data set existed that included information on
bankruptey filings. In this paper, we use new
data trom the Panel Study of Income Dynamies,
which inciudes information on bankruptcy fil-
ings, to estimate a mode! of households’ bank-
ruptey decisions.

We find support for the strategic model of
bankruptcy. which predicts that households are
more likely o file when their inancial benefit
from fiting is higher. Our model predicts that an
increase of $1,000 in households” financial ben-
efit from bankruptcy would result in a 7-percent
increase in the number of bankruptcy 6lings.
Our model also predicts that it the 1997 Na-
tional Bankruptcy Review Commission’s pro-
posed changes in bankruptcy exermption levels
were implemented, there would be a 16-percent
increase in the number of bankruptcy filings
each year. But it the $100.000 cap on home-
stead cxemptions recently passed by the US.

* Fay. Warrington College of Business Administration,
University of Florida: Hurst: Graduate School of Business,
University af Chicage: Whire: Department of Economics,
Univensity of Californiac San Diego. and NBER. We are
erateful 1o Orley Ashenfelter. John Bound, Charlie Brown,
Paul Couvramt. Austan Goolsbee, Jim Hines. Joe Lupton,
Aricl Pakes. Gary Soton. Nicholas Souleles. Frank Stattord,
Efizabeth Warren. and an anonymous referce for helpful
comments. and to Citthank and the Nationat Science Foun-
dation. under Grunt No. SBR 9617712, for financial sup-
port. Fadier versions of this paper were presented at
Harvard University, the Wharton School. the University of
Chicago. UCLA. and the American Law and Econowmics
Assoctation Conference

' This figure is bused on unsecured debt per bankrupicy
fiting of $28.000 (John M. Barron and Michael Staten,
1998).
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Senate were adopted, our mode! predicts that
there would be only a negligible eftect on the
number of filings. We find little support for the
nonstrategic model of bankruptcy which pre-
dicts that households file when adverse events
occur which reduce their ability to repay. Fi-
nally. controlling for state and time fixed ef-
fects. our model shows that households are
more likely to file for bankruptey if they live in
districts with higher aggregate filing rates.

[. U.S. Personal Bankruptey Law

The United States has two different personal
bankruptey procedures—Chapter 7 and Chapter
1 3—and dehtors have the right to choose be-
tween them.

Chapter 7. —Under Chapter 7, unsecured
debts such as credit card debt, installment loans,
medical bills, and damage claims are dis-
charged. Debtors are not obliged to use any of
their future earnings to repay their debt. but they
are obliged to turn over all of their assets ubove
a fixed exemption level to the bankruptcy
trustee. The trustee liquidates the nonexempt
assets and uses the proceeds to repay creditors.
Although bankruptey is a matter of federal law
and the rules are uniform across the United
States. Congress gave the states the right w
adopt their own buankruptey exemptions. Most
states have separate exemptions for equity in the
debtor’s principle residence (the “homestead
exemption”™) and for several types of personal
property. In general, states” nonhomestead ex-
emptions are low, but their homestead exemp-
tions vary widely, from a tew thousand dollars
to unfimited in nine stares.” If debtors™ assets
are less than the exemption levels in their states.
then they are not obliged to repay anything to
creditors.

 The average value of ali nonhomestead exemptions in
1993 wax $5.000. The average homestead exemption in
1995 tor states that do not have unlimited homestead ex-
emptions was $23.000. Most spates also exempr clothing,
furniture. and howschold goods
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Households® financial benefit from filing for
bankruptcy under Chapter 7 is therefore the
value of debt discharged and their financial cost
is the value of nonexempt assets. it any. that
they must give up. Households™ net financial
benefit trom filing for bankruptey is the differ-
ence. Households that file for bankruptcy must
also pay bankruptey court filing fees and law-
yers’ fees. They also face possible nonpecuni-
ary costs, including the cost of acquiring
information about the bankrupicy process,
higher tuture borrowing costs, and the cost of
bankruptcy stigma.

Chapter 13.—Chapter 13 bankruptey is in-
tended for debtors who earn regular incomes.
Under it, debtors do not give up any assets in
bankruptcy, but they must propose a plan to
repay a portion of their debts from future in-
come. usually over three to five years. The plan
goes into etfect as fong as the bankruptey judge
accepts it i.e., creditors do not have the right to
biock repayment plans.

Because debtors have the right to choose
between Chapters 7 and 13, they have a finan-
cial incentive to choose Chapter 7 whencver
their assets are less than their state’s exemption,
since doing so allows them to avoid repaying
their debts completely.’ Even when houscholds
file under Chapter 13, they are obliged to use
future earnings to repay debt only to the extent
that they would be obliged to use noncxempt
assets to repay debt under Chapter 7. For exam-
ple. debtors who have $5,000 in nonesempt
assets are obliged to repay only the equivalent
of $5,000 trom future earnings in a repuyment
plan under Chapter 13. Debtors who have no
nonexempt assets sometimes file under Chapter
13, but propose to repay only token amounts.
Bankruptey judges vary in their willingness to
accept these plans,

“Debtors may shift assets from nonexempt 10 exempt
categories before filing or use other strategies W reduce their
nonexemptassets before filing. Debtors may also defauiton
their debt but not file for bankruptey. since creditors do not
always attempt 1o coltect. See Whire (199843 tor discussion.

* about 70 percent of bankrupicy flings occur under
Chapter 7. Congress has attemipted 10 make Chapter 13
more attractive 1o debtors by allowing some types of
debis—including some student foans and debts incurred by
fraud-—to be discharged under Chapier 13 but not under
Chapier 7. Debtors are also alfowed to file under Chapter (3
as often us every six months, while they cannot file under

If. Literature Review

Attempts to study the bankruptey filing deci-
sion have been hampered by the lack of
household-level data on bankruptey filings. In
an early study, White (1987) regressed the ag-
gregate bankruptey filing rate by county on the
bankruptcy exemption level for the relevant
state and other variables. She found that the
bankruptcy filing rate was positively and sig-
nificantly reluted to the exemption level’
lan Domowits and Robert [ Sartain (1999
got around the lack of househofd-tevel dara
on bankruptcy tilings by combining two data
sources: a sample of households that filed for
bankruptey under Chapter 7 in the early 1980°s
and a representative sample of U.S. households
which includes detailed financial information
(the 1983 Survey ot Consumer Finances). They
found that households with more credit card
debt were more likely to file for bankruptcy.
David Gross and Nicholas Souleles (2002) used
a data set of individual credit card accounts to
cxplain account holders™ bankruptcy decisions.
Their main explanatory variable is tenders’ rat-
ing of individual account holders’ riskiness and
their main finding is that, after controlling for
the increasc in the average borrower’s riskiness,
the probability of default rose significantly be-
tween 1995 and 1997, They interpret this result
as evidence that the tevel of bankruptcy stigma
has fallen. Neither the Domowits and Sartain
nor the Gross and Souleles papers tested
whether households™ decisions to file for bank-
ruptcy are refated to their financial benefit from
fiting, which is a central goal of this study.®

Chapter 7 more often than once every six years. Chapter 13
is also attractive so debtors who own homes and are in
arrears o Morigage payimenis. because it deluys foreclo-
sure. tn 1984, Congress adopted a provision intended t©
prevent high-income debtors from filing under Chapter 7.
but later court decisions and lack of enforcement made it
incffective. See Kiren Gross (1986). Wayne R, Wells et al.
(1991, and White (1998b) for discussions of this provision
and the relationship between Chapters 7 and 13

* Frank H. Bucklcy and Margaret F. Brinig (1998) did a
simitur study wsing state rather than county bankruptey
filing rates. for the years 1980 w 1991, They found a
negative refationship between state aggregate filing rates
angd the exemption fevel,

“ For theoretical models of the bankruptey decision. see
Samuel A Rea, Jr. (19843 and Ronald A, Dye (19861
Buckley (1994) discusses explanations for the pro-debtor
nbt of U.S. bankrupicy policy. Reint Gropp et al. (1997
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There is also a sociologically oriented litera-
ture on the bankruptey filing decision. Teresa A.
Sullivan et al. (1989) examined the charucteris-
tics of a sample ot households that filed for
bankruptcy during the early 198(0"s. Based on
descriptive evidence, they argued that house-
holds file for bankruptcy when unexpected ad-
verse events occur which reduce their ability to
repay their debts. Sullivan et al. also argue that
households do not take financial benefit into
account in making their bankruptcy decisions.
We test the adverse events hypothesis in ouar
empirical work.”

Finally, evidence from several sources sug-
gests that the administration and practice of
bankruptcy law vary across bankrupicy dis-
tricts, which may cause incentives to file for
bankruptcy to  vary across distncts.  Jean
Braucher (1993) interviewed bankruptcy law-
yers in four bankruptcy districts and found that
they often discourage debtors who have less
than a minimum amount of dischargeable debt
from filing for bankruptcy. but the minimum
amount varies across districts. Braucher also
notes that bankruptey trustees in each district set
standard legal fees for Chapter 7 and Chapter 13
bankruptcy filings. Because these fees vary
widely across districts, Tawyers” incentives o
specialize in bunkruptcy cases also vary across
districts. Both Braucher and Sullivan et al.
(1989) have noted that there are large variations
across bankruptey districts in the proportion of
filings that occur under Chapter {3, which they
attribute to judges or lawyers in particular dis-
tricts encouraging debtors to fite under Chapter
13. But pressure 1o file under Chapter 13 could
make filing tor bankruptey either more or less
attractive overall. depending on whether bank-
ruptey judges in the distnctare willing to accept
token repayment ptans under Chapter 13. In our
empirical work, we test whether the individual
households’ decisions to tile for bankruptey are
influenced by the number of bankruptcy filings
in their districts.

investigate the eftect of vartations in bankruptey excrip-
tions on supply and demand for consumer credit.

" A Washington Post (February 18, 2000) editorial arga-
ing against changing current bankruptey taw suggests that
this is a commonly held view: “Most hankrupteies are
triggered by misfortune. not irresponsibiity: by iiness. a
job loss. a broken marriage. America should remain the
home of second chances.”

[I1. Data and Specitication

In 1996, the Panel Study of Income Dynam-
ics (PSID) asked respondents whether they had
ever filed for bankruptcy and, if so, in what
year(s). Our data set is a combined cross-
section, time-series sample of PSID households
in the years 19841995, We run probit regres-
sions explaining whether household { filed for
bankruptey in year r.%

The independent variables test three hypoth-
eses: whether households are more likely to file
for bankruptcy as their net hinancial benefit from
filing increases, whether (controlling for finan-
cial benefit) they are more likely to file for
bankruptcy when adverse events occur, and
whether households™ bankruptey decisions are
influenced by average bankruptey filing rates in
the tocalities where they live.

A. Financial Benefit

Consider first the hypothesis that households
are more likely to file for bankruptcy as their net
financial benefit from filing increases. As dis-
cussed above, householdi's net financial benefit
from Kling for Chapter 7 bankruptey in year ¢ is:

(h

FinBen, = max[D, — max|W, — E,. 0]. 0]

where D, is the value ot household i's unse-
cured debt that would be discharged in bank-
ruptey in year t, W, is household i’s wealth tn

" in order for particular households to be included in our
sample, they must have answered alf of the PS1D question-
naires for the years 1992-1995. Households that are in the
sample for 19921995 are alwo included for any of the
additional years 1984-1991 for which dat are available
We used @ balanced panel for the years 19921993 because
the PSID data sets for 19931996 are only available in
“early release” form and no househotd weights are included.
We therefore used 1992 household weighis for all of the
19931995 observations. The “carly refease”™ dar seis also
omit houscholds’ state of rosidence. As o result, we are
forced to assume that houscholds observed in 19931993
stif] five in the same state where they fived in 1992, We nsed
the confidential PSID geocodes to assizn households to their
countiey of residence in ecach year of the sample (up to
19923, This atlows us to assign houscholds w bankrupiey
districts and also o use county-level data for the unemploy
ment rate. Because we use the PSID weights, our sample is
representative of the general population
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year 1 net of secured debts such as mortgages
and car loans. and £, is the bankruptcy exemp-
tion in household i "s state of residence in year 7.
When household i tiles for bankruptcy, debts of
D;, are discharged, but the household must give
up assets of value W, ~ E, if its wealth W,
exceeds the exemption level £, FinBen;, must
be nonnegative, since households would not file
for bankruptcy if their nonexempt assets ex-
ceeded the amount of debt discharged. Al-
though equation (1) gives the financial benefit
of filing under Chapter 7. it also applies to fil-
ing under Chapter 13, because—as discussed
above—households have a choice between the
two procedures and their financial benefit from
filing under Chapter |3 is closely related to their
financial benelit from filing under Chapter 7.

To calculate financial benehit, we obtained
exemption fevels by state from 1984-1995 for
equity in owner-occupied homes, equity in ve-
hicles, and personal property applicable to fi-
nancial assets, plus the wild card exemption
(which can be applied to any asset). The bank-
rupicy exemption variable £, is assumed to
equal the sum of these exemptions it the house-
hold owns its own home or the sum of the
vehicle, personal property, and wild card ex-
emptions if the household rents. Since most
states allow marmied couples who file for bank-
ruptcy to take higherexemptions, we also adjust
the exemption levels by the appropriate amount
if the household contains a married couple. It
the state’s homestead exemption is unlimited
and the household owns its own home, we as-
sume that the value of the homestead exemption
equals the value of the household’s home.” Six-
teen states also allow their residents to choase
between the state’s exemption and a uniform
federal bankruptcy exemption. For residents of
these states, we use the larger of the state or the
federal exemption.'”

The other variables nceded to calculate net

Y This assumes that houscholds ke advaniage of the
vartous bankruptey exemptions hy converting assets from
nonexempt (¢ eXempt categories where possible.

" in the 1978 Bankrupicy Code. Congress adopied a
uniform federal bankyuptcy exemption. but permitted states
10 opt out of the federal exemption by adopting their own
exemptons. Al states had done so by T983. but about
one-third of the states allow their residents o choose be-
tween the state and the federal exemptions. Since the early
1980’s. the pattern hax been that statex change their exenip
ton levels only rarely—mainly 1o correct nominal exemp-

finuncial benefit, D;, and W,,, are taken from the
PSID. The PSID asks questions concerning the
amount of unsecured debt and the value of
nonhousing wealth only as part of the wealth
supplements, which were conducted in 1984,
1989, and 1994, but it asks the value of housing
equity every year. We use 1984, 1989 and 1994
data on unsecured debt to construct O, for each
of the years 19841988, 1989-1993. and
19941995, respectively. Household i's wealth
in year 1, W, equals the value of housing
equity in year 7 plus the value of nonhousing
assets from the most recent wealth survey prior
to year 7, The fact that data on unsecured debt
and nonhousing assets are only avaituble in
tive-year increments means that our measure of
financial benefit is subject to measurement
error.'!

We include both financial benefit and finan-
cial benefit squared as regressors in our model
of the bankruptey filing decision in order to test
for potential nonlinearities in the effect of fi-
nancial benefit on the bankruptcy decision.

B. Adverse Events

The nonstrategic view of bankruptey is that
households do not plan in advance for bank-
ruptey and do not respond to financial gain in
deciding whether to file. Instead, they file in
response to unanticipated adverse events which
reduce their ability to repay their debts. We
would like to test the nonstrategic model of
bankruptcy against the strategic modet just dis-
cussed. A strict interpretation of the nonstrate-
gic model implies that income should be
negatively and significantly related o the prob-
ability of filing for bankruptcy, because income
nieasures ability to repay debt. But financial
benefit should not be significantly related to the
probability of filing, because households” finan-
ctal benefit trom filing depends only on their
wealth and not on their incomes. Conversely. a
strict interpretation of the strategic modet implies

non levels for inflation. Because of this. we wear the
exemption levels ax exogenous

' See our working puper. Fay et al. (1998), for discus-
sion o how mewsurement error niight bias our tindings of
the marginal ettect of changes in financial benefic on house-
holds® probabitity of filing for bankruprey and a test for the
effect of mweasurement error. We find thar measurement
error does not significantly affect our resulis
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that the financial benefit variable should be pos-
itively and significantly related to the probabil-
ity of filing for bankruptcy, but income should
not, because income is unrelated to the financial
gain from bankruptey. Thus a regression ot income
and financial benefit on whether households file
for bankruptcy should allow us to distinguish
between the theories.

However, mismeasurement of wealth is
likely to prevent us from cleanly distinguishing
between the two theories. As discussed above,
our measure of financial benefit relies on wealth
data which is only collected at five-year incre-
ments. Since current income acts as a proxy for
the change in wealth since the last time the
PSID collected wealth data, a finding that in-
come iy signiticantly related to the probability
of filing for bankruptcy could support either
[hcmy.xz

In our base-case specification, we include as
regressors household i°s income in yearr - |
and the reduction in household i's income be-
tween year t — 2 and year # — } if income ftell,
or else zero. We also estimate a version of our
model that excludes the income variables. but
includes direct measures of whether adverse
events occurred.

C. Local Trends

We also test whether households’ bankruptcy
fifing decisions are influenced by the aggregate
bankruptcy filing rates in their localities in the
previous year. As discussed above, there are
differences in the way bankruptcy law is admin-
istered and practiced across bankruptey districts
which make filing persistently more attractive
tn certain districts. Because we include state
fixed effects in our regressions, persistent dif-
ferences between the district and the national
filing rates will be captured by the state fixed
effects, except to the extent that districts™ Hling
rates difter tfrom their states’ filing rates. How-
ever, an increase in a district’s filing rate may
also start an information cascade which causes
the trend of bankruptcy filings in the district to
differ from the national trend. A survey of re-
cent bankruptcy filers by Visa US.A. inc.

2 Horst er al. (1998) show that over 35 percent of
five-year wealth changes in the PSID can be explained by
houxehold income. age. education. race. and initiad wealth.

(1997) found that half of them hrst heard about
bankruptcy from friends or relatives. Also, re-
spondents reported that they were very appre-
hensive about filing for bankruptcy beforehand,
but found the actual process of filing much
quicker and easier than they expected. If house-
holds live in a district with a higher bankruptcy
filing rate, then they are more likely to hear
firsthand about bankruptcy from friends or rel-
atives because the tatter are more likely to have
fited. Their friends/relatives will probably tell
them that filing for bankruptcy is quick and
easy. This information will tend to make house-
holds more comfortable with the idea of bank-
ruptcy, so that the level of bankruptey stigma
falls and individual households’ probabilities of
filing rise. Higher filing rates then continue the
process of shifting attitudes toward a more fa-
vorable view of bankruptcy.

We test for local trends in the bankruptcy
filing rate by entering the aggregate filing rate in
the household’s bankruptcy district the previous
year.'" Because we also include state and year
fixed effects in our regregsions, the coefticient
of the lagged aggregate bankruptey filing rate
tests whether households are more likely to file
for bankruptey if they live in districts with
higher aggregate filing rates, controlling for per-
sistent differences across states in bankruptcy
filing rates and for the national trend in bank-
ruptcy filing rates. A significant coetficient on
the lagged bankrupicy filing rate in the district
could reflect local differences in the level of
bankruptey stigma or local differences in the
administration of bankruptcy law that make the
district differ from the state, or could reflect the
influence of information cascades.

D. Other Variables

We include a vector of demographic van-
ables which may be related to households™ de-
cisions to hle for bankruptcy. These are the age
and age squared of the household head, the
head’s education level, family size, whether the
household owns its own home. and whether the
household head or spouse owns a business. The

" Bankrupicy court districts are the same as federal
districe court diswicts. There are 90 individual bankruptcy
court districts. with one 10 four districs in cach state, We
are grateful o Ted Eisenbery for providing us with a pro-
vram which assigny counties to federal court disricts,
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probability of filing for bankruptcy is likely to
be increasing in the head’s age since age brings
increasing access to credit, but eventually the
effect should reverse as households accumulate
wealth and demand less credit. The predicted
effect of being a homeowner is ambiguous.
Households that have home equity greater than
the homestead exemption have an incentive not
to file because they must give up their homes in
bankruptcy. However homeowners who have
fallen behind on their mortgage payments can
benefit from filing for bankruptcy, since filing
delays forectosure. The business ownership
variable is particularly of interest since those
who own businesses presumably have greater
variance of wealth and are less risk averse than
households in general. Both of these factors
tend to increase the probability of filing for
bankruptey. In addition, owners of failed busi-
nesses have a particularly strong incentive to
file, becausc business debts are discharged in
bankruptcy along with unsecured personal
debts. We expect households that own busi-
nesses to be more likely to file for bankruptey.

As an inverse proxy tor legal tees in filing for
bankruptcy, we include the number of lawyers
per 1,000 population in household {'s state of
residence in year . Where there are more law-
yers per capita, there is likely to be more com-
petition among lawyers and more advertising of
bankruptcy by lawyers. both of which cause
legal fees and the costs of becoming informed
about bankrupicy to fall. The lawyers per capita
vartable is predicted to be positively related to
the probability of hling for bankruptey.'™

We also include several state- or county-level
variables: the change in average income in
hausehold i°s state of residence between years
t — 1 and ¢, the standard deviation of income
per capita in the state (calculated over the period
1980 to 1995), and the unemployment rate in
household i’s county of residence in year f.

" The bankruptey court filing fee is uniform across the
country hut varies over time, so that @t is captured by the
year fixed effecis Another cost of filing for bankruptcy is
the boss of future access to credit. We assume that this cost
is proxied by household demographic characteristics and by
aggregate marker conditions. Because markets for mort-
gages and consumer credit are natienal. we assume that
future borrowing costs do not ditfer acvoss Tocalities. (Sce
Staten {1993} for a survey of bankrupts which showed thar
73 percent were able to obtain credit within a year after their
bankrupey fitings.}

@

TaBLE 1—THE PERCENTAGE OF HOUSEHOLDS THAT FILen
FOR BANKRUPTCY BY YHAR

Alt U.S. houscholds PSID sampic
Year (percent) (percenty
1984 033 0.09
1983 .39 0.34
1986 051 0.2¢
1987 0.33 0.10
1988 060 0.33
1989 0.66 0.37
1990 .77 0.44
1991 093 0.3
1942 094 039
1993 0.84 0.33
1994 0.80 0.42
1995 .88 0.4

Sonrces: The sumber of LS. nonbusiness bankruptey Gii-
ings comes from the Adminisirative Office of the US.
Courts and the number of U.S. households comes from the

Statiztical Absiract of the Unired States (LS. Department of

Commerce. 1997)

These variables capture differences in macro-
economic conditions across bankruptey districts
or unobserved changes in wealth or other vari-
ables that attect the bankruptcy decision and are
correfated with state or district economic activ-
ity. Finally we include state and year fixed
effects.*®

IV. Results

Table | gives the percent of households that
filed for bankruptcy each year from 1984 to
1995 for both our sample and for U.S. house-
holds overall. It should be noted that our samnple
contains only 254 bankruptcy filings. Over the
period 19841995, the national bankruptey fil-
ing rate rose trom (.33 percent to 0.88 percent,
with most of the increase coming in the 1980)s.
While the correlation between the national
bankruptey filing rate and the PSID filing rate is
0.67, the PSID hling rate is only about halt as
high as the national rate.'®

¥ We could not include other fegal variables. such as
whether bousehold ' Gate prohibits wage gamishment.
because few sties chagged their garnishment rules during
our period. The ctfects of state-fevel legal rules and other
differences across states are captured by the state fixed
effects

' Applying the analysis of I A Hausman et ad (1998}
to our data unplics that. tf the number of houscholds who
reported no bankruptey hut actualty went bankrupt ts xmail
relative to the aumber of households that actually did not
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Tante 2—THE PERCENTAGE OF HOUSEHOLDS THAT Woueh BeNetr FINaNCIaLLY
FROM FILING FOR BARKRUPTCY

Financial gain (FinBen,) 1984 1989 1994 All years
Greater than 30 (percent) 7.9 (8.6 6.8 18.3
Greater than $2.500 (percent) 10.6 8.8 18 .0
Greater than $10.000 (percent) 31 2.5 4.8 3.4
Mudian ~$27.000 —$29.000 ~$34.000 —526.000
Meun —$145.000 —$160.000  —S$162.000 —S$144.000

Notes: FinBen,, equals the value of houschold 7 debt that would be discharged 1 it filed for
bankrupicy in year ¢ minus the value of household '« norexempt iassets in year 1. FinRen,,
must be nonnegative. All dollar values are in 1996 dotlars.

Table 2 gives information concerning the dis-
ribution of households’ financial benefit from
bankruptcy (FinBen,,) for the years in which
the PSID collected wealth data (1984, 1989, and
1994). About 18 percent of households would
gain Anancially if they filed. About 10 perceat
of households would gain $2,500 or more and
therefore have a substantial incentive to file.
Overall, a much larger propostion of households
has a financial incentive to file tor bankruptcy
than actually files each year. Of the households
that would not gain from filing for bankruptcy.
many have no unsecured debts and no nonex-
empt assets. These results are similar to those
found by White (199%a) in calculations using
the 1992 Survey of Consumer Finance, which
contains much more detailed wealth data.

Table 3 gives summary statistics.

Regression I in Table 4 gives the results of a
probit regression that explains whether house-
hold i filed for bankruptey in year 1 as a func-
tion of financial beneht, financial benetit
squared, and other variables.'” The coetficient

file for bankeuptey. as it prosumably is in our data, then the
underreporting of bankruptey filings will lead to a slight
downward bias in our extimared coefficients.

"7 See Robert Moffin (1981) and Oriey Ashenfelter
(1983} for discussion of the problems of estimating individ-
ual households™ participation in social progriums when par-
ticipation is voluntary. but the program imposes an implicit
tax on the earnings of those who choose w participate.
However. the bankruptey Rling decision differs from the
decision (0 participate in (pCoMe mainienance programs
since filing for bankruptey under Chapter 7 does not impose
a tax on dehtory’ furure earnings. Filing for bankrupiey
under Chapier |3 does imipose a tax on future eamings, but
the 1ax rate varies and i strongly influenced by debtors”
option to fite under Chapter 7.

of FinBen,. the net financial benefit of bank-
ruptey. is positive and highly statistically sig-
nificant (p < 0.001).'% The coefficient of
FinBeu3, is smalt and negative, bus is also sta-
tistically significant (p = 0.010)." The posi-
tive sign and statistical significance of FinBen,,
provides strong support for the hypothesis that
households respond to financial incentives in
making their bankruptey decisions. The fagged
aggregate bankruptey filing rate in the house-
hold's district is positive as predicted and sta-
astically significant (p = 0.023). We discuss
the marginal effects of these variables in the
next section. ™’

Both household income and the reduction in
income are negatively related to the probability
of filing tor bunkruptey and statistically signif-
icant (p << 0.001 tor both). Because income
and the reduction in incomne could be acting as
proxies for unmeasured changes in weaith for
the years in which the PSID did not collect

' Standard crrovs are corrected using the Huber/White
procedure. which alfows errar terms tor the same individual
10 be correlated over time.

¥ The negative coetticient of FinBen]) probably results
from the fact that o few houscholds i the daia set did not
file for bankrupicy despite having very large positive finan-
cial benefit

* We would have liked o take advantage of the panet
aspect of our data by diftferencing out the individual-specitic
companent of the hunkruptey decision. But ronning o dis-
crete chotce modcet with individual fixed or rundom effects
can be extremely problematic tee Witliam Greene. 1993)
Gary Chamberlain (1980) suggested 2 method for estimat-
ing a conditional tikelihood logit with individual fixed
effects. in which only withincindividual variation contrib-
utes 10 the likelihood. But because relatively few house-
holdx file tor bankruptey. this method s not well suited to
our data.
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Tast): 3—VaRiaBLE MEANS FOR siF PSID
BANKRUPTCY SAMPLE

Mean Standard

Variable value deviation
Financial benctit

(FinBoen, - $146.000 6N8.H00
Financial bencfie

(f FinBen, > ) ST8I3 27.600
Debis (if Finfien, > O $9.329 31800
Nonexempt assets

(il FinBen,, > 0) 3385 13,000
Lagged bankruptey rate 2 00138
Houschold 1abor income 827.570 37100
Reduction in income ~$3.438 15.300
Age of houschold head 47.26 1700
Years of educatton of

houschotd head 1227 4.68
Fanuly size 266 148
Own busiess™ 0.123 0.329
Own home™ 0.636 0475
Lawyers per capita 0.286 0.0938
State tacome yrowth 0.058 0.029
State income deviation 4 06 1956
Head divorced during

previous year” 0034 018t
Unemployment during

previous yea™ 0.042 0.202
Hewalth problems during

previous vew™ 0.071 0.257

Nates: The lagged bankruptey rate is the aggregate bank-
ruptey filing rate in household /s bankrupiey distriict in the
previous yew. The reduchon in icome cquabs the amount
that household 175 income fell trom yeart — 2 w yeart —
F.oif dncome Telll or eise zero Lawyers pur capua i the
number of fawyers per capita in household s state of
residence in year (0 State sacome deviation i the standard
deviation of average wcome in houschold 7'< state of resi-
dence. catculared over the period 19801995,
¥ Indicates a dummy variable (yes = 1)

wealth data, these results do not allow us to
distinguish between the strategic versus the
nonstrategic models of the bankruptcy decision.
Of the demographic variables, the age ot the
household head, age squared. the head’s educa-
tion level, and family size are all statistically
significant and all have the predicted signs.
The dummy variable for whether the house-
hold owns its own home is negative and mar-
ginaily significant (p = 0.080).”' The dununy
variable for owning a business has the expected
positive sign, but is not statistically significant.

* Domiowitz and Sartain (1999) also found that hame-
owning wis negatively relawed 1o the bankrupicy filing
dectsion.

The number of tawyers per 1,000 population in
households’ state of residence—our proxy for
legal costs——is negative rather than positve as
predicted, but not significant. None of the mac-
roeconomic variables that we included as addi-
tional controls were statistically significant.

Regression I imposes the restriction that the
two components of FinBen, and FinBen,,
unsecured debts that would be discharged in
bankruptcy and nonexempt assets that must be
given up in bankruptcy, must have coefficients
of the same absolute value but opposite signs. In
regression [[, we relax this restriction. We there-
fure drop FinBen,, and FinBen? from the
model. We replace them with debts for house-
holds that have positive financial benefit from
bankruptcy, or else zero. and nonexempt assets
for households that have positive finaacial ben-
efit from bankruptcy. or else zero. [See equation
().} We also include debts squared, nonexempt
assets squared, and an interaction term between
debts and nonexempt assets, It debts and non-
exempt assets affect the bankruptcy decision
equally, then the predictions are that the coet-
ficients of debts and nonexempt assets will be
equal in magnitude but opposite in sign, the
coetficients of debts squared and nonexempt
assets squared will be equal in magnitude and
the same sign, and the coethcient of the inter-
action term will be twice as large and of the
opposite sign as the coefticienss of debts
squared or nonexempt ussets squared.

The results are given in regression H of Ta-
ble 4. They show that the coethicient of debts is
positive as predicted and statistically signifi-
cant, but the coetficient ot nonexempt assets is
positive—ruther than negative as predicted—
and insignificant. We can marginally reject the
null hypothesis that the two coefficients have
the same value but opposite signs using a Wald
test (p = 0.082). It should be noted that the
coefficient of debts in regression 1T s simifar to
the coefficient of FinBen,, in regression 1
(4.76¢ "7 versus 5.66¢ 7). The coefficient of
debts squared is negative and statistically sig-
nificant and the coefficient of nonexempt assets
squared is alse negative, but not significant. We
cannot reject the null hypothesis that the two
coefficients are the same (p = 0.335). Finally.
the interaction term is negative as predicted, but
insignificant. We cannot reject the null hypoth-
eses that —2 times the coefficient of the inter-
action term equals the coetficient of debts
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TABLE 4—RESULTS EXPLAINDNG WHETHER HIOUSEHOLDS FILE FOR BANKRUPTCY

i Hi tH
Standard Standard Standard
Variabie Coefticient error Coetlicient error Coefficient error
Constant =2.24 (.34 ~223 0.541 —1.93 {1.524

Financial benefit 366X 1077 (15 x 107
(Financia! bencfit)® =104 % 1077 404 X 10"
Debts (if FinBen,, > (n - .
Nonexcmpt assets

(F FinlBen, > 0 — —
(Dcebis)® — —
(Nonexempt assets) - -
Intcraction term e e
Lagged bankruptey rate 5.92 2.60

Houschold tabor inconie —S3X 0 S r4 v e ¢
Reduction in incone =215 X 107" 600 X 1077
Age of household head 0.030 0.014
(Age)” —489 % 10 Y 155 ¥ g0 ¢
Years of education -0.029 0012
Famity size (.038 0017
Own business 0.033 1092
Own home -0.131 0075
Lawyers per capita 0413 0.804
County unemployment rate -0.009 0.016
State income growth —1.93 [
State income deviation —0.128 0.091
Divorce —

Period of unemployment -— —
Health problemns — —
State fixed effects yes
Year fixed effece yes

56120077 L x 1077
- e AR RS R [ I
476X 1 7 105 X 107 - -

X407 Lig x ot — —

X107 467 X 107 —
10X 10°° 156 > 107" - —
584 258 5.7% 259

1.59
=754 4 107 332 x 107 —
327
-1

—542 X 100 1A X 1070 — -
=218 %107 597 x 107 —

0.030 0.0t4 0.018 0.013

—403 % 10 LSO X HTY —352 4 4070 147 <1000
0029 0.012 -0.037 0.011
0037 0017 0.032 0017
0033 0.092 0.092 6090
-0.123 0.075 -0.192 0.068
0.415 0.808 —0.535 0797
- L0088 .016 —0.005 0.016
- 1.87 119 —1.84 118
—0.130 0.091 -1 0.091
— — 0.228 0129
— — 0110 0123
— — 0.092 047
yos yes
yes yes

Nores: The sample size for all regressions i 35.4K7. All regressions use the PSID family weights Standard crrors are
comected using the Hubher/White procedure. which wllows crror terms for the same household to be correlated over nme.

squared or nonexempt assets squared (p =
0.466 and 0439, respectively).™ These results
suggest that debts and assets play different roles
in the bankruptcy decision. For households in
our sample, discharge of debts is the dominant
financial consideration in the decision to file for
bankrupicy, while the obligation to use nonex-
empt assets 1o repay debrs plays hittde role.

In regression TI. we explore the adverse
events hypothesis further by rerunning regres-
sion [, but omitting the income and reduction in
income varables and introducing dummy vari-
ables for adverse events which the household
experienced the previous year: health problems
tor the household head or spouse. spells of

" The nult hypothesix of no joint signiicance for debts
and nonexempt assets in regression [ can be rejected (p <
0.001). The null hypothesis of no joint significance tor
debis squared. noaexempt assens squared and the ineraction
term can marginaity be rejected (p < 0.0785.

unemployment for the head or spouse (if s/he
previously worked), and the household head
being divorced in the previous year.™ The re-
sults show that all three of the adverse event
variables have the predicted positive signs, but
only the divorce variable is close to statistical
significance (p = 0.077). These results sug-
gest little support for the nonstrategic model of
the bankruptcy decision, controlling for the
level of financial benefit. The coefficients of the
financial benefit variables remain the same as in
regression 1.4

*“Income and the reduction in income are omtied be-
cause they are highly correlated with all three of the adverse
events variables.

“In addition w0 divoree reducing ability o pay. the
comreiation between divorce and bankruptey may reflect the
fact that divorce lawyers often counsel thetr clients o file
tor hankruptcy.
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TABLE 5

PREDICTIONS

Percentage point Percentage change

Variable Hypaothesized change marginal effect in the filing rate

Regression |

Financial benefit +$1.000 0021 7.0
(0,005
1997 NBRC proposal {see text) 0.048 15.9
{0.011)
Cap on homestead {see fexn =~ (.00 0.46
exempion {0.00053)
Lagged bankrupicy + 1 standard deviation 0.094 31
rate - 0.0054 {0.647)
Last year's income +SHLO00 —0.042 —~14
{increasc) 0.012)
Last year's income ~$10.000 0.086 285
(decrease) 0028
Years of education +1 year -0.024 ~8.0
(0.0
Age +10 years —0.030 —26.5
0018y
Regression [
Divoree From Q1o | 0.264 86.3
€0.200)

Nores: We compute cach houschold's estimated probabihity of bankrupicy under the hypoth-
esized change. holding all other houschold characieristes fixed. The marginal effect is the
change in the probability of bankruptey for that houschold. We average these marginal effecis
over alt households. using the PSID weights. o get the results reported in the middle column.

The rightmost column converts these
rate by dividing by the avera,

ginal effects into a percentage change in the filing
s probability of bankruptey tor the sampie. which is 0.3017

percent. Figures in parentheses are bootstrapped standard crrors. compuied using 1.000

repetitions of the sampie

V. Interpretation

Table 5 gives predicted changes in the prob-
ability of filing for bankruptey that result from
given hypothetical changes in the values of se-
lected variables, using regression 1.

Suppose first that the financial benehit of
bankruptcy increased by 31,000 for all house-
holds. Then the average household’s probability
of filing for bankrupicy is predicted to rise by
0.021 percentage points. Since the average
prababitity of filing in our sample s 0.3017
percent, the model predicts that the number of
bankruptcy filings would increase by 7 percent
per year. Based on 1.3 million bankruptey fil-
ings per year in the United States {the tigure for
1699). this implies that about 90,000 additional
bankrupicy filings would occur per year.

tn 1997, the National Bankruptcy Review
Commission proposed the adoption of a uni-
form national bankruptcy exemption for per-
sonal property of $20,000 for homeowners and
$35,000 for renters, with both exemiptions dou-
bled for married couples who file for bank-

ruptey. Under the proposal, states would still
have the right to adopt their own homestead
exemptions, but they could not be less than
$20,000 or greater than $100,000. Suppose
these proposals went into effect and suppose
all states adopted homestead exemptions ot
$60.000—the midpoint of the allowed range.
For each household in our sample, we cafculate
the resulting change in the financial benetit of
tiling for bankruptcy and use these figures to
calculate the change in each household’s prob-
ability of filing. {Note that many households’
financial benehit trom bankruptey is unaffected
by a change in the exemption level, since they
have few nonexempt assets.) Because more
households benefit from the higher homestead
or personal property exemptions under the re-
form than are harmed by the loss of homestead
exemptions exceeding $100,000. the model pre-
dicts that the average probability of filing tor
bankruptcy would nse by 0.048 percentage
points. This increase is highly signiticant, with a
bootstrapped standard error of 0.011. It trans-
lates into a | 5.8-percent increase in the number
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of bankruptcy filings, or 205,000 additional
bankruptcy filings each year.

The bankruptcy refonm bill passed by the
U.S. Senate in the spring of 2000 (S. 945, “Con-
sumer Bankruptcy Reform Act of [9997) pro-
posed a more modest change: homestead
exemptions would be capped at $100,000. It we
assume that this provision went into effect but
at other aspects of bankruptcy law remained the
same, then the model predicts that bankruptcy
tilings would fatl by 0.0014 percentage points
or by less than 0.5 percent. As a result, there
would be about 6,000 fewer filings per year.
This reform has such a modest effect because
only 7 percent of households live in states with
unlimited homestead exemptions and tew of
these housebolds have dischargeable debt in
excess of $100,000.

Now turn to the effect of an increase in ag-
gregate bankruptey filings in household i°s dis-
trict. Suppose a single district in a single year
experienced an increase in its bankraptey filing
rate equal to one standard deviation of the av-
erage district filing rate, which is 0.0054. Then
regression I predicts that the average probability
of bankruptey for households that live in that
district would rise by 0.094 percentage points in
the following year, implying that the number of
bankruptey filings in the district would increase
by 31 percent. These results are consistent with
focal trends occurring in which increases in a
district’s bankruptey filing rate cause attitudes
toward bankruptcy to become more favorable
and therefare individual households™ probabili-
ties of filing rise.

Now suppose average household income
rises or falls by $10,000 and consider the effect
on bankruptey filings one year later. The model
predicts that an increase in income would lower
the bankruptey filing rate the following year by
0.042 percentage points, or 14 percent; while a
decrease in income would raise the bankruptcy
filing rate the following year by (.086 percent-
age points, or 28 percent. The fall in income has
a larger absolute effect on bankruptcy filings in
the following year because it is more likely to
affect both the income variable and the reduc-
tion in income vanable. An additional year ot
education for household heads results in a pre-
dicted decline of 8 percent in the probability of
bankruptcy, all else equal. It household heads
were ten years older, their probability of bank-
ruptey would fall by 26 percent. Finally, using

the results of regression I, when divorce oc-
curs, household heads’ probability of filing for
bankruptcy is predicted to rise by 86 percent in
the following year. Thus divorce has a large
effect on bankruptcy filings, even controlling
for financial benefit.

VI. Conclusions

In this paper, we estimate a model of the
household bankruptcy filing decision, using
new data trom the PSID on bankruptcy filings.
We test whether households are more likely to
file for bankruptcy when their financial benefit
from filing—equal to the value of debt dis-
charged in bankruptcy minus the value of non-
exempt assets that households would have to
give up in bankruptcy—rnises. We find that an
increase of $1.000 in households’ financial ben-
eftt from bankruptey is associated with an in-
crease  of 0.021 percentage points—or 7
percent—in the probability of bankruptcy, and
the relationship is statistically significant. How-
ever when we separate financial benefit into
debts that would be discharged in bankruptcy
versus nonexempt assets that must be given up
in bankruptcy, we find that discharge of debt is
the dominant consideration in households’ de-
cistons to file. We also assess the impact of two
proposed changes in bankruptcy exemptions.
We find that if the 1997 National Bankruptcy
Review Cormmission’s proposals were adopted,
there would be 205,000 additional bankruptcy
filings each year. In contrast, if the $100,000
cap on homestead exemptions recently passed
by the U.S. Senate were adopted, there would
be only a negligible effect on the number of
bankruptey filings. We find little support for the
alternate hypothesis that households file for
bankruptcy when adverse events occur. Even
after controlling for state and time fixed ettects,
households are more likely to file for bank-
ruptey if they live in districts which have higher
aggregate bankruptcy filing rates, which sug-
gests that focal trends in bankruptey fitings are
an important determinant of whether house-
holds file.

An important fimitation of our study is that it
is based on a relatively small number of bank-
ruptcy tilings. while alternate household data
sets that tnclude information on bankruptcy
filings are not available. This lack of data
has meant that, although Congress has hotly
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debated bankruptcy retorm legistation each of
the past several years, economists have been
handicapped in their ability to provide good
policy advice. Hopefuily, better information
will be available in the future to study this
important issue.
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Investors.com
“Medical Bankruptcies Hyped Up In Study™
By DAVID HOGBERG, INVESTOR'S BUSINESS DAILY

Posted 06/05/2009 07:10 PM ET

While a new study blames medical factors for an increasing share of U.S. bankrupteies, critics accuse the
authors of exaggerating, distorting or omitting key facts to advance their policy agenda.

The study, published in the American Journal of Medicine, states that the share of medical-related
bankruptcies has risen in the U.S. from about 54% of the total in 2001 to 62% in 2007.

But the authors — who make no secret of their suppon for a single-payer health care system - fail to
mention that the actual number of bankruptcies has fallen sharply over that period. including those
medically related. Bankruptcies spiked in 2005 to beat a major reform that it made it harder to file. The
authors only noted that bankrupteies have risen from the post-spike ptunge.

Most mainstrearn media uncritically repeated their findings.

"Medical bills are behind more than 60% of U.S. personal bankruptcies,” stated a Reuters article on the
study in a typical example.

And such studies shape the health care debate on Capitol Hitl. Senate Finance Commitiee Chairman Max
Baucus, D-Mont., referred to a 2005 study by the same authors in a health white paper this year.

"Medical debt contributes to half of all filed bankrupicies, and affects approximately 2 million people,” he
wrote.

Dr. Steffic Woolhandler, one of the study's co-authors, doesn't think health care proposals by Baucus and
Sen. Ted Kennedy, D-Mass., would prevent medical bankruptcies.
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But, "most of the people in our study would be saved from bankruptey,” if the U.S. switched to a single-
payer system, where the government pays most if not all of medical expenses.

She based that on the study's finding that 92% of respondents claimed they had problems with medical
bills. But only 29% of debtors blamed such bills for their bankruptey.

Woolhandler, a physician at Harvard University, is a founder of the Physicians for a National Health
Program, a single-payer advocacy group. So is her physician-husband Dr. David Himmelstein, another
co-author. The other co-authors are professors Deborah Thorne and Elizabeth Warren. Warren heads a
congressional oversight panel for the TARP bailout fund.

That's part of the problem says David Dranove, a professor at Northwestern University.

"What they're trying to claim is that if we had national health insurance, if everyone is covered by a
federal program. none of these people would be bankrupt.” he said. "But there is nothing in this study that
allows us to draw such a conclusion.”

He says it's not possible to know from the data if the bankruptcies were driven by medical debt or other
costs such as mortgages, car payments, clothing or entertainment.

Dranove criticized Woolhandier et al.’s 2005 study and was paid $5,000 by the industry group America's
Health Insuranee Plans for his researeh.

Woolhandler conceded that they didn't have detailed information on houscholds' other spending habits,
but stated that, "The average value of their home was not very high, so it didn't appear that they overspent
on their home."

In bankruptcies involving medical factors, the average home value was $141,861, the study said.

The average out-of-pocket medical expense for such households was $17,943 while the mean houschold
net worth for “medical bankrupt” households was -$44.,622, the study shows.
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But. it was not possible to determine medical costs' share of total household debt because the study did
not report debt.

Medical bills at the time of bankruptcy may overstate their importance. People tend to put such bills on
credit cards. It's standard practice for heavily indebted people to pay their mortgage, but not their credit
card balances, because bankruptey typically wipes out such unsecured debt.

The authors stressed that health-related bankruptey fiters were middie class. Bat the study’s data showed
such households' median annual income was just $26,700, not far above the poverty line.

Also, 2007 was the peak of the last economic expansion, so you'd expect to see fewer bankruptcies from a
lost job or other business cycle reason than in 2001, when the U.S. was in recession.

Misdiagnosis?

Dranove also contends that onc can't know {rom the study the number of households that would have
gone bankrupt even without medical expenses, thereby obscuring the true scope of the problem.

"Suppose somecone without health care spending went bankrupt in August, but with health care expenses
goes bankrupt, in June,” he said. "Yet that's counted as a medical bankruptey in their study.”

Also. it may be the illness, not the bills, that pushes people over the financial edge.

"In many cases where the person gets sick and can't work, it's not the medical bills that are the problem,
but rather the person couldn't work," added Gail Heriot, a professor of law at the University of San Diego.

In 25% of the study’s "medical” bankruptcy cases, neither spouse was working.

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00196 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC

56473.157



VerDate Nov 24 2008

191

"That's kind of a 'what if' question that's not possible to answer because we can't subtract the medical
problems these people have,” Woolhandler said.

The study noted that when people lose their job due to illness, they often lose their health insurance,
leaving them vulnerabie.

Dranove says new research he's conducted shows that those with insurance don't have much problent witl
medical bills but those people near retirement and are uninsured can fose up to half of their savings due to
illness. He says that should be a major call to action.

But he worries that this study hampers needed reform.

"Their methods are giving cover to individuals who will not accept that our health insurance system is
broken," he said. "It allows academics who arc in favor of the status quo to say that the research in favor
of change is bogus.”

"These articles have been published in top journals and subjected to detailed pecr review,” Woolhandler
responded. "I think what's going on here is that the credit industry and insurance industry don't like the
result.”
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The American ~ The Journal of the American Enterprise Institute
The Medical Bankruptcy Myth
By Brett J. Skinner

Wednesday, August 19, 2009

Filed under: Health & Medicine, Economic Policy, Government & Politics, Numbers

There is no evidence to indicate that a government-run healthcare system in the United States
will reduce personal bankruptcies.

The dcbate about American healthcare is being influenced by recent controversial research
claiming to show that nearly two-thirds of personal bankruptcies in the United States resulted
from uninsured medical expenses or loss of income due to illness. An earlier 2005 edition of this
research claimed that just over halt of personal bankruptcics were due to these “medical causes.”
The authors of these studies, David Himmelstein, Deborah Thorne, Elizabeth Warren, and Steffie
Woolhandler, argue that the problem of “medical bankruptcies™ would be solved by the adoption
of a government-run health insurance system like Canada’s.

The research has been politically persuasive. President Obama himself cited the dubious link
between medical expenses and personal bankruptcy as part of his rationale for a massive increase
of government involvement in healthcare. “The cost of healthcare now causes a bankruptcy in
America every 30 seconds,” he declared in March. “By the end of the year, it could cause 1.5
million Americans to lose their homes.”

A July 28 hearing of the House Judiciary Committee titled, “Is Our Healthcare System
Bankrupting Americans?”
a USA Today column, Speaker of the House Nancy Pelosi and House Majority Leader Steny

Hoyer cited medical bankruptcy to justify their healthcare overhaul efforts.

prominently featured the medical bankruptcy study. More recently, in

The idea that large numbers of Americans are declaring bankruptey due to medical expenses is a
myth.Yet the medical bankruptcy study has been soundly refuted by several researchers. This
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includes critiques published by David Dranove and Michael Millenson in Health Aftairs and a
working paper by the American Enterprise Institute’s Aparna Mathur. The idea that large
numbers of Americans are declaring bankruptey due to medical expenses is a myth.

Dranove and Millenson critically analyzed the data from the 2005 edition of the medical
bankruptcy study. They found that medical spending was a contributing factor in only 17 percent
of U.S. bankruptcies. They also reviewed other research, including studies by the Department of
Justice, finding that medical debts accounted for only 12 percent to 13 percent of the total debts
among Amecrican bankruptcy filers who cited medical debt as one of their reasons for
bankruptcy.

As for the notion that greater government involvement in health insurance will reduce
bankruptcy, it is helpful to compare personal bankruptey rates in the United States and Canada.
Unlike the United States, Canada has a universal, government-run health insurance system.
Following the logic of Himmelstein and colleagues, we should therefore expect to observe a
lower rate of personal bankruptcy in Canada compared to the United States.

Research on both sides of the border shows that the majority of debt among bankrupt consumers
in both Canada and the United States is composed of non-medical expenditures and therefore has
little to do with health insurance coverage. Yet the evidence shows that in the only comparable
years, personal bankruptcy rates were actually higher in Canada. Personal bankruptey filings as a
percentage of the population were 0.20 percent in the United States during 2006 and 0.27 percent
in 2007. In Canada, the numbers are 0.30 percent in both 2006 and 2007. The data are from
government sources and defined in similar ways for both countries and cover the time period
after the legal reforms to U.S. bankruptey laws in 2005 and before the onset of the 2008
economic recession.

This is important, because the 2005 reforms produced U.S. legal standards for bankruptey filing
that are now very similar to Canada’s. Betore 2005 it was much easier to file for bankruptey in
the United States. making cross-border comparisons prior to the legal changes meaningless.
Further, in 2008 the United States was harmed by massive systemic home mortgage defaults that
did not occur in Canada because of ditfercnces in mortgage lending practices. U.S. mortgage
defaults would have been correlated with increased bankruptey rates. Therefore, Canada-U.S.
comparisons in 2008 arc not valid because the data is skewed by other policy differences
unrelated to health insurance.

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00199 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC

56473.160



VerDate Nov 24 2008

194

Aside from universal single-payer health insurance, there are few other signitficant health, social,
or legal policy differences between the two countries that could be causally linked to bankruptcy
rates. Both countries have employment insurance programs that provide income support in the
event of job loss. In fact, unemployment occurs with roughly similar frequency among
Canadians and Americans. National unemployment rates in 2007 were 5.3 percent in Canada
versus 4.6 percent in the United States.

Researchers found that medical spending was a contributing factor in only 17 percent of U.S.
bankruptcies.Drug insurance is also structured almost identically, so exposure to drug costs is
similar in both countries. While the entire Canadian population is universally eligible for
publicly tunded insurance tor hospital and physician services, only about one-third ot the
Canadian population is publicly insured for prescription drugs. In Canada, as in the United
States, low-income people, disabled populations, and seniors are eligible for separate publicly
funded drug programs, while most employed people obtain drug insurance as a benefit ot
employment, and the rest of the population pays cash.

Access to medical care for people who experience long-term unemployment, disability trom
illness, and chronic low-income status is also practically the same in both countries, being
facilitated by non-profit, publicly funded community health centers and publie programs such as
Medicaid in the United States and government-run systems in Canada.

The truth is that the majority of debt among bankrupt consumers in both Canada and the United
States is comprised of non-medical expenditures and theretore has little to do with health
insurance coverage.

On the rare occasion that medical debts do partiafly contribute to bankruptey, they likely
accumulate from patients’ demands for the kinds of expensive, cutting-edge or end-of-life
trcatments that would never be covered by government insurance anyway. [t is a fact that many
of these same types of expensive treatments are increasingly not insured by government
healthcare in Canada.

Indeed, if we detine medical bankruptcies the way Himmelstein and colleagues did for their
study in the United States, we find such bankruptcies also occur in Canada. Survey research
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commissioned by the Canadian government found that despite having a government-run health
system, medical reasons (including uninsured expenses), were cited as the primary cause of
bankruptcy by approximately 15 percent of bankrupt Canadian seniors (55 years of age and
older).

There is no objective evidence to indicate that a government-run health care system in the United
States will reduce personal bankruptcies. The U.S.-Canada comparative analysis strongly
suggests that bankruptcy statistics are being exaggerated and distorted for political reasons.

Brett J. Skinner is director of bio-pharma, health, and insurance policy at the Fraser Institute and
is the primary author of a recently published study, "Health Insurance and Bankruptcy Rates in
Canada and the United States.” He lives in Toronto.

{mage by Darren Wamboldt/The Bergman Group.
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American Enterprise Institute
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&- l for Public Policy Research

Statement before the United States Senate
Committee on the Judiciary
Subcommittee on Administrative Oversight and the Courts
Hearing on “Medical Debt: Can Bankruptcy Reform Facilitate a Fresh Start?”

Aparna Mathur
Research Fellow and Jacobs Associate

American Enterprise Institute

Tuesday, Ocrober 20, 2009

The views expressed in this testimony are those of the author alone and do not necessarily represent those of the

American Enterprise Institute,
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Mr. Chairman and Distinguished Members;

Thank you for inviting me to testify before the Committee on the issue of medical debts
and bankruptcy reform. In my testimony today, I will explore the role that the current bankruptcy
code plays in the lives of medical debtors as well as the proposed reforms in the Medical
Bankruptcy Fairness Act (2009) designed to better address such concerns. This is an issue of
tremendous importance not only for American families battling illnesses and injuries, but for
policymakers as they attempt to reform the healthcare system to providc affordable and efficient

care to patients.

The urgency to tackle the issue of medical bankruptcies is being largely driven by studies
claiming that more than 60 percent of all personal bankruptcy filings are caused by medical debt.
I hope that through my testimony I will be able to dispel the belief that medical bankruptcies are
such a large fraction of all bankruptcies today. However, whatever the extent of the problem,
anecdotal evidence of the hardship suffered by families struggling with medical bilis and loss of
jobs is hard to ignore. The question we are concerned with today is whether a reform of the
bankruptcy code, as put forward in the Medical Bankruptcy Faimess Act, would provide a
solution to the problem of medical bankruptcies. Do medical debtors need to be treated
differently within the bankruptcy code than say debtors with credit card debts or mortgages?
While I believe that the sentiments underlying the Act are understandable, 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 adversc consequences for debtors that may worsen rather than

improve the functioning of the bankruptcy system.

My testimony will first focus on whether evidence supports the essential premise
underlying the introduction of the Medical Bills Fairness Act which appears to be the much

2
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debated surge in medical bankruptcies in recent times. Second, it will explain how the
bankruptcy code currently affects medical debtors. Third, it will provide details on the proposed
reform and its practical applicability. Finally, it will explore the possible abuse of the Act based

on a literature review of the effect of bankruptcy laws on debtor behavior.
I. Medical Debts and Bankruptcies

The Medical Bankruptcy Fairness Act is intended as a solution to the problem of rising
medical bankruptcies. While I applaud the goals underlying the Act, I also believe that it results
from a mis-diagnosis of the problem. The essential premise of the Medical Bankruptcy Fairness
Act of 2009 is that today medical debts are the leading cause of consumer bankruptcy filings in
the U.S. and therefore medical debts need to be addressed differently from other debts. How

valid is this supposition?

The American Bankruptcy Institute provides statistics on consumer bankruptcy filings for
the U.S. since 1980." The data show a rise in filings from about 1.2 million in 2000 to 2.0 million
in 2005. In 2006, filings dipped to 597,000 presumably due to the Bankruptcy Abuse Prevention
and Consumer Protection Act of 2005 which instituted a means-test provision by which only low
income filers could file for bankruptcy and discharge their (unsecured) debts. In 2008,

bankruptcy filings have again crossed a million. What fraction of this is duc to medical debts?

Data on medical debts is available from the Survey of Consumer Finances (SCF).? The
SCF survey samples approximately 4500 households every three years to assess families’

financial situations and provides a picture of their debt and asset levels. The households are

hitp://www.abiworld.org/AM/AMTemplate.cfm?Section=Home& TEMPLATE=/CM/ContentDisplay.cfm&CONTE
NTID=57826
2 hitp:/fwww.federalreserve. gov/pubs/oss/oss2/scfindex.html

3
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randomly selected to avoid biased results. A look at the latest SCF data (2007) shows that
medical indebtedness has not changed significantly over the past decade or so. The SCF includes
medical debts with other debts incurred for “goods and services”, including credit card debt.
These debts have risen marginally from 5.5 percent of all debt in 2001 to 5.8 percent in 2007.
The SCF shows that this change is mainly being driven by rising credit card debts where the
average value has increased from $4800 to $7300 (Medical debts are excluded from the credit
card debt category). Since there is no significant change in the proportion of medical debt as a
fraction of all debt, it is hard to conclude that medical debts are responsible for an increasingly
large fraction of bankruptcy filings. A paper by Bucks (2008) analyzing the SCF data for 1989-
2004 shows, in fact, that the number of families reporting any medical debt has declined from
3.6 percent in 2001 to 2.8 percent in 2004. * The same paper also shows that medical debts as a

fraction of all debts have remained steady at 0.3 percent between 2001 and 2004.°

The literature on bankruptcies and mcdical debts can methodologically be divided into
two streams, one that has focused on survey data and the other on empirical regression analysis.
For instance, relying on surveys of 1032 bankruptcy filers, Himmelstein et al. (2009) conclude

that approximately 62 percent of all bankruptcies in 2007 were “medical.”®

Their earlier study
(Himmelstein et al. (2005)), based on a 2001 survey of 1000 filers, concluded that approximately
46 percent of all bankruptcies had medical causes.” Note that in both studies, “medical” refers to

all sorts of medical reasons for a bankruptcy filing, not just medical debts. These include lost

? The largest categories of debt are mortgages and vehicle loans.

* hitp://www.iariw,org/papers/2008/bucks.pdf

* Data for 2007 are not available from the paper.

¢ Himmelstein, David, Warren, Elizabeth, Thorne, Deborah and Woolhandler, Steffie (2009), “Medical Bankruptcy
in the United States, 2007: Results of a National Study”, The American Journal of Medicine, available at:
http://pnhp.org/new_bankruptcy_study/Bankruptcy-2009.pdf

7 Himmelstein, David, Warren, Elizabeth, Thome, Deborah and Woolhandler, Steffie (2005), “Illness and Injury as
Contributors to Bankruptcy”, Health Affairs (Web Exclusive), 2 February

4
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weeks of work due to own iliness or spouse’s illness, as well as when the debtor said that a
medical problem of a family member caused the bankruptcy filing. The idea that medical
bankruptcies are on the rise comes essentially from these two studies. In the Appendix to this
testimony I discuss methodological problems with these studies that may lead to biased resuits.
However, even if we take their estimates at face value to calculate the fraction of medical
bankruptcies in total bankrupicies, the number of medical bankruptcies has in fact declined from
667,933 (46 percent of 1,452,030) in 2001 to 510,005 (62 percent of 822,590) in 2007. Hence
there is little to suggest that there has been a surge in medical bankruptcies that warrants a big

change in the bankruptcy code.

Most other studies in fact suggest a minimal role for medical debts in bankruptcy. The
closest comparable survey to the Himmelstcin et al. studies is a study of bankruptcy filers by the
Department of Justice’s Executive Office of the United States Trustee (USTP). The USTP
examined the records of 5,203 bankruptcy cases filed between 2000 and 2002, the most thorough
study of the problem to date of those who actually filed bankruptcy. It reported that 54 percent
of the cases in the sample listed no medical debt, meaning that the median amount of medical
debt in the study was zero. Medical debt accounted for 5.5 percent of total general unsecured

debt and 90.1 percent of filers reported medical debts less than $5,000.

A more nationally representative survey is the Panel Study of Income Dynamics (PSID),
which is a longitudinal survey tracking households since 1968.% In 1996, the PSID asked
respondents whether they had ever filed for bankruptcy between 1996 and 1984, and if so, what
were the primary, secondary and tertiary reasons for filing from a given a list of possible reasons,

which included medical bills, job less, injury or illness, etc. This is the most definitive survey so

® http://psidonline.isr.umich.cdu/
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far in terms of determining the proximate cause of a bankruptcy filing. The largest contributor to
bankruptcy filings was high credit card debt. Nearly 42 percent of respondents reported high
credit card bills as the primary reason for filing, while an additional 9 percent claimed it as the
secondary reason for filing. Other big reasons were job loss (13 percent) and divorce or
separation from spouse (12 percent). Only 9 percent of the sample claimed medical bills as the

primary reason for filing, and 7 percent claimed it as a secondary reason.

By their very nature, survey data are unable to account for a host of other factors that
might help explain why households file for bankruptcy. For instance, factors like average
household wealth and income, state-level factors such as bankruptcy exemptions and
unemployment rates, and household expenditures such as rent and taxes could each play a
significant role in a household’s decision to file for bankruptcy. The standard methodology in the
economics literature for accounting for all of these factors is multivariate regression analysis.
With regression analysis, it is possible to study the effect that each factor has on the probability
of filing for bankruptcy while holding the effect of all other variables constant. This is the only
way that one can establish causation, rather than correlation. In other words, only when we use
regression analysis to control for the effect that each of the other factors has on a bankruptcy
filing can we be sure that medical debts cause bankruptcy filings.

A 1999 study by Ian Domowitz and Robert Sartain in the Journal of Finance uses exactly
this approach. The authors examined 827 households who filed for bankruptcy in 1980 matched
against 1,862 households not in bankruptcy. Accounting for prevalence of various sources of
debt, Domowitz and Sartain found that “the largest single contribution to bankruptcy at the

margin is credit card debt.”
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In an AEI Working paper that I wrote, I estimated a model! of the household bankruptcy
filing decision, using PSID data for the period 1994-1996 and a three year panel covering the
years 1984, 1989 and 1994 respectively.9 The main aim in the paper was to test whether medical
debts can be ascribed as the leading cause of bankruptcy filings. The results from my paper do
not support the view that medical debts are the leading cause of bankruptcy filings. In fact,
households who are most likely to file are those with primarily other forms of debt, such as
credit card or car debts, who also incur medical debts. From my estimates, it appears that a 10
percent increase in medical debts, as occurred over the period 2001-2007, could account for a 27
percent increase in bankruptcy filings over the same period, among filers with predominantly
medical debts.

To summarize this section, there is little in the literature to suggest that medical
bankruptcies account for more than 50 percent of all bankruptcies. Therefore, if that is the
essential premise of the Medical Bankruptcy Faimess Act, then the foundations of the Act are

built on shaky grounds.
II. Current Bankruptcy Code and Proposed Reforms

How does current bankruptcy law affect medical debtors? Under current law, debts
incurred for medical treatments are completely dischargeable under Chapter 7 of the bankruptcy
code. This includes services provided by doctors, hospitals, dentists, chiropractors, physical
therapists and other medical providers. In addition to medical debts, Chapter 7 also eliminates
other unsecured debts such as credit card debts and personal loans. Therefore individuals who

have piled up high medical debts on their credit cards can get that debt discharged as well. The

% “Mathur, Aparna (2006), “Medical Bills and Bankruptcy Filings,” AEI Working Paper
http://www.aei.org/paper/24680
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advantage of a Chapter 7 bankruptey is that debtors can retain some or all of their property and
shield it from being used to repay creditors at the time of a bankruptcy filing. The value of assets
that they can protect depends upon the exemption level in the state of filing. Exemption levels

can range from a few thousand dollars to more than $100,000.

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 instituted a
means-test provision by which only filers with incomes below the median income in their state
could file for bankruptcy and discharge their (unsecured) debts under Chapter 7. All other filers
have to file under Chapter 13. This enables individuals to pay back medical debts and other
unsecured debts over a three- to five-year period, without additional interest or penalty fees. In
most cases, the payments will be based upon what the individuals can afford, rather than what

they owe.

Therefore, even under the current system, medical debtors can get relief from their debts

by filing for bankruptcy either under Chapter 7 or Chapter 13 since this is unsecured debt.

The Medical Bankruptcy Faimess Act of 2009 will reform the current system in the
following ways. First, the Act would amend Section 101 of the Bankruptcy Code, which is more
commonly known as the definitions section. Section 101 would be amended to add the definition
of a “medically distressed debtor” as a dcbtor, or a dependent of the debtor, who has in excess of
the lesser of 10 percent of the household income or $10,000.00 of medical debt (which was not
covered by insurance) in a twelve month period in the last three years or lives in a household
with a person who was out of work for four weeks in the last twelve months due to medical

reasons.
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Second, it would allow these medically distressed individuals to claim an exemption
against their home of $250,000. This would override any state homestead exemptions that would

typically vary from a low value of $5000 to more than $100,000.

Third, it would remove the requirement for medical debtors to undergo credit counseling

prior to filing for bankruptcy.

Finally, it would also remove the means-testing requirement for medically distressed
debtors. In other words, all individuals defined as being medically distressed debtors could file

under Chapter 7, even if their mean income was above the median income in their state.

While the purpose of the Act is to make the bankruptcy process easier and more efficient
for medical debtors, there are several unintended consequences and problems with the proposed

reforms to the bankruptcy code that I outline below.

(1) Definition of medically distressed debtor

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 bankruptcy 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

1 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 Flynn & Gordon
Bermant, Bankruptcy by the Numbers: Chaprer 7 Asset Cases, AM. BANKR. INST. J., Dec. 2002—Jan. 2003

9
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if the average filer spent about $2400-34000 on medicines or medical care in any year, then they
would qualify for a medical bankruptcy. This scems 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 the 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 Faimess Act would

essentially be providing relief from credit card debt rather than medical debs."!

A second problem with this definition is that it imposes huge informational requirements
for a bankruptcy filing. For an attorney to establish a debtor as a medically distressed debtor,
they would have to go back three years in either their, or one of their dependent’s, medical
history and determine that at any one time during that three year period, was there a specific time
when the debtor or one of their dependents had more than $10,000.00 outstanding in medical
debt which was confined to a twelve month period. Then, they would have to determine whether
the debtor had insurance, and what bills, if any, were either paid by insurance or not. It is
extremely hard to imagine that debtors would be able to provide such detailed medical bills for

themselves as well as their family, along with all the insurance documentation.

{2) No Means Testing

' http:/fweber.ucsd.edu/~miwhite/UTll-law-review--final pdf
10
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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 filcrs to walk away from their debts when they have the ability to pay for them
by forcing them into Chapter 13 bankruptcy. This increases efficiency and ensures that creditors
get at least a minimum return on their debt. Doing away with the means test undcr the 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 othcr adverse events, also
incur other dcbts, 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 creditor:
particularly hard. This is the exact situation that the 2005 bankruptcy 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.

(3) Effect on Creditors

The Act does little, if anything at all, for the crcditors 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,

11
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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.

(4) Exemption Limits Raised

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 intercst 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.

At the same time, 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 assets

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

3 Michelle 3. White, Personal Bankruptcy Under the 1978 Bankrupicy Code: An Economic Analysis, 63 TND. L.J.
1, 4546 (1987) (discussing data indicating that an increase in the bankruptcy exemption level corresponds with an
increased bankruptcy filing rate).

* Reint Gropp, John Karl Scholz, & Michellc 1. White, Personal Bankruptcy and Credit Supply and Demand, 112
Q.J. ECON. 217 (1997) (showing that higher exemption levels result in higher interest rates).

' 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 http://www.econ.ucsd.edw/~miwhite/bankruptcy-theory-white.pdf, and
Hung-Jen Wang & Michetle 1. White, An Optimal Personal Bankruptcy Procedure and Proposed Reforms, 29 1.
LEGAL STUD. 255, 265 (2000).

12
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to housing (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. Therefore, there are both costs and benefits
to having higher exemption limits that need to be recognized.

To summarize this section, what the Medical Bankruptcy Faimess Act would do is make the
financial benefit from filing for a medical bankruptcy higher than the financial benefit of filing
for any other type of bankruptcy. The higher exemption levels, the lack of means testing and
credit counseling and the potential to identify oneself as a medical debtor would clearly lead to
strategic behavior on the part of some opportunistic debtors. Medically distressed debtors who
are able to file under Chapter 7 would use this to get rid of their credit card debts. This would be
especially advantageous for high income debtors who are unable to file for Chapter 7 bankruptcy
under the current code, This large scale discharge of credit card debts, available even to debtors
with the ability to repay some of their debts, is one aspect of the previous bankruptcy code that
the 2005 reform sought to undo. We need to understand therefore, that the changes being
considered under the Medical Bankruptcy Fairness Act could impose tremendous costs on the

system while conferring benefits to a few.

III. Conclusion
To summarize, the case for bankruptcy reform to help medically distressed debtors is
built on somewhat shaky foundations. While the intentions are laudable, there is little to support
such an intervention based purely on the incidence of medical debts in bankruptcy filings.
Despite some recent survey evidence suggesting that medical debts account for more than 60
percent of all filings, more rigorous analysis finds a relatively smaller proportion of bankruptcies

that can be attributed to medical debts.

13
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Further, the Medical Bankruptcy Fairness Act could create perverse incentives for
debtors to accumulate non-medical debts prior to a filing, as long as they can file as medically
distressed debtors. The Act attempts to overturn several features of the bankruptcy reform
enacted in 2005 by doing away with a means test for medical debtors and allowing medical
debtors to claim a homestead exemption higher than that allowed under the current code in
several states. This could have adverse consequences on at least two fronts. One, high income
filers with the ability to repay their debts can get complete debt relief under Chapter 7, while
imposing losses on their creditors. Two, the high homestead exemptions could affect credit
markets by causing creditors to raise the interest rate on loans provided and/or ration credit. In
other words, the proposed reform could have unintended adverse consequences for debtors as
well.

1 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 don’t? The most effective solution to the problem of rising bankruptcies is to create the
right conditions for an economic recovery, so that families can hold on to 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.

14
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Appendix

Problems with the Himmelstein et al. (2005 and 2009) Studies

(1) Sample Selection Issues

A major shortcoming with both the Himmelstein et al. (2005 and 2009) studies is what
economists dub the “sample selection issue”, Himmelstein et al. (2005, 2009) conducted a survey
of bankruptcy filers from public court records for the year 2001 and 2007. Based on a sample of
1000 debtors, they concluded that more than 50 percent of these had filed for bankruptcy due to a
medical reason. By limiting the sample to those who had already filed for bankruptcy, the study
overstated the incidence of medical debt. 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
bankruptcy. In other words, if the authors were trying to establish whether medical debts cause
bankruptcy filings, 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.

The sample also scems skewed towards debtors with high medical debt. The USTP report
of bankruptcy filers, which included a much larger sample of 5203 filers, found that 90 percent
of filers had medical debts less than $5000. The Himmelstein et al.(2009) study reports nearly 35
percent of filers with more than $5000 in medical debt. The authors make no attempt to reconeile

or explain their findings or reveal the distribution of medical debts across filers in their sample.
(2) Regression Analysis

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

15
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could have influenced the filing. As explained earlier, this could be done through the use of
appropriate regression techniques applied on a suitably large, random sample of filers and non-
filers. Mainstream economics literature discussing the relationship between debts and bankruptcy
amply outlines these standard considerations. The study does claim to have done multivariate
analysis, but the analysis is done on an even more restricted sample than the original 1032 in
2007. The sample only includes people who reported having any medical bills. Therefore, it
simply assumes that medical debts are important for bankruptcy filing, rather than testing for that

hypothesis in the entire sample of bankruptcy filers.
(3) Definition of Medical Bankruptcy

The 2005 study used an overly broad definition of “medical filers,” which included
people with any sort of addiction or uncontrolled gambling problems. The 2009 study removed
these elauses but still came up with a 62 percent number i.c nearly 62 percent of bankruptcy
filings are due to medical reasons. The reason for the high number is puzzling, though as
mentioned earlier, it is partly driven by the fact that the authors ascribe any remotely medical
factor as causing the bankruptcy filing, not just medical debts. The survey results shown in Table
2 (Page 3) of the study clearly state that only 29 percent of the respondents believed that thei
bankruptcy was actually cawsed 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 people with
more than $5000 in medical bills, and the percent of people reporting any medical problems.
This is clearly an overstatement of the problem. Since the respondents themselves do not believe
that these other factors caused the bankruptcy filing, it is wrong to ascribe the additional
bankruptcy filings to their medical costs. A related point is that the survey fails to provide

information on other causes of the bankruptcy filing or how the respondents would rank different

16
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factors, as in the PSID. Therefore, it is unclear whether medical bills were the most important

cause or just another cause.

This criticism was also raised by Dranove and Millenson in reference to the 2005 paper.'®
Exhibit 2 of that paper identified people who stated that illness or injury was a cause of
bankruptcy (although not necessarily the most important cause). According to Himmelstein and
colleagues, 28.3 percent of respondents stated that iliness or injury was a cause of bankruptcy.
They also reported that medical bills contributed to the bankruptcy of 60 percent of this group.
Multiplying the two figures together, Dranove and Millenson conclude that 17 percent of their
sample had medical expenditure bankruptcies. Even for that 17 percent, it cannot be stated with

any degree of certainty whether medical spending was the most important cause of bankruptcy.

' Dranove, David and Millenson, Michael, L. (2006), “Medical Bankruptcy: Myth vs Fact” HEALTH AFFAIRS 74
(2006)

17
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Medical Bills and Bankruptcey Filings

Aparna Mathu r!

Abstract
Using PSID data, we estimate the extent to which consumer bankruptey filings arc
induced by high lcvels of medical debt. Qur results suggest that nearly 27 percent of
filings are a consequence of primarily medical debt, while in approximately 36 percent of
cases medical debts co-exist with primarily credit card debts. Studying the post-
bankruptey scenario, we find that filers are 19 percent less likely to own a home cven
several years after the filing, compared to non-filers. However, the conscquences are less
adversc for medical filers i.c those who filed duc to high medical bills compared to other

filers.

JEL Classification: D6, K3, C33

Keywords: Personal Bankruptcy, Medical Debts, Probit Model

! Email:amathur@aci.org. Phonc: 202.828.6026 Rescarch Fellow. American Enterprise Institute,
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I. Introduction

In the 1990s, consumer bankruptcy filings as a percentage of total filings have
been steadily increasing. In 1990, the number of [ilings was approximately 718,000 (92
percent of all filings), which doubled in 2004 10 1.6 million filings (accounting for 98
pereent). What accounts for the “boom™ in consumer bankruptey? In the literature, therc
arc two views about consumer bankruptey filings. Rising houschold debt with increasing
usc of credit cards and rising mortgage payments which lead to accumulation of high-
intercst debt has been cited as an important explanatory factor. Some studies also suggest
that sudden shocks to income in a situation of high consumer indebtedness may provoke
a bankruptey filing. Sullivan ct al (1989) conclude that the primary cause of bankruptcy
filings in their sample was unemployment or ecmployment interruptions. A divorce, also,
may create an uncxpected shock to houschold income or reduce the economics of scale
from living in a single household.

Scecond, the strategic view of bankruptcy advocates is that houscholds file for
bankruptcy because the financial bencfit from filing has gone up. Under Chapter 7
personal bankruptey, debtors in the US can retain some or all of their property from being
used to repay creditors at the time of a bankruptey filing. The amount of assets that they
can protect depends upon the exemption level in the state of filing. Sincc the Federal
Bankruptcy Code of 1978, every state in the US has been allowed to sct its own property
and homestead excmption levels.' Recently newspapers reported a surge in bankruptey
filings in anticipation of a change in the Personal Bankruptcy law, which would make it
harder for households above a certain median income to file for Chapter 7 bankruptey,

- . - . 2 B
and also placed a cap on the maxtmum excemption limit,” This secms to support the
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strategic view of bankruptey since it seemed that houscholds were filing to take
advantage of the higher exemptions associated with the older, morc lenient system. Fay et
al (2002) find support for this view which predicts that households are more likely to file
when their financial bencfit from filing is higher." They use PSID data for the period
1983-1996 and find the coeflficient on Financial Benefit to be positive and statistically
significant. An increase of $1000 in houscholds’ financial benefit from bankruptcy is
associated with a 7 pereent increase in the probability of filing. On the other hand, health
problems faced by the household head or spousc, spells of uncmployment, and the
houschold hcad being divorced in the previous year are positively related to bankruptey
filings, but not significant, Related to this view, Gross and Souicles (2002) used a dataset
of individual credit card accounts to explain account holders® bankruptey decisions. Their
main cxplanatory variable is lenders’ rating of individual account holders’ riskiness and
their main finding is that after controliing for increasc in the average borrower’s
riskiness, the probability of default rose significantly between 1995 and 1997. They
interpret this result as evidence that the stigma associated with bankruptcy has fallen.
This paper asks the question whether increasing health care costs are leading to a
rising number of consumer bankruptcies, and if so, to what extent. The empirical
evidence to this cffect is contradictory. Studics based on surveys of bankruptey filers,
such as Himmelstein et al. (2005) using data from the Consumer Bankruptey Project,
claim that families with medical problems and medical debts account for nearly half of all
bankruptcy ﬁlings,4 However, their classification of a medical bankruptey is too broad.”
A big drawback of the study is that it does not include non-filers in the sample. This is a

problem because there may be non-filers who expericnced similar problems but did not
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file for bankruptcy. Thus the sample lacks an effective control group. According to
another survey, the Health Care Costs Survey (KFF, 2005), close to 23 percent of
Americans had problems paying medical bills in the previous year.” Avound 19 percent
experienced other financial consequences due to medical bills, such as having to borrow
money, being contacted by a collection agency, or even having to file for bankruptey.
Another study based on the Commonwealth Fund Biennial Hcalth Insurance Survey
(2005) rcveals that an estimated 77 nullion (37 percent) Amcricans aged 19 and older
have difficulty paying medical bills, have accrued medical debt or both.” Domowitz and
Sartain (1999) find that “high™ medical debt also contributes positively to bankruptey,
though credit card debt is the single largest contributor to bankruptey filings at the
margin. Medical debt is included in a binary form with a positive value indicating
expenses in excess of 2 percent of income. This classification is arbitrary.”® Further, the
study is based on cross-scctional data and docs not have demographic intformation. Thus
it is unable to account for dynamic changes in household or state fevel conditions such as
statc incomes, unemployment rates cte.

The Office for United States Trustees (in the US Department ot Justice), on the
other hand, found that medical debt was not a major factor in the majority of bankruptcy
cases filed in 2000.” More than 50 percent of filers reported no medical debt at alt, while
only 11 percent had medical debt in excess of $5000. Further, only i 5 percent of the
cascs was medical debt one-half or morc of total unsccured debt. On average, medical
debt was only about 6 percent of all unsecured debt. In comparison, eredit card debt
comprised about 40 percent of ali unsecured debt. More than half the cases reported

credit card debt in exeess of 50 percent of all debt.
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The contention in our paper is that while medical care costs are rising and arc
important in cxplaining bankruptcy filings, the economic impact is not as large as is
being reported. In our dataset, we find that up to 27 percent (depending on the sample
period) of all filings involve cases where medical bills were the primary form of debt. IT
we include all cases where there was amy mention of medical debts, the number goes up
{(at most) to 36 percent. This percentage is on the high side since it includes those with
primarily credit card, mortgage or car debt, who also accumulate medical debt. These
numbers are significantly lower than the 50 percent claimed by Himmelstein et al (2005).
They are closer to the 30 percent claimed by Domowitz and Sartain (2002) cspecially if
we only consider primarily medical debt cases. We believe that a shortcoming with the
earlier studics is that they are unable to isolate the impact of medical bills from other
problems that the debtor faces, such as job loss, low carnings, and other credit card debts.
This makes it difficult to conclude that high costs of medical care are causing the large
number of bankruptey filings. In this paper, we attempt to study the importance of
various distinct factors, in particular other debts. such as credit card charges. that the
houschold has incurred. We find that houscholds with medical debts, in addition 1o other
debts, are the most likely to file, while thosc with primarily high medical debts explain
relatively few bankruptey filings. We use houschold level data from the Panel Study of
fncome Dynamics (PSID) to cstimate the impact of tlinesses and medical debis on the
probability of filing for bankruptcy. This is the first paper to use longitudinal houschold
data to identify the impact of medical bills (and other health related factors) on
bankruptcy. We extend our analysis to further study the post-bankruptey situation for

individuals. Using data on home owncrship and labor supply in the PSID, we conclude
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that individuals who havc filed for bankruptey arc significantly less likcly to own homes,
while they are significantly more likely to increase labor supply to accumulatc savings.

Medical problems can lead to bankruptcy in a number of ways. Health problems
can cause individuals to lose work days, which results in loss of carnings. Medical bills
can pile up, cspecially if the debtor does not have health insurance, In terms of costs of
health carc, Zywicki (2004) reports that there is little evidence that fluctuations in the
cost of health care are linked to increases or decrcases in bankruptcy rates. {n fact,
adjusting for inflation, he ftinds that during the 1990s there were some periods when
health care costs went up only marginally, while bankruptey rates rose by 20-29 percent.
Results are mixed even when we study health insurance rates and bankruptcy. Whilc the
percentage of Americans without insurance has remained relatively stable, bankruptcy
rates have been rising over time.""

In this paper, we incorporate ito the model both the traditional factors associated
with a bankruptcy and the strategic factors such as the exemption levels across states.
which affect the financial incentive to file for bankruptcy. We further attempt to control
for health related factors including medical coverage. The panel nature of the data allows
us to control for all the factors leading to the bankruptcy. rather than focusing only on the
period around the time of the bankruptey. Further, we include in the sample both filers
and non-filers, instead of including only people who have already filed. This enables
generalizations of results to the larger population as well.

In the next section, we discuss the data and cxplanatory variables used in the

analysis. Section 3 details the cmpirical methodology and Section 4 presents the
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cmpirical results. Section 5 discusses the possible adverse effects of a bankruptey filing.
Section 6 concludcs.
2. Data Source and Description
2. A Data Source and Summary Statistics

The data are available from the Panci Study of Income Dynamics (PSID), which
is a longitudinal datasct tracking houscholds since 1968. The PSID survey asks guestions
relating to demographic conditions as well as income, asscts and debts of the houschold.
tn 1996, the PSID asked respondents whether they had ever filed for bankruptey between
1996 and 1984, and if so, in what years and which state they filed. We usc two panels of
three years from this dataset. The first relates to the period 1994-1996. Since the PSID is
a longitudinal datasct, we include in the sample all heads of houschold who were in the
sample all three years. Each year there are approximately 6000 household heads who are
interviewed, thus the overall sample size is 18.259 houschold heads. The bankruptcy
filing ratc among PSID respondents for the period 1994-1996 is approximately 0.4
percent, which is half the average national filing rate for that period of 0.8 percent. The
number of filings in our sample is 74.

A problem with the PSID dataset is that it collects information on certain
variables such as family wealth, assct and debt levels only every five years. Hence as a
check on our results with the 1994-1996 pancl, we pooled data across the three years
1984, 1989 and 1994 and re-ran the regressions.'' The sample for this pancl is 19339
houschold heads.

The PSID asks a detailed set of questions on bankruptey. These include guestions

on the primary, sccondary and tertiary rcason for filing, given a list of possible reasons,

&
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which include medical bills, job loss, injury or iliness etc. The largest contributor to
bankruptcy filings was high credit card debt. Nearly 42 percent of respondents reported
high credit card bills as the primary reason for filing, while an additional 9 percent
claimed it as the sccondary reason for filing. Other big reasons were job loss (13 percent)
and divorce or separation from spouse (12 percent). Only 9 percent of the sample claimed
medical bills as the primary rcason for filing, and 7 percent claimed it as a secondary
reason. Hiness and Injury accounted for only 6 percent of the filings. Thesc statistics by
themselves suggest the extent of bias in the recent Himmelstein (2005) paper, which
claims that medical reasons are the lcading causes behind bankruptey filings, accounting
tor 50 percent of all bankruptey filings. Unfortunately, we arc unable to use responses to
rcasons for filing in the regression, becausc it 1s by definition, asked only of those who
had actually filed for bankruptcy.

The PSID also asks questions relating to debt levels. A drawback of the PSID
dataset is that while it gives information on the total value of debt, it does not provide
information on each kind of debt separately. Thus, the key innovation in the paper is to
distinguish medical debtors from other kinds of debtors, in order to study the impact of
medical debt on the probability of filing for bankruptcy. To do this we exploit a part of
the survey that has questions relating to loans taken by the household for various
purposes. The survey asks individuals whether they had ever taken loans to repay their
debts, and what was the largest component of the loan i.c what was the most important
rcason for taking the loan-possible reasons include repaying credit card debts, medical
bills, car debts ete. They can also list other secondary or tertiary reasons for taking the

loan. This is the main variable of interest, since it allows us to distinguish medical
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debtors from credit card debtors, or people who had high car or mortgage debt. Hence we
can classify houscholds as medical debtors if they listed medical debts as their primary,
secondary or tertiary reason for taking a loan. We can further classify houscholds as
primarily medical debtors if they listed medical debts as their primary reason for taking
the loan. This should help clarify the issuc of whether medical debts are the largest
component of debt for households that file, or is it mainly other forms of debt, such as
credit card debt, that is primarily responsible for a large number of filings.

Other relevant variables available from the datasct refate to the health status of the
individual, whether they missed any wecks ot work due to illness, whether they had
medical coverage, ctc.

Table | presents sample summary statistics. In terms of demographics, about 70
pereent of the population is male, and around 63 percent whitc. The average annual
tamily income is $43,000, whilc average annual debts are $4500. The bankruptey filing
rate i1s 0.4 percent. To distinguish between filers and non-filers. we present separately the
statistics for cach group in Table 2. In the sample, around 66 percent of filers arc malc,
and more than 60 percent are white. Close to half are married. About 47 percent had
medical coverage and 10 pereent had cexperienced unemployment spells in the previous
year. About 40 percent were homcowners while 15 percent owned businesses.
Surprisingly, there do not appear to be systematic differences in these demographics
between filers and non-ftilers, as shown in Column 2 of Table 2.

It we look at corrclations between bankruptey and houschold conditions, we
found no significant corrclations between bankruptey filings and individuals with medical

coverage (.013), individuals in poor health (.003) and individuals who were unemployed

9
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(.007). All kinds of loans taken to repay debts, such as medical debts, credit card debts,
mortgage payments or car loans are positively correlated with bankrupicy filings. There
is also a positive, though not large correlation of (108 between those with credit card
loans and those with medical loans. Further, there is a positive correlation between filings
and state tax rates, state unemployment rates and state exemptions.

Figurc | profiles the average bankruptey filer. Graphs show that the average filer
is more likely to be a white male, less than 45 ycars of age, unmarried and with less than
16 years of education.

2. B Explanatory Variables

We explain bankruptey tilings as a function of houschold debt and incomce levels,
the proportion of debt that is medical, the bankruptcy exemption level in the households”
state of residence, the other expenditures that the household has to meet such as rent or
mortgage payments and whether the houschold faced any health problems. We are also
able to control for demographic variables.

DEBT reters to all unsecured debt which includes credit card debt, medical debt,
personal loans, etc. Information on this variable is available only once every five years in
the PSID. For the 1994-1996 sample, we usc the 1994 data on unsecured debt as the total
debt. For the other panel, we do not face this problem sinec questions are asked in 1984,
1989 and 1994, in the regression analysis, we scale this variable by total family income
to asscss the impact of debt as a fraction of income. FAMILY INCOME refers to all
wage and salary income earned by the houschold during the year. Since family income
varics for cach ycar in the sample, dividing DEBT by family income serves the purpose

of introducing variation in the DEBT variable over time.
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WEALTH or the sum of all assets for the household (excluding home equity) is
again available only in the 1984, 1989 and 1994 supplements. To this we add the house
valuc, which varies every ycar, to construct the variable that is uscd in the analysis.

MEDICAL refers to all households who reported taking a loan to repay medical
debts.”” MEDICALI refers to those who reported medical debts as the primary reason for
taking a loan. This is intcracted with DEBT, giving us the variable MEDDEBT, to isolatc
the effect of medical debt on bankruptcy. MEDDEBT! is the subset of people within
MEDDEBT who reported medical debts as their most important reason for taking a loan.
Thus, MEDDEBT! includes only those who reported medical debts as their primary
reason for taking a foan while MEDDEBT includes anybody who reported medical debt
as a reason-whether primary, sccondary, or tertiary-for taking a loan.'* Tablc 2A and
Figure 2 track changes in the number of medical debtors, and the number of bankruptcics
over time. As Figure 2 shows, there is co-movement of bankruptey filings and medical
debtors, and also individuals reporting poor health. This is particularly true for the period
1994-1996.

MEDCOVER is a dummy variable cqual to | it the houschold had health
insurance coverage. The questions on health insurance coverage in the PSID are not
comprehensive. The question asks whether the family is covered by Medicare, Medi-Cal,
Medical Assistance, ctc, but docs not clearly ask whether the individual had private
insurance cither through the employer or self-purchascd. Thus the statistics on the
number of insured turn up an cxtremely low number of [0 percent. To supplement this
information, we consulted a Consumer Population Survey Report on Health [nsurance

coverage (1995) and a report prepared by the American Hospital Association (1996) on
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trends in employer coverage. Thesc suggested that union members, workers in certain
industrics such as mining and manufacturing, and occupations such as professional or
technical workers, and full-ume workers were more likely to be covered. Hence we
assigned the MEDCOVER variable a valuc of 1 if any of these criteria were satisfied.
With this new variable, the coverage number went up to 61 percent. This is the variable
we usc in Table 3.

The variable MEDICAL*UNEMPLOYED 1is assigned a wvaluc of [ if the
houschold could be classified as MEDICAL (as dcfincd above), and the houschold head
was also uncmployed for a period of time in the previous year.

We control separately for the effect of poor health conditions, by including a
variable BADHLTH. The survey asks the houschold head whether he considers his health
to be (1) Excellent (2) Very Good (3) Good (4) Fair (5) Poor. We construct a dummy
variable that takes on the value | if the survey response is (5). This variablc is interacted
with DEBT to study if individuals expericneing poor health and indebtedness are more
likely to file.

EXEMPTION refers to the dollar amount of bankruptcy exemptions that the
houschold may take in its home statc. We use the homestead exemption as well as the
personal property cxemption. The homestead exemption is an exemption for equity in
owner occupied housing. For example, in 1996 the homestead cxemption in Alabama was
$10000, while in Arizona was $100,000. Most states also have exemptions for household
belongings, equity in vchicles, retirement accounts, and a wildcard category that can be

applied to any typc of assct. The excmption levels have changed over time in many
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states. This data is available from various editions of Ehas et al, How to File For Chapter
7 Bankruptey.'®

RENT refers to the annual rent or mortgage payment that the houschold pays.
MISSED WEEKS refers to the number of weeks of work that the houschold head missed
i the previous year duc to illness. State (Maximum Marginal) Income Tax Rates
(available from National Tax Foundation), Unemployment Rates and Per Capita Incomes
(Bureau of Labor Statistics) are put in as additional controis for macrocconomic and
business conditions, apart from thc demographic variables like age, sex, marital status ctc
of the houschold head."”

3. Empirical Methodology
We use a probit modcl to explain the probability of bankruptey filing by a household at
time . Our mode! can be specified as:
Yo = Ot 6Dt G2Dir . SasDigo+tos 105+ Xy Bivey, s i=l N 1=1.T (3.0
Yo=lifY, >0

W=0if Yy <0

for household i in vear t.

Our latent variable is Y, * and the observed dependent variable is Y, Y, relates to a
houschold ;s decision (for expositional purposes) to file for bankruptcy in year £ The
datasct identifies the state in which the houschold filed for bankruptcy. Thus we arc able
to assign cvery houschold to a particular statc and look at the appropriate state-level
variables, such as bankruptcy cxemptions, tax rates etc. Dj;....0 40 are state dummics and
tos, tog arc year dummics. B, refers to the vector of coetficients associated with the

cxplanatory variables included in Xi. ¢, 15 a random error term. Standard crrors are

[S¥]
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corrccted using the Huber/White procedure, which allows error terms to be correlated
over time for the same houschold.

4. Empirical Results
4.A. Probit Estimation

Table 3 presents the marginal cffects from a probit regression, using cluster
analysis which allows for error terms to be correlated for the same houschold over time.
All regressions use PSID weights to make the sample representative of all families in the
US. Table 7 uscs the marginal effects to illustrate the cconomic significance of the
rclevant variables.

Specification 1 (Column 1 of Table 3) shows results for demographic variables,
houschold income, asset and dcbt values. The effect on bankruptey filings of being
MALE, WHITE or MARRIED for heads of household is positive, but not significant.
Individuals are significantly more likely to file at relatively yvounger ages. This is also
clearly brought out in Figure 1. wherc individuals less than 45 ycars of age have higher
filing probabilitics. Morc educated pcople are less likely to file, and this result is similar
to Fay et al (2002). The marginal effect of an additional year of education is to lower the
probability of a bankruptey filing by .03 percentage points. Dividing this by the average
probability of filing in our sample, which is .4 percent, Table 7 shows that the number of
bankruptey filings would decrease by 7.5 percent a year." To draw conclusions from this
for the general population based on 1.3 million bankruptey filings in 1999, this implics
that an additional ycar of education would lead to 97,500 fewer bankruptey filings in a

year.
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The likclihood of filing is significantly higher if the head owns a business
(p=0.80), and is increasing in the number of children in the houschold. As would be
expected, high family wealth is significantly negatively associated with the probability of
filing. An increase in family wealth by $1000 would cause ncarly a | percent drop in the
bankruptey filing rate, or approximately 10,000 fewer filings per year (Table 7).

Apart from MEDICAL, to adequately control for the etfect of other health refated
factors on the probability of filing, we include a number of variables. We include a
measure of weeks of work missed duc to own illness, MISSED WORK." This
coefficient is positive and significant in all specifications, suggesting that losing work
days due to illness is associated with lost earnings or job loss, which in turn may causc
strain on the houschold finances leading to bankruptey. In terms of cconomic significance
(Table 7). an additional week of missed work would cause the predicted probability of
filing to increase by 2.5 percent-an additional 32,500 filings per year.™ We also control
for the fact that the household may have medical insurance, MEDCOVER. As may be
expected, houscholds with medical insurance are less likely to file for bankruptey, though
the effcet 1s not statistically significant. None of the other papers use this variable as a
control. Finally, we test to see if having medical problems and being uncmployed is a
significant predictor of bankruptcy filings. However, while the sign on the coefficient is
positive, it's not statistically significant.

The main guestion that this paper secks to answer is to what extent do medical
bills contribute to bankruptey filings. Thus in Specification 1, we includc MEDDEBT
along with DEBT and DEBTSQ (debt squared). We scale each of these variables by

Family Income. The marginal cffcet associated with MEDDEBT is positive and
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significant.”’ W find that a 10 percent increase in medical debt (as a fraction of income),
would lead to a 20 percent increasc in the probability of filing for bankruptcyin In terms
of the 1999 bankruptey ftiling rate, this would imply an additional 260,000 filings per
ycar. It is worth pointing out here that MEDDEBT includes people who took loans
primarily to pay off credit card debts, car debts or mortgages, but who also listed medical
debts as a reason for the loan. Between 1994-1996, the number of people who took loans
primarily to repay credit card debt went up from 406 in 1994 to 439 in 1996. Out of these
only 28 in 1994 and 31 in 1996 claimed medical debts as well. The number who reported
any medical debt went up from 91 1n 1994 to 98 in 1996.

The cocfficicnt on DEBT (as a fraction of income) is positive as may be expected,
while the cocfficient on DEBTSQ 1s negative and signiticant, suggesting that at certain
very high values of DEBT, the probability of filing may go down.”

Including other macrocconomic state-level variables also yielded significant
results. The coefficient on state bankruptey excmptions is positive, but not significant.™
This tends to erode support for the stratcgic view of bankruptey, since if individuals were
filing simply to take advantage of the higher exemptions, we would cxpect this
coefficient to be significant.

In terms of current cxpenditures, taxes and rent form a large fraction of all
monthly payments. Therefore it’s important to control for them in the regression analysis.
The cocfficient on both of these variables is positive and highly significant. A 0.1 percent
increasc in state tax rates would cause filings to risc by 16 percent, while a $1000
increase in annual rent or mortgage payments would causc filings to rise marginally by

0.1 percent.
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Finally, wc also includc State Unemployment Rates. The larger the
unemployment rate in the state, the larger the number of filings. A 0.1 percent increasc in
uncmployment rates would cause filings to risc by 97,500 per year. State per capita
incomc, PCI, is positive but insignificant.

The coefficients on these state-level macrocconomic variables and the above
mentioncd demographic variables are similar across different specifications. Therefore
we do not refer to them again when we discuss different specifications. Instead we will
focus only on the relevant variables of interest.

In Specification 2, we include (instead of MEDDEBT) as the explanatory
variable, MEDDEBT!. Recall that MEDDEBT! is DEBT interacted with MEDICALI i.c
it’s the debt level for those individuals who claimed medical debts as their primary
rcason for taking a loan. The marginal effect for this variable is positive and significant.
A 10 pereent increase in medical debts for these houscholds would cause only a 0.5
pereent increase in the bankruptey filing probability, or an additional 6500 Filings.
Comparing the results on MEDDEBT and MEDDEBTI, the picture that emerges is not
one of medical bills driving individuals to bankruptcy, but medical bills in addition to
other debt problems that the household s already facing.

In Column (3), we interact BADHLTH with DEBT (scaled by Family Income),
and usc that instcad to capture the cffect of debt on households with medical problcms.
The estimated marginal effect s the same as the one associated with MEDDEBT! in
Column (2). This suggests that our measurc of medical debtors comes close to what
wc're trying to capture. Surprisingly including BADHLTH as an additional cxplanatory

variable in Columns (1) and (2) docs not yield a significant coefficient. Thus already
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indebted houscholds with health problems are more likely to file than houscholds with
health problems and no major debits.

A concern with specifications (1)-(3) in Table 3 is that we may bc biasing
downwards the impact of medical debts on bankruptcy. This ariscs for two reasons. First,
our DEBT variable does not change across the three years, so effectively MEDDEBT is
capturing the effect of changes in income (the scaling variable), rather than debt, on
bankruptey probabilities. Secondly, as mentioned earlier, there ts not much change in the
numbcr of people taking loans for medical reasons between any two years. Hence as a
check on our results, we re-estimated the regression model using only the years 1994 and
1996 (Columu (4)). While this docs not get around the first problem, it docs lcad to
greater variation in MEDICAL, allowing for better estimation. As we suspected, there
was a significant increase in the cstimated cocfficicnt on MEDDEBT-the marginal cffect
rose to 0.011 (p-value=0.022) (from 0.009) i.c a 10 percent increase in medical debts
would cause a 27.5 percent increasc in the probability of tiling. A similar re-cstimation of
MEDDEBT! did not yield a significant coefficient, possibly duc to the limited
observations in MEDICAL1. The next scction improves on this estimation by pooling
together years for which therce is data on DEBT levels. Morcover, by looking at data over
longer periods of time, it allows morc variation in the data, leading to better estimation.
4.B. Alternative Specifications and Checks

Table 4 replicates the estimation procedurce described previously for a different
period of time to check for robustness of results, We pool three years-1984, 1989 and
1994, The choice of years is dictated by the fact that questions relating to family wealth

and debt levels arc asked only in these years. Thus by pooling across these years, we arc
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actually able to control for changes in the debt and asset levels. There is howcever, some
loss of uniformity in the way the questions are asked, and we are unable to get good
responses for certain variables such as rent or mortgage payments, and medical coverage.
Thus we present results for this pancl with Iess than the full sct of variables we had in
Table 3. We further allow all state effects to be captured by the statc dummy variablcs.

It is comforting to note that our main results do not change. Both MEDDEBT and
MEDDEBT! enter the regressions positively and with significant marginal cffects.
However, the size of the marginal cffects is significantly larger. The cffect of a 10
pereent increasc in MEDDEBT is to increase the probability of a filing approximately by
36 percent, while a corresponding incrcase in MEDDEBT! increases the probability by
27 pereent. These results could be driven by the relatively longer time period that is
involved, allowing for more variation in the right hand side variables. We are eftectively
studying changes over five year periods rather than { year periods. Morcover, unlike the
1994-1996 panel, our DEBT variable does vary in these three years since information on
DEBT is collected in all these years. Thus these numbers should be closer to the true
valucs compared to the estimates for 1994-1996.7 fudging by these numbers, medical
debts could be held responsible for at most 27 percent of all bankruptey filings. If we
take any mention of medical debts in conjunction with other debt variables as the
predictor variable, the number is clearly higher at 36 percent. However, all that this
implics is that medical debts, like any other debt, increase the probability of a bankruptey
filing, but they are not the major factor behind the filing.

In column (3), we defined BADHLTH more broadly to includc not only instances

where the head of household reported being in poor health, but also instances where othe:

19
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family members were reported to be in bad health. The coetticient on this variable is
positive and significant suggesting that medical problems faced by family members arc
equally important in predicting bankruptey filings. If we include only cases where the
head was described as being in poor health, the coefficient does not turn up significant.

These results also carry forward to the case when we estimate the probability of
filing for bankruptcy using Cox’s Proportional Hazard Model (Table 5). The Cox model
estimates the determinants ot the probability of bankruptey. The modet relates the hazard
rate A(t) (the probability of filing bankruptcy at time 1, conditional on not having filed
bankruptey uptif time ¢) to a set of observables X:

() = h,(Hexp(X'B)

Where A4t} 1s the baseline hazard rate at time ¢ for the covariate vector set at 0
and £ is a coefficient vector. This semi-parametric estimator assumes that the hazard ratio
h(t)/ hot) 1s constant over time and requires no assumptions about the baseline hazard.

The results confirm the results of the probit regressions. The cocfficients on

significant. The coefficients indicate that the estimated hazard or nisk of filing for
bankruptey increases by 1-2.5 times if an individual has medical debts, after adjusting for
the eftect of other variables in the model.

Since the PSID data has several limitations in terms of uniformity of questions
across years, to assure oursclves of the robustness of results, we did cross-section
regressions as well. We present the results for the year 1994 in Table 6. In any particular
year, there is adequate cross-sectional variation in debt fevels and total family incomes, to

allow identification of cocfficients on medical debts. We classify medical debtors in the

20
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usual way. The number of observations drops to about 6500, but even with this limited
sample size, the cstimated marginal effect on MEDDEBT 1s 0.017  (p-value=0.051),
which is similar to what we had before. ™

To summarize, our results indicate that the effect of a 10 percent increase in
MEDDEBT would be to increase total filings by about 36 percent. However, if we
include only those individuals who claimed medical debt as their primary reason for
taking a loan, for this group the probability is about 27 percent. Notc that MEDDEBT
includes people who may have other forms of primary debt, such as credit card, car or
mortgages, but who also have some medical debt. Hence if we look at this variable alone,
we are overstating the impact of medical debts on bankruptcy filings. The more relevant
variable to see if bankruptcies are being driven by medical debts, is MEDDEBT!. This
capturcs individuals with primarily medical debt. Thus we can conclude that medical
debts arc primarily responsible for 27 percent of all bankruptey filings. Notc that this is
still much smaller than the percentage reported by Himmelstein et al (2005) ot 50 percent
and that reported by Domowitz and Sartain (1999) of 30 percent (for high medical debts).
This is, however, higher than that reported by the Office for United States Trustees (in
the US Department of Justice), which found that only 11 percent of houscholds that filed
for bankruptcy, had medical debts in excess of $5000-approximately 17 percent of
average income for the year 2000.

5. Economic Consequences of Bankruptcy Filings

The key feature of the modern U.S. personal bankruptey law is to provide debtors

a financial fresh start through debt discharge. However, surveys of bankruptey filers

reveal that filers cxperience financial hardships, such as reduced access to credit, as a
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result ot a bankruptcy rccord. Empirical evidence in this regard is scant. Musto (2005)
demonstrates that the rcmoval of a Chapter 7 bankruptey record from an individual’s
credit report leads to a substantial increase in the number and aggregate limit on cards
offered to the individual. Long (2005) presents evidence to suggest that a houschold with
a bankruptcy record is about 30 percent more likely to lose home ownership. Han and Li
(2004) cstimate the effect of personal bankruptey filings on labor supply using data from
the PSID. They find that filing for bankruptcy does not have a positive impact on annual
hours worked by bankrupt households.

In this papecr, we assess the impact of bankruptcy filings on homeownership.,
average hours worked by the houschold head, and access to health insurance coverage.
We further study whether these effects are persistent or tend to dic down after a period of
time, and whether there are differential effects of medical bankruptey filings as opposcd
to other reasons for filing. Our results indicate that there are significant negative etfects
of having a bankruptcy record and these eftects tend to persist, even over a ten year
period.

Results presented in Table 8 indicate that a previous bankruptcy filing has a
significant negative impact on home ownership. The variable LAGGED BANKRUPT is
a dummy variable equal to 1 which indicates that the individual had filed for bankruptey
at some point prior to the period under study i.e 1994-1996. Unlike Long (2005), our
saniple does not only include home owners, but all household heads whether or not they
owned a home. Including all of the controls used in previous regressions, and allowing
for statc and time dummies, our results indicate that having a bankruptcy record lowers

the probability of home ownership by about 10.5 percentage points. Given the average
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home ownership rate of 55 percent, this transiates approximately to a nearly 19 percent
drop in the probability of homec ownership. This drop in home ownership could be
attributed to reduced access to credit as a result of having mortgage applications turned
down. As Long (2005) points out, houscholds interviewed in the 2001 Survey of
Consumer Finances listed bad credit tustory as the main reason for why their credit
applications had been rejected. From the PSID, it is possible to get information on why
individual’s had their mortgage applications rejected. However, this information is only
available for somc years. Nonctheless, we regressed the probability of a mortgage
application being tumed down if one had filed for bankruptcy before. The probability of

being tumed down (duc to credit history problems, or low, unstable income) if one has

filed for bankruptcy before is positive, though significant at about 15 percent.

We werce interested in studying if the negative conscequences of bankruptey filings
were somehow different for medical filers versus other filers. The PSID asks bankruptey
filers to provide a reason for the filing. A list of possible teasons could include medical
debts, credit card debts, job loss ete. By medical filers, we mean those individuals who
gavc their primary reason for filing as medical bills. Our hypothesis is that if bankruptcy
filings are induced by a sudden short-term increase in debts as a result ot an illness, in the
tong run (the period after the filing), the income-debt levels would stabilize faster than
for other filers. This would mitigate the negative effect of the filing for this group of
debtors. Theretore, in Table 8, we study the effect on home ownership of medical filers,
credit card filers and filers who had experienced job losscs. The cstimated marginal effect
is barcly significant at 10 percent for medical tilers, while it is highly significant at }

pereent for credit card filers and job-loss filers. Hence our results suggest that the

9
[95]
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probability of owning a home afier bankruptey is significantly lower for certain kinds of
filers, as opposed to others.

Following Han and Li (2004), next we model the effect of bankruptey filings on
fabor supply. The underlying assumption behind the notion of debt discharge
incorporated in U.S. personal bankruptey law is that discharge of debt will give the
individual a fresh start after bankruptcy. [t will prescrve the incentive to work and
therefore encourage human capital formation. We test for this by regressing average
hours worked per week by the household head on whether the individual had filed for
bankruptcy previously, using a Random Effects GLS model. Unlike Han and Li (2004),
we find that the lagged bankruptey filing dummy caters positively and significantly in the
regression, with p-valuc equal to 0.001. Contrary to their theoretical predictions, we find
that individuals respond to a filing by increasing their supply of labor and working longer
hours. Intuitively, this can be explained by the fact that their access to credit is lowered
after the filing, hence there is an incentive to work and save more, to insure against other
cventualities. These results hold if we consider credit card filers (coefficient=2.65, p-
value=10.049), but there is no significant increasc in the case of medical filers. Hence,
once again, our rcsults suggest that there arc Iess significant intpacts of bankruptey filings
for medical debtors.”

Finally. we wanted to study whether the impact of a filing is most severe in the
immediate aftermath of the filing, or does it persist over tinme. Our results indicate that
therc is persistence over time. We defined a dummy LAGGED BANKRUPTY90 which
includes only those filings that occurred between 1990-1994, not including 1994.

Similarly, LAGGED BANKRUPT84 includes all those cases where filings occurred
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between 1984-1994. The former captures the short-term impact of the tiling on home
ownership and labor supply, while the latter captures the long-term impact. As the table
shows, the coefficient on home ownership is not significantly different for the two cases.
This is also truc for average hours worked. Thus the negative consequences of
bankruptcy filings appear to last for long periods of time.™

Summarizing the results in this section, we find that having a bankruptey record
significantly lowers individual’s ability to own homes. This effect is most significant for
individuals who filed duc to high credit card debt or because they experienced job losses.
The results are less significant for medical filers. We justity this finding on the
assumption that medical filers arc more likely to be those who experienced a one-time
adverse cvent, but have steady income-debt levels otherwise. This may reduce problems
of credit access for them. Hence they are able to recover taster from a bankruptey filing,
as opposed to credit card debtors with more persistent debt and income problems. This
could also cxplain our findings on hours worked by individuals. In general, a bankruptcy
filing induces longer work hours per week compared to non-fiters. This result holds most
strongly for credit card filers. Finally, we find that the cffects of a bankruptey filing
persist over time.

6. Conclusion

In this paper, we estimate a model of the houschold bankruptey filing decision,
using PSID data for the period 1994-1996 and a threc ycar panel covering the years {984,
1989 and 1994. The main aim in the paper is to test whether medical debts can be
ascribed as the leading cause of bankruptey filings. To this end, we first developed a

classification of houscholds into medical and other debtors. Then we regressed the

|\l
L

14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00243 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1

PsN: CMORC

56473.204



VerDate Nov 24 2008

238

probability of bankruptcy on medical (and other) debts using a probit modet and a hazard
model. The study finds that while medical debts are significantly related to bankruptey
filings, the magnitude is not as high as s claimed by other authors.

We do not find support for the view that medical debts are the /eading cause of
bankruptey filings. In fact, houscholds who are most likely to file arc those with
primarily other forms of debt, such as credit card or car debts, who also incur medical
debts. Altogether, a 10 percent increase in debts of these houscholds would cause
bankruptcy filings to go up by 36 percent on average. A 10 percent increase in debts of
houscholds with primarily medical debts would cause filings to go up by 27 percent on
average.

We find support for the non-strategic adverse events view ot bankruptey. In
support of the latter, we find that an adverse event such as losing work days duc to illness
significantly increascs the likelihood of filing. The paper also draws attention to other
expenditures incurred by the houschold that arc important in the filing decision, such as
rents (or mortgages payments) paid per year or the amount of taxes paid (proxied by state
tax rates). Macroeconomic conditions like state unemployment rates cte. are also highly
significant and are positively linked to bankruptey filings.

Our study also documents post-bankruptcy impacts on filers. We find that filers
are significantly less likely to own homes. They are more likely to work longer hours to
make up for the reduced credit access atier bankruptey. These effects persist for long

periods of time, and are less significant for medical filers.
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Sample Summary Statistics: 1994-1996 panel

Mcan Std. Ervor
Head Age 4487 16.50
White 623 484
Head Married Si2 499
Head Own Business  .094 292
Total Family 42264.46 51222.29
fncome
Male 678 467
Own House 576 494
Bankrupt .004 061
Medical Coverage 605 488
Pcople with Poor 053 225
Health
Length of 113 5.61
Unemploymerit
spell
Monthly Rent 1099.29 9992.89
Payments
Total Debt (1994) 4495.05 19645.02
Monthly Mortgage  553.46 6127.17
Payments
House Valuc 194203.5 1155690
Wealth (1994) 77215.53 3010244
Bankruptey 6939635 77776.79
Excmplion3
Unemployment rae’  6.12 1.28
Per Capita Income® 2184138 3016.29
Tax Rate’ 5.41 2.92

* Data available from Ehas ctal, How to File for Chaprer 7 Bankruptey, various editions
* Data available from Burcau of Labor Statistics

¥ Data available from Census

* Data available from National Tax Foundation
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Table 2: Profile of Filers and Non-Filers (percent)

1994-1996 Panel

Filers Non-Filers
Male 65.8 68
White 63.5 62.3
Married 47.0 51.2
Own Business 15.2 94
Own House 364 58
Medical Coverage* 470 60.6
Unerployed 10.5 7.5

*This variable is constructed using identifiers discussed in the text.

VerDate Nov 24 2008  14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00246 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC

56473.207



VerDate Nov 24 2008

241

Figure 11 Who is More Likely to File: Demographics of Bankruptey Filers®

1994-1996 Panel
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