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Introduction and Summary

r I Yhe severe financial squeeze faced by America’s families today is evident in stag-
nant income growth amid mounting job losses and in the spiraling costs of gas,
energy, food, and healthcare amid record family debt levels. The results of this

squeeze, such as rising home foreclosures, credit card defaults, and automobile and
other personal loan defaults, now include the ultimate financial disaster—personal
bankruptcies, which are the broadest measure of economic distress and are once

again on the rise.

The bankruptcy rate has risen sharply for two years in a row, already reaching levels as
high as those seen in the early 1990s. This jump in the bankruptcy rate should prob-
ably come as no surprise given the perilous economic terrain bequeathed to American
families by the Bush administration and the conservative Congress in power for the first
six years of Bush’s presidency. Yet conservatives had other plans for financially strapped
families when they passed the Bankruptcy Abuse Prevention and Consumer Protection
Act of 2005. BAPCPA, as the act is inelegantly known in the world of personal bank-
ruptcy, was designed to make it harder for people to declare bankruptcy.

That bankruptcy rates are back on the wrong track despite a conscious legislative effort
by conservatives to force families to struggle longer with unsustainable debt obligations
than they can afford speaks volumes about today’s enveloping financial squeeze. And
chances are high that personal bankruptcies will increase even further given current
economic trends of weak income growth, high levels of debt, and rising prices. Should
bankruptcy rates—measured by filings per 1,000 people—continue to increase at the
rate registered between early 2006 and the end of 2007, bankruptcy rates will again
reach the relatively high levels that were maintained before BAPCPA was enacted in
April 2005. In particular, we find from the available data that:

® The bankruptcy rate is again comparatively high. The national annualized bank-
ruptcy rate reached 2.7 filings per 1,000 people in the fourth quarter of 2007."* This
is a marked increase from the 1.5 rate in the first quarter of 2006 (right after the new
law was passed), exceeds the bankruptcy rates of the 1980s, and is only slightly below
the bankruptcy rates of the early 1990s.

= Bankruptcy rates have doubled in 16 states over the past two years and many states
are rapidly catching up to pre-BAPCPA levels. In the fourth quarter of 2007, seven
states were less than one-third below the bankruptcy rate in their state before the
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enactment of BAPCPA, and seven
states remained more than two-thirds

below their pre-BAPCPA levels.

Since passage of the new law, bank-
ruptcy rates have diverged across states.
States that had higher bankruptcy
rates to begin with also tended to see
faster growth in their bankruptcy rates.
In the end, bankruptcy rates varied
more two years after the passage of

the law than immediately after BAP-
CPA was enacted.

State-by-state data for the past two
years show that bankruptcey filings

are connected to economic hardships.
States and quarters with higher unem-
ployment rates are associated with
higher bankruptcy rates, as are obser-
vations associated with lower real per
capita incomes, and higher shares of
people without health insurance.

= A larger share of bankruptcy filers fall

under rules that are more beneficial
to creditors than to debtors. Since the
changes to the bankruptcy code, the
average share of Chapter 7 filings—
which give debtors a clean slate—has,
out of total filings, dropped by 11.4

percentage points.

the enactment of BAPCPA in 2005 and

remains apparent in the data after 2005.

These facts run counter to the intent of
Bush’s bankruptcy bill, the largest over-

haul to the federal bankruptcy code since

its enactment in 1978,* and one of the
signature legislative “accomplishments”
of his presidency and the last conserva-

tive-led Congress. Instead of eliminating
presumably widespread “bankruptcies of

convenience,” bankruptcy rates remain
high because of fundamental economic
pressures on America’s families.

Opponents of these changes to the U.S.
bankruptcy code in 2005 contended at
the time that the increased costs and
complexity of filing could make bank-
ruptcy an impractical option for some
families, or at least cause them to delay
filing, while also closing an important
pressure valve for financially struggling
families.® They were right.

To truly address the bankruptcy rate in
the United States, legislators must be

willing to recognize the real reasons why

families file for bankruptcy and address
them accordingly. This will require an
overhaul of the bankruptcy code to
ensure families have access to the long-
standing American tradition of debtors
being able to start over after financial
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Contrary to conservative claims, fami- disaster. In addition, a number of other

lies enter bankruptcy because of exter- economic policy steps are needed to
nal economic factors, such as a spell of address the underlying causes of rising
unemployment, a medical emergency— personal bankruptcies, especially very
particularly when health insurance is not weak income growth, lack of health
available—and mounting debt levels.? msurance, and lack of personal saving

This was apparent in the data before
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The Unexpected Legacy of the
Bankruptcy Abuse and Consumer
Protection Act of 2005

roponents of changing the bankruptcy code three years ago, among them
PSen. Chuck Grassley (R-IA) and George Mason University law professor Todd

Zywicki, wanted to reduce the total number of bankruptcy filers because they
erroneously believed that personal irresponsibility caused many families to abuse the
system.” They argued that due to a declining stigma toward bankruptcy it was “becom-
ing a first stop for some, rather than a last resort, as debtors treat bankruptcy as merely

another financial planning tool and file for bankruptcy for simple convenience.”®

Opponents, though, contended—correctly as the data later showed—that the changes
in the code would have little effect on separating debtors who were filing because of cir-
cumstances like a medical catastrophe from the few who were filing because they spent
irresponsibly.’

A second goal of the legal changes was to get more people to file under more onerous
rules, which would also mean more debt repayment. The U.S. bankruptcy code distin-
guishes between two types of bankruptcies. A Chapter 7 bankruptcy gives debtors a
limited “fresh start.” Even though all of a debtor’s assets, except those that his or her
state exempts, are liquidated and distributed among his or her creditors, most of a debt-
or’s remaining debts are cancelled, except for child support, taxes, and student loans.

In addition, if someone wants to keep a home or a car, any outstanding mortgage or
loan must be paid. Many people who file for a Chapter 7 bankruptcy tend to have assets
that are exempt from liquidation, such as the equity in a vehicle up to a certain value,
the filer’s home up to a certain value, and the public benefits that have accumulated in a
bank account (e.g. social security and unemployment compensation). Chapter 7 enables
debtors to limit debt repayment,'” though what can be exempted from liquidation varies
by state. Many states have taken advantage of a provision in the bankruptcy code that
allows states to either use the federal exemption law or adopt its own exemption law.

In a Chapter 13 bankruptcy, debtors are instead put on a repayment plan that lasts up
to five years. Not until the end of the repayment plan are any remaining unpaid debts
canceled, again except for child support, taxes, and student loans. Keeping a home or

a car in Chapter 13 requires the loan to be paid. Because debtors are held to stringent
budgets in Chapter 13, but may encounter unexpected unforeseen expenses, only about
one in three of those who file for Chapter 13 ever complete their payments according
to plan. The remaining filers convert to Chapter 7 or are pushed out of the system alto-
gether, receiving no relief from their debts.
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BAPCPA was also partially intended to
increase repayments to credit card com-
panies, payday lenders, and similarly situ-
ated unsecured creditors. Besides making
it harder to enter Chapter 7 bankruptcy,
the new law made bankruptcy filings
more costly, thus preventing or delaying
bankruptcy filings. Prior to BAPCPA, a
debtor had to pay $209 when filing for

a Chapter 7 bankruptcy, and $194 for a
Chapter 13 bankruptcy. Today, a debtor
must pay $299 at the time of filing for

a Chapter 7 bankruptcy, and $274 for a
Chapter 13 bankruptcy. And these figures
don’t include the costs of hiring a bank-
ruptcy attorney.'!

These cost increases are proportionately
much larger, relative to income, for low-
income families than for higher-income
ones.'? This disproportionate effect by
income is particularly relevant since
lower-income families tend to depend
more heavily on more costly, unsecured
forms of credit."

Several additional changes raised costs to
attorneys that are passed through to cli-
ents in the form of higher filing fees. An
attorney representing someone filing for
bankruptcy can be fined and subject to
fees if’ any information included in their
client’s case 1s found to be inaccurate.

Additionally, bankruptcy law firms must
now call themselves “a Debt Relief
Agency,” and there are a number of
restrictions, disclosures, and requirements
pertaining to everything from advertising
to contracts that must be complied with.
The DRA requirements, when combined
with other additional new tasks that
bankruptcy lawyers must prepare, have
“approximately doubled the attorney and
staff time necessary to shepherd a case
from the initial client contact through

discharge with no comparable gains in

preventing abuse or benefit to debtors.”!*

Aside from the higher costs, the code’s
amendments made the bankruptcy filing
process more burdensome.” The effect
of the additional requirements can be
felt by debtors even before they file. They
must now complete a credit counsel-

ing course some time in the six months
immediately before filing for a Chapter 7
or Chapter 13 bankruptcy with a credit
counselor that has been approved by the
U.S. Trustee. The course usually lasts 45
to 90 minutes and most often consists
only of online or telephone contact with
a credit counselor.

If the session results in the production of
a debt-management plan, it must be filed
with the bankruptcy court. Addition-

ally, at the end of the process, the debtor
must also complete a credit education
course or money management classes at
his expense before his debts can be dis-
charged. The value of the credit coun-
seling requirement remains unclear at
this point, though a recent Government
Accountability Office study found anec-
dotal evidence that, “by the time most cli-
ents receive the counseling, their financial
situations are dire, leaving them with no
viable alternative to bankruptcy.”!® This
suggests that the counseling requirement
serves more often “as an administrative
obstacle than as a timely presentation of

meaningful options.”"”

In addition, debtors have to pass a new
means test.'® Before October 2005, the
bankruptcy law gave the judge who found
“substantial abuse” the discretion to send
a Chapter 7 filer to Chapter 13 or dismiss
the case altogether. Now; a filer’s income
1s subject to a more rigid two-part means
test. The debtor’s net household income

JUNE 2008
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1s first compared to his state’s median
family income. If the debtor’s income is
lower than the state median, which is the
case in the majority of Chapter 7 filings,"
then only the court has the power to chal-
lenge whether the filer should qualify for
a Chapter 7 bankruptcy. Creditors cannot
exert the same challenge.

But if the filer’s income exceeds that
amount, then the trustee or a creditor
can charge that the filer is abusing the
law. If the filer is not found to be abusing
the system, the amount that a debtor is
supposed to pay toward debt repayment
1s determined next. This amount is based
on a formula that uses living standards
guidelines derived by the Internal Reve-
nue Service, thereby reducing the court’s
discretion. This formula determines
what is reasonable to pay for necessary
expenses, such as food and rent, in order
to calculate how much of the debtor’s
income is available to pay his creditors.

If it is determined that the debtor can
afford to pay more than $10,950, or 25
percent, but at least §6,575 of their non-
priority unsecured debt (such as credit
card debt) over five years, then they have
to move forward with a Chapter 13 fil-
ing instead of a Chapter 7 filing. If it

is ultimately determined by the means
test that a debtor is abusing the system,
then it would be possible for the filer to
request a hearing to change their fil-

ing status by arguing that their case has
“special circumstances that justify addi-
tional expenses or adjustments of cur-

rent monthly income.”?

Very few filers
request such a hearing, however, because
of the high costs for legal fees and the

limited likelihood of success.

Moreover, bankruptcy filers are now also
required to produce more documents

in support of their case, and their case

is subject to automatic dismissal if they
do not. Besides providing a list of their
income, expenses, creditors, and sched-
ules of assets and liabilities, a filer must
now provide proof of their credit coun-
seling, pay stubs from the 60 days prior to
their filing, a statement of their monthly
income, and any anticipated increases
in both income and expenses after filing
their most recent tax returns. They must
also present any tax returns filed during
their case, including those for years that
may have not been filed when their case
began, and a picture ID.?!

Furthermore, the change in the home-
stead exemptions likely affected the chance
of bankruptcy filing. Before October
2005, the state in which a petitioner filed
for bankruptcy determined the amount
of home equity that was protected. Now,
a federal standard more strictly defines
which state home equity amount can be
used in the debtor’s case. For example, if
debtors have not lived in the state that
they are filing in for at least 730 days, then
they are required to use the exemption
amount of the state they resided for the
majority of time in the 180 days prior to
the 730 days that are examined.

Another example would be the national
limit of $125,000 that was set as the
amount that the debtor can exempt as
interest in a home purchased within
1,215 days before they filed for bank-
ruptcy. Depending on the circumstances,
the new bankruptcy rules may protect
less of the bankrupt homeowner’s resi-
dence than the previous law did.*

With higher costs and more hurdles for
bankruptcy filings, it was expected that
fewer people would file for bankruptcy,
and that many people would delay filing,

JUNE 2008
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thus permitting creditors to earn interest
for longer periods. The new law was also
expected to result in a shift toward Chap-
ter 13 filings, which would mean fewer
protections for filers’ assets.” Shifting the
rules to better benefit creditors became
more politically possible because bank-
ruptcy rates rose considerably prior to
BAPCPA,* lending credence to the idea
that many beleaguered debtors were actu-
ally filing “bankruptcies of convenience.”

Still, even with higher bankruptcy rates
prior to passage of BAPCPA in 2005,
lenders—and especially credit card com-
panies—managed to increase their profit-
ability considerably at the same time.”
'To buttress its claims for more stringent
rules on debtors, the consumer credit

industry also publicized the fictional
claim that every American had to pay an
extra $400 a year when they purchased
goods and services “to cover the costs of
debts discharged in bankruptcy.”* This
myth was conjured up by a lobbyist, yet
the claim was repeated as a factual state-
ment in the media and in Congress.”

In contrast, during the BAPCPA nego-
tiations many bankruptcy experts who
opposed BAPCPA were not included

in the drafting process—even though
similar experts had provided much of the
technical expertise that previous revisions
to bankruptcy law had required.?® The
result was a legal revision that primarily
benefited creditors.

JUNE 2008
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Bankruptcy Rates Rise Sharply
After Legal Changes Take Effect

n anticipation of the changes coming into effect in October 2005, many people
rushed to file for bankruptcy under the old rules. Bankruptcy rates thus rose dra-
matically between the first and fourth quarters of 2005 before sharply dropping in

the first quarter of 2006 as the changes in the bankruptcy code took effect.

Since then, bankruptcy filings have risen sharply again, so that rates are compara-
tively high again by historical standards. The national annualized bankruptcy rate
reached 2.7 filings per 1,000 people in the fourth quarter of 2007.%° Although this
remains below the fourth quarter of 2004 (pre-BAPCPA era) rate of 4.9 filings per
1,000 people, it is a marked increase from 1.5 in the first quarter of 2006. Indeed, this
rate exceeds the bankruptcy rates of the 1980s, and is only slightly below the bank-
ruptcy rates of the early 1990s.

If bankruptcy filings continue to rise at the rate of the past two years, then there will
be close to 1 million filings in 2008. The upshot: Families find themselves once again
in a position where declaring bankruptcy is their only option to handle the various
economic pressure points, such as low income growth, spells of unemployment, medi-
cal emergencies, and high debt levels. This is true across the United States, and can be
seen by comparing individual states’ bankruptcy rates with their income levels, unem-
ployment rates, and levels of health insurance coverage, as well as by comparing the
national bankruptcy rate with the national level of credit over multiple quarters.

Even with Large Variations, Bankruptcy Rates Are Substantial
in Most States

The national bankruptcy rate, however, masks large differences by state. In the fourth
quarter of 2007, Tennessee had the highest annualized rate, with 6.4 filings per 1,000
people—a 50.4 percent increase from the first quarter of 2006. All in all, there were

16 states with bankruptcy rates above the national average in the fourth quarter of 2007.

Even among the 16 states with the lowest bankruptcy rates, one or two people out of
1,000, including children and the elderly, can expect to declare bankruptcy annually at
the rate of the fourth quarter of 2007 (see table on page 8).

JUNE 2008
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Bankruptcy Rates Doubled in 15

STATE BANKRUPTCY RANKINGS
States Over the Past Two Years

Bankruptcy ratings of the 50 states and the Distinct
of Columbia in the fourth quarter of 2007

Annualized Chapter 7 and Chapter 13
ANNUALIZED CHAPTER 7 AND CHAPTER 13

bankruptcy rates have risen rapidly AT B BANKRUPTCY RATE (FILINGS PER 1,000 PEOPLE)
for many states since the first quar-

1 TN 6.4
ter of 2006. The states with the fastest 2 AL 5.1
growth rates are California, Nevada, 431 ?NA 23
Rhode Island, and North Dakota, with 5 MI 16
increases of 212.5 percent, 185.5 percent, 6 OH 4.2
159.8 percent, and 157.4 percent, respec- ; f\; gz
tively, between the first quarter of 2006 9 MS 38
and the fourth quarter of 2007. Overall, 10 NV 3.7
h 1 h bank 1 LA 3.7
there were 16 states where ban ruptcy 12 MO 34
rates more than doubled from the first 13 IL 3.2
quarter of 2006 to the last quarter of 1‘51 Eg gg
2007. In the end, all but the 10 states 16 RI 2.8
with the smallest increases saw bank- 17 wi 27
. 18 KS 2.7
ruptcy rates rise by at least 50 percent 19 VA 25
during this period (see table on page 9). 20 MD 25
21 Wwv 2.3
22 MN 2.3
The growth rate of the bankruptcy rate 23 A 22
in many of the states over the past two 24 OK 2.2
. . . 25 PA 2.2
years is relatively correlated with the 2% WA 22
initial levels in many of those states, 27 OR 22
which means that states with higher ;g ':E ;;
bankruptcy rates at the beginning of 30 uT 21
the period in the first quarter of 2006 31 CA 2.1
] ded h hish lati 32 ID 2.1
also tended to have higher relative 33 MA 2.0
increases in bankruptcy rates. Simi- 34 NH 2.0
larly, states with lower bankruptcy rates 3(55 m\? fg
did not catch up with states that had 37 NC 19
higher bankruptcy rates to begin with. 38 DE 1.8
. 39 NM 1.6
Thus ther? was a dlverge.nce between 20 a e
the states in terms of their bankruptcy 41 SD 1.5
experience. This divergence, though, g ;)C( 12
was in large part a result of underlying 24 AZ 15
economic trends, as we show further 45 ME 1.5
, . . 46 MT 1.5
bel.ow. States experlences.wnh respect 47 VT i
to income growth, health insurance 48 DC 1.3
coverage, unemployment, and debt gg VI\-IIT 1(2)
growth differed over the past two years 51 AK 08

and bankruptcy rates Wlth them, AS Source: Authors’ calculations based U.S. Courts. 2007. “Bankruptcy Statistics: Quarterly Filings: 3 month by Chapter

. and District.” Washington, DC; and U.S. Census Bureau. 2006. “Annual Estimates of the Population for the United

the cconomy Weakened more 1mn some States, Regions and States, and Puerto Rico.” Washington, DC. Notes: Ranked from highest to lowest Chapter 7

A and Chapter 13 annualized bankruptcy rate (filings per 1,000 people).
places than in others, bankruptcy rates

rose faster in those places, where eco-
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nomic troubles were brewing. In short, a
STATE BANKRUPTCY GROWTH RANKINGS

decline in “bankruptcies of convenience” .
The growth rate of the bankruptcy rate in the 50 states and

after enactment of BAPCPA cannot be

) ] ) the Distinct of Columbia from the first quarter of 2006 to the
discerned in the data, but economic fac- fourth quarter of 2007

tors are clear.
2006-1 TO 2007-IV GROWTH RATE IN CHAPTER 7

RANK STATE AND CHAPTER 13 ANNUALIZED BANKRUPTCY
RATE (FILINGS PER 1,000 PEOPLE)

States Are Rapidly Catching Up 1 CA 212.6%
2 NV 185.5%
to Pre-BAPCPA Bankruptcy Levels g T ol
4 ND 157.4%
The rapid increase in bankruptcy rates (55 I\Clli 12232;“’
.U70
has meant that for many states the gap 7 ME 144.9%
between the pre-BAPCPA bankruptcy 8 MN 143.3%
. 9 NH 134.0%
rates has sharply declined. The last year 10 FL 115.7%
that bankruptcy cases were clearly not 1 OH 111.4%
influenced by the changes in the law was g IIJAC 182;3
2004. Comparing the bankruptcy rate in 12 D 104:30/2
the fourth quarter of 2007 to that of the 15 LA 102.5%
: 16 wv 102.4%
fourth quarter of 2004, then, gives us a = R T
sense of how far states are from the pre- 18 IN 98.6%
BAPCPA bankruptcy levels. 1 b 93.9%
20 NY 90.9%
21 MD 87.2%
In the fourth quarter of 2007, seven 22 KY 85.4%
- C oy . 23 T 83.1%
states Rh0d§ Island, Michigan, Minne- - = T
sota, California, Massachusetts, Nevada, 25 KS 79.4%
and Tennessee—were less than one-third 26 MS 78.6%
. . 27 NJ 77.5%
below the bankruptcy rate in their state 28 Ml 77.2%
before the enactment of BAPCPA (see 29 NE 76.6%
: 30 VT 72.5%
table on page 10), meaning that these = T 71.7%
seven states today are already near- 32 oK 70.2%
ing their pre-BABCPA levels. To some = Bl e
. . 34 MO 66.5%
degree the economic woes in many of 35 AL 62.5%
these states are also reflected in rapidly 36 NM 59.8%
s : 37 AK 57.8%
rising foreclosure r_ates, following the fall- - o ——
out from the bursting real estate bubble. 39 DE 573%
The majority of states were between 40 AR 57.0%

. . 4 N 50.4%
one-third and 50 percent below their ) D 49.1%
pre-BAPCPA levels by the fourth quarter 43 PA 48.4%

g o I WY 37.4%
of 200'6, while just s.even states—Iowa, = i T
Wyoming, Utah, Arizona, Alaska, Idaho, 46 X 37.1%
and Oklahoma—remain more than two- 3; 3? gg;:;"
thirds below their pre-BAPCPA levels. 49 SC 24:60/2
50 NC 16.6%
. . - 0,
Nationally, the bankruptcy rate in the el MT 10"9 /° -
ource: Autnors calculations base .. Courts. . ankruptc atistics: Quartert 1ings: 5 mon apter
S Authors’ calculations based U.S. Courts. 2007. “Bankruptcy Statistics: Quarterly Filings: 3 month by Chapt
fourth quarter Of 2007 was 4'5 1 percent and District.” Washington, DC; and U.S. Census Bureau. 2006. “Annual Estimates of the Population for the United

States, Regions and States, and Puerto Rico.”

below that at the end of 2004, meaning
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that bankruptcies had on average climbed
STATE RANKINGS OF PERCENT CHANGE IN BANKRUPTCY RATES

Percent difference in the bankruptcy rate in the 50 states and

to more than half their levels before the

legal changes brought on by BAPCPA in

the Distinct of Columbia between the fourth quarter of 2004

20035, and in some states bankruptcies and the fourth quarter of 2007
had climbed to more than two-thirds their
. . PERCENT DIFFERENCE IN ANNUALIZED
2004 levels.*® If the national annualized RANK STATE BANKRUPTCY RATE, 2004-IV TO 2007-IV
bankruptcy rate continues to grow at the 1 RI 17.3%
average quarterly rate of change it has 2 M —24.8%
3 MN —-26.1Y
grown at over the past two years—or 0.2 2 A 8 302
cases per 1,000 people—then it would 5 MA -28.9%
take another three years and one quarter S ?ltl/ _;} ;Z°
. - . (]
before it reached the pre-BAPCPA levels ) Ky 35.9%
at the end of 2004. 9 VT —36.2%
10 Wi —36.6%
) . ) . 11 LA -37.9%
Given the worsening economic condi- 12 NH -38.7%
tions since the end of 2007, however, 12 ’;‘l\[l) _gg'gz"
. . = . 0
chances are relatively high that the bank- 15 NE —20.7%
ruptcy rate will accelerate in the coming 16 GA —41.5%
. . 17 OH —42.59
years. Despite BAPCPA, the time it takes 18 AL 1 802
for the “new” post-2005 bankruptcy 19 MS —43.7%
rate catches up to the “old” pre-2005 24 Ml = 0
L. 21 NY —44.4%
rate may be shorter than anyone antici- 2 1) —45.7%
pated—not least the conservatives who 23 a —46.2%
promised bankruptcy rates would decline, ;g II\‘LJ jg'j:f
. '0
and presumably stay at low levels, due to 26 VA 271%
tougher bankruptcy laws. 27 MD —48.5%
28 KS —48.5%
29 PA —48.6%
30 SD —48.8%
31 ME —49.6%
32 FL —50.4%
33 NC -52.0%
34 DE -53.5%
35 AR —54.4%
36 DC —55.3%
37 SC -56.8%
38 HI —57.6%
39 WA —58.4%
40 MT -59.9%
41 WV —60.1%
42 X —61.1%
43 NM —63.0%
44 OR —63.4%
45 0K —66.3%
46 ID —66.5%
47 AK —66.8%
48 AZ —67.2%
49 Ut -71.5%
50 WY =71.7%
51 1A -76.2%

Source: Authors’ calculations based U.S. Courts. 2007. “Bankruptcy Statistics: Quarterly Filings: 3 month by Chapter
and District.” Washington, DC; and U.S. Census Bureau. 2006. “Annual Estimates of the Population for the United
States, Regions and States, and Puerto Rico.” Washington, DC. Notes: Ranked from highest to lowest percent
change in the Chapter 7 and Chapter 13 annualized bankruptcy rate (filings per 1,000 people).
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People Are Less Able to Protect
Their Assets, Get Clean Start

roponents of BAPCPA had argued the bankruptcy code needed to be amended
Pbecause many people were abusing the system by filing for a Chapter 7 bank-

ruptcy when they really should be filing for Chapter 13 bankruptcy. This would
mean that after BAPCPA was enacted, in addition to seeing both the Chapter 7 and
Chapter 13 bankruptcy rates decline, the share of Chapter 13 filings would increase

relative to the share of Chapter 7 filings.

Between the first quarter of 1980 and the fourth quarter of 2004, Chapter 7 fil-

ings accounted for an average of 70.8 percent of the total number of Chapter 7 and
Chapter 13 filings combined. Since the passage of BAPCPA, the share of Chapter 7
filings has decreased, although only by 11.4 percentage points, averaging 59.4 percent
between the first quarter of 2006 and the fourth quarter of 2007. In the end, more
debtors are probably falling into Chapter 7 bankruptcy after going through the Chapter
13 process. This added financial stress to debtors secking bankruptcy protection clearly
prolongs their ability to get a fresh start.

Bankruptcy Filings Related to Fundamental Economic Stress

Bankruptcy scholars Teresa Sullivan, Elizabeth Warren, and Jay Lawrence Westbrook
found in their 2006 article, “Less Stigma or More Financial Distress: An Empiri-

cal Analysis of the Extraordinary Increase in Bankruptey Filings” that “middle-class
families who filed for bankruptcy in 2001 are in even worse financial trouble than their
counterparts who filed during the prior twenty years.” This analysis contradicts the
claim by BAPCPA proponents that increasing numbers of bankruptcy filers were actu-
ally able to afford to pay part or even all of their debts but were instead choosing to
take advantage of the system.”!

Survey and macroeconomic data suggest that fundamental economic problems, not friv-
olous spending, account for the vast majority of bankruptcies. For instance, the National
Association of Consumer Bankruptcy Attorneys found in their October 2006 survey of
bankruptcy attorneys that only 8.1 percent of attorneys found that discretionary spend-
ing was one of the top two reasons their clients were forced to file for bankruptcy.*
Further, the NACBA found in a separate survey that credit counseling firms reported

an overwhelming majority of their clients were filing for bankruptcy because of circum-
stances beyond their control. The average response among the firms that responded in

1"
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this manner was 79 percent, and ranged

from 65 percent to 95 percent.”

With relatively few exceptions, the major-
ity of academic research and analysis

on bankruptcy—both pre-BAPCPA and
post-BAPCPA—finds that long-term
macroeconomic trends and a filer’s ability
to pay have considerably more to do with
bankruptcy rates than legal regulation.™
Researchers have consistently found that
the majority of bankruptcy filings occur
following an unfortunate unplanned
event that a family is unable to bounce
back from because of limited savings or
low income, rather than the frequently
touted tales of a bankruptcy filer going on
shopping spree after shopping spree and
racking up purchases financed with credit
card debt that they never intended to pay.

The bottom line: Personal bankrupt-
cies both before and after the passage

of BAPCPA 1n 2005 were repeatedly
found to be a function of unemployment,
income growth, debt levels—especially
credit card debt—and medical expendi-
tures, particularly those due to a lack of
health insurance coverage.” And these
leading indicators of financial stress con-
tinue to trend the wrong way for debtors.

Tor the past two years, the United States
has experienced a weak labor market
with rising unemployment. By December
2007, the national unemployment rate
had risen to 5.0 percent from 4.7 percent
in March 2006. To examine this relation-
ship since the change in the bankruptcy
code, we graphed states’ unemployment
rates and bankruptcy rates together
between the first quarter of 2006 and the
fourth quarter of 2007. When unemploy-
ment rates rose between the first quarter
of 2006 and the fourth quarter of 2007,

the bankruptcy rate tended to rise as well.

THE CONNECTION BETWEEN BANKRUPTCY AND UNEMPLOYMENT
Bankruptcy rates and unemployment rates are correlated between the first

quarter of 2006 and the fourth quarter of 2007. Each data point represents one
quarter in each state. The line represents the linear relationship between the
two variables.
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Generally, states and quarters with higher
unemployment rates are associated with
higher bankruptcy rates (see chart on
page 12). Importantly, families have also
become more vulnerable to unemploy-
ment than in the past, perhaps because
the chance of re-entry into the labor
market after a lost job has been substan-
tially lessened as measures of long-term
unemployment continue to persist.*®

Another factor contributing to personal
bankruptcies is personal income. Weak
income growth is often cited as being
related to the bankruptcy rate. In recent
years, personal income growth has been
relatively weak. For instance, factoring in
inflation, hourly wages were only 2.0 per-
cent higher, and weekly wages were only
0.8 percent higher, in December 2007
than in March 2006. To examine this
relationship since the change in the bank-
ruptcy code, we graphed average real per

capita disposable income and bankruptcy
rates together, again between the first
quarter of 2006 and the fourth quarter of
2007. We found a negative relationship,
such that states and quarters with lower
real per-capita income also had higher
bankruptcy rates (see chart below).

Prices for big ticket items, such as housing,
energy, food, and health care, also con-
tinue to grow rapidly. For instance, prices
for medical care grew by 8.4 percent from
the first quarter of 2006 through the end
of 2007, while prices for all goods and ser-
vices rose by only 6.2 percent. Additionally,
the share of private-sector workers with
employer-provided health insurance con-
tinues to decline, dropping to 59.7 percent
in 2006 from 64.2 percent in 2000. These
trends mean that a medical emergency
can translate more quickly than in the past
into a financial disaster.”” Again, states and
quarters with a larger share of the popu-

THE CONNECTION BETWEEN BANKRUPTCIES AND PERSONAL INCOME

Bankruptcy rates and real personal income are correlated between the first
quarter of 2006 and the fourth quarter of 2007. Each data point represents one
quarter in each state. The line represents the linear relationship between the

two variables.
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THE CONNECTION BETWEEN BANKRUPTCY AND HEALTH INSURANCE
Bankruptcy rates and health insurance coverage are correlated between the

first quarter of 2006 and the fourth quarter of 2007. Each data point represents
one quarter in each state. The line represents the linear relationship between
the two variables.
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THE CONNECTION BETWEEN BANKRUPTCY AND CREDIT CARD DEBT
Bankruptcy rates and total credit instruments as a share of personal disposable

income between the second quarter of 2006 and the fourth quarter of 2007.
Each data point represents one quarter. The line represents the linear
relationship between the two variables.
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lation without health insurance are also
associated with higher bankruptcy rates
(see first chart on page 14).

Additionally, Sullivan, Warren, and
Westbrook found in their 2006 study
examining 2001 data that approximately
half of nonmortgage debt of bankruptcy
filers was identifiable as credit card debt.
What’s worse, more than half of debtors
owed over $10,000 in credit card debt,
and over 20 percent of debtors owed over
a year’s worth of income in credit card
debt alone.” Although the most cur-

rent household level data on mortgages
and other consumer debt are not read-
ily available, the recent historical data
available shows that the record amounts
of debt families have accumulated has
contributed to the rise in bankruptcies
(see second chart on page 14). In fact, at
the national level, the vast majority of
the variation in bankruptcy rates over the
past two years (more than 85 percent) is
explained by the variation in debt levels.*

Families have been making do with
incomes that are rising more slowly than
the cost of necessities for several years

now. To try to maintain their consumption,
families have been borrowing increasing
amounts of money. Household debt aver-
aged a record 133.7 percent of disposable
income in the fourth quarter of 2007. In
the fourth quarter of 2007, families spent

JUNE 2008

14.3 percent of their disposable income to
service their debt, which is up from 13.0
percent in the first quarter of 2001.

Moreover, as borrowing in the mortgage
market has slowed recently, credit card
borrowing has accelerated, and so, too,
have default rates."” Between April 2006
and December 2007, inflation-adjusted
credit card debt increased at an alarming
average annualized rate of 4.7 percent,
which is more than four times the rate it
increased at between March 2001 and
March 2006, when credit card debt had
already reached a record high.*' Further,
credit card debt as a percent of dispos-
able income has also grown at a marked
pace since April 2006, increasing at an
average monthly rate of 0.2 percentage
points between April 2006 and Decem-
ber 2007. December 2007’s rate of 9.1
percent of personal disposable income
was nearing the May 2001 record high of
9.6 percent.*

This is another worrisome element to
America’s debt and bankruptcy problems.
It seems likely that some families are
using their credit cards to stay ahead of
macroeconomic trends that are decidedly
not in their favor—only delaying filing for
bankruptcy for the time being.** This is a
recipe for more swiftly rising bankruptcy
rates in the coming quarters.
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Conclusion

ur findings suggest that people declare bankruptcy because they have to and

not because they want to do so. This implies that recent legal changes have

largely been successful in only causing consumers to defer their necessary fil-
ings rather than decide that they don’t really “need” to file. As Maryland bankruptcy
lawyer Brett Weiss stated his May 2007 Maryland Bar Journal article, “Congress cannot
outlaw the medical problems, job loss or domestic issues that cause the vast majority of

people to file for bankruptcy relief.”**

Nor are these worrying economic trends facing the U. S. economy likely to dissipate any
time soon. Weak employment growth, stagnant income growth, the costs of necessi-

ties rising far more quickly than families’ incomes, the mortgage market crisis, and the
looming credit crunch are likely to contribute to an increase in bankruptcy filings. In
short order, a resurgence of bankruptcy rates to levels last recorded before the Bank-
ruptcy Abuse Prevention and Consumer Protection Act of 2005 went into effect may
not be too far over the horizon.

If lenders and legislators alike want to get serious about reducing the number of people
filing for personal bankruptcies, then they must recognize that larger macroeconomic
issues are at play and act accordingly. Policy solutions that help alleviate potential finan-
cial hardships from harming families’ economic stability—such as better health care
coverage, higher income growth for low- and middle-income earners, and the growth
of good jobs—would likely lessen the bankruptcy rate on a sustained basis.

Until policymakers face up to the real causes of rising bankruptcies in our country,
more and more Americans will face the prospect of filing for bankruptcy protection.
And soon, another year with an increasing level of bankruptcy filings should persuade
President Bush and those in Congress who pushed BAPCPA into law to realize that they
failed at lowering the bankruptcy rate through changes to the bankruptcy code.
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