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Consumer Bankruptcy in the United States

» Bankruptcy provides a form of insurance to consumers who cannot repay their
debts
» Thus US has an exceptionally debtor-friendly bankruptcy system
» e.g., No system in Germany before 1999 or in Italy before 2015
» Starting in 1980s, large increase in share of households filing for bankruptcy

» Today, roughly 10% of US households have filed for bankruptcy
» 0.3% annually in early 1980s — 1.5% in early 2000s
» Coincided with rise of unsecured credit markets

» Rise in bankruptcy led to major reform of the bankruptcy code in 2005:
Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA)

» BAPCPA made filing for bankruptcy more onerous, more expensive, and
less financially beneficial
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Consumer Bankruptcy in the United States

Potential trade-off from more generous bankruptcy system:

greater insurance against adverse shocks
VS.
higher borrowing costs to consumers

In our research, we use BAPCPA to study this trade-off empirically



What did BAPCPA do?

Policy questions:

1. Pass-through: Does the reduction in bankruptcy risk pass-through to lower
interest rates?

2. Insurance: How was the “insurance value” of bankruptcy affected by the
BAPCPA reform?

3. Targeting: How well did BAPCPA target bankruptcy “abuse”?



Summary of Findings

v

BAPCPA led to a (net) reduction of roughly 1 million bankruptcy filings in first
two years after reform

v

Decline in bankruptcy filings was passed-through to credit card interest rates
» 1pp decline in filing risk — 67bp decline in interest rates
» Our results imply BAPCPA decreased gap in interest rates b/w prime and subprime
consumers by ~ 10%

v

Uninsured hospitalization (adverse health shock) is 70 percent less likely to lead to
bankruptcy after reform

» Suggests that BAPCA reduced the “insurance value” of bankruptcy

v

We find no evidence that decline in filings was well-targeted



Roadmap

Background

Economic Framework

Data Overview

Effect of BAPCPA on Bankruptcy on Filing Rate
Effect of BAPCPA on Credit Card Interest Rates
Effect of BAPCPA on Insurance Value of Bankruptcy

BAPCPA Means Test and Targeting



Roadmap

Background



Bankruptcy before Reform

Consumers were allowed to choose between:
» Chapter 7 (“fresh start”)
» Forfeit non-exempt assets but keep post-bankruptcy income
» Chapter 13 (“reorganization”)
» Keep assets and repay out of future income

Cost of filing: $850 (Ch 7) and $2,200 (Ch 13)

Benefits of filing: Roughly 15% of households could benefit financially from filing and
financial benefit is regressive (White 1998)



Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA)

In 2005, BAPCPA made filing more onerous and expensive:

» Means test
» Reduced availability of Chapter 7 (“fresh start™)
» Made Chapter 13 repayment plans harsher

> Increased cost of filing
» Cost of filing 1:

» Chapter 7: $850 — $1,300
» Chapter 13: $2,200 — $2,800

» Hassle costs 1: Two educational courses before discharge

» Increased waiting period between filings

Signed into law on April 20, 2005 and implemented on October 17, 2005



Debate over Reform

“Industry never said that the $44 billion it
planned to recover from bankrupt families
would be passed on to customers. History
suggests that it would not.”

- Elizabeth Warren, 2004

“Exactly how much of these bankruptcy
losses is passed on from lenders to
consumer borrowers is unclear, but
economics tells us that at least some of it
is. We all pay for bankruptcy abuse in
higher down payments and higher
interest rates.”

- Todd Zywicki, 2005

(George Mason University Law Professor
& Mercatiss Contor Senior Seholar




Debate over Reform

Proponents:
> Higher debt-recovery rates should lead to lower interest rates

» Judge Richard Posner: “the new Act ... should reduce interest rates and thus make
borrowers better off”

» Bankruptcy system fraught with abuse
» Means test can target abuse without harming displaced workers or the sick

Opponents:
> Credit card market is not competitive and thus benefits will not pass-through to
consumers (borrowers)
» Implication: More generous bankruptcy is largely “paid for” out of lender
profits/rents
» Reform will hurt those affected by job loss or medical expenses (by reducing
“insurance value” of bankruptcy)
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Simple Economic Model of Bankruptcy and Borrowing Costs

Model setup:

» Individuals file for bankruptcy if it is financially beneficial given asset exemptions
(e) and costs of filing (c)

» Increases in ¢ and/or decreases in e reduce the probability of filing

> Interest rates determined under perfect competition

Main result: Pass-through is determined by the counterfactual repayment rate
of marginal filers



Pass-through Benchmark Calibration Results

We use our model to calibrate a realistic benchmark of pass-through under perfect

competition:

(1) ) ®3) (4) (5) (6) (@) (8)

Pass-through

Credit Score  Population  Bankruptcy ~ APR APR 60-Day APR APR
Segment Share Rate w/ Fees  Default Rate w/ Fees

Subprime 26% 3.1% 13.4%  23.1% 31.5% 0.80 0.87

Prime 74% 0.3% 10.2%  12.8% 1.1% 1.09 1.12

All 100% 1.0% 11.0% 15.5% 9.1% 1.02 1.05

Perfect competition benchmark: 1 percentage point decline in filing rate leads
to 87-112 bp decline in interest rate ()
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Data Overview

» Bankruptcy filings
» Administrative counts from court records (filing-level data from PACER)
» Consumer Financial Protection Bureau (CFPB) Consumer Credit Panel

> Interest rates
» Mintel Comperemedia data on credit card offers

» Adverse health shocks

» Universe of uninsured hospitalizations in CA linked to 10-year credit report panel
(Dobkin et al. 2018)
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Overall Filings
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Visualization of Counterfactual Exercise
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Aggregate Effects of BAPCPA on Bankruptcy Filings

> Roughly 750,000 “excess filings" between passage and implementation
» Quickly overwhelmed by “missing mass” of filings after implementation

» On net, a little over 1,000,000 fewer filings through 2007 (25% decline)
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Pass-through to Borrowing Costs

We find that BAPCPA reduced filings, but was this passed-through to the cost of
borrowing?

» According to our economic model, if bankruptcy filing risk declines, interest rates
should fall

» Further, interest rates should fall more for credit score segments with larger
change in filing risk

We use credit card offers to estimate how interest rates are affected by changes in
bankruptcy filing risk



Credit card offers

We use credit card offers to measure borrowing costs:
» Unsecured credit is the most common method of borrowing in the US
» Roughly 75% have at least one credit card (65% of whom carry a balance)

» Total outstanding credit card debt is ~$800 billion during sample

> Unsecured debt likely to be discharged in bankruptcy



Data: Credit card offers

v

Credit card offers made to a representative sample of US households
» Households forward all direct mail offers to Mintel Comperemedia

v

Demographic information including credit score
Details on credit offers

v

v

Interest rate (including teaser rates)
Lender

Card category

Application type (e.g. pre-approved)

~8,000 offers per month to ~2,500 individuals

v
v vy

v

Separately, we estimate bankruptcy filing probabilities by credit score using:
» CFPB Consumer Credit Panel (CCP) of 1-in-48 US consumers



Empirical Strategy

» Goal is to understand how interest rates change as a function of bankruptcy filing
risk

» Two observations lead us to our empirical strategy

» 1) Credit card interest rates are segmented by credit score
» 2) Bankruptcy filing risk varies dramatically across the credit score distribution

Idea: Estimate change in interest rates for a given change in filing risk due to reform



Bankruptcy Filing Risk by Credit Score
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Bankruptcy Filing Risk by Credit Score
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Pre/Post Filing Probabilities are Stable
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Empirical Strategy: Defining o

» Estimate how interest rates change for 1pp change in bankruptcy filing risk
» Define change in bankruptcy filing & for each credit score segment

» &, = Difference between 12-month bankruptcy filing probability after vs. before the
refom
» Estimate §; using CCP observations from 2003-2007

Key assumption: Interest rates across credit score bins would have evolved
similarly absent reform (parallel trends)



Time Series of Interest Rate Offers

APR Rate Spread
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Event Study

Interest rate change (basis points) for
1pp change in probability of bankruptcy
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Impact on Interest Rates

(1) () (3) (4) (5) (6)

State FE
Census Division-x-Year FE

Dependent variable: Regular Interest Rate
Post-BAPCPA x 4, -101.3*¥*¥*  _60.4*¥*  -50.1**  -66.7** -66.6%* -66.4*%*
(35.7) (27.2) (24.6) (29.3) (29.0) (28.9)
R? 0.43 0.43 0.52 0.55 0.55 0.55
Month-x-Year FE v v v v v v
Score Bin v v v v v v
Lender FEs v v v v v v
Subprime X t v v v v v
Card Category v v v v
Application Type v v v
v v
v

N (Offers) 391,153 391,153 390,975 390,975 390,975 390,381




Pass-through Results

Recall perfect competition benchmark: 1pp decline in filing leads to 87-112 bp decline
inr

We estimate 66 — 67bp decline

» Represents 60-75% pass-through relative to perfect competition benchmark
» Rejects highly non-competitive credit card market with low pass-through

» Credit market pass-through (from changes in expected recovery) appears to be
different than credit market responses to other shocks (e.g., monetary policy)

> Decreases gap in offered interest rates between prime and subprime consumers by
~10%

» Implies that a more generous bankruptcy system comes at cost of higher interest
rates, and this cost is borne by consumers in credit segments most at risk of filing
of bankruptcy
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Did Reform Reduce Insurance Value of Bankruptcy?

» The primary benefit of bankruptcy is to provide insurance against adverse shocks
» Livshits et al. (2007) find a “fresh start” bankruptcy option is welfare-enhancing
only to the degree it helps insure against adverse shocks

» The option to file helps consumers smooth consumption across states
» But this comes at the expense of higher cost of smooth consumption over time

» Our approach: Examine the consequences of large (observationally-similar) health
shocks before and after BAPCPA

» Specifically, we estimate likelihood an uninsured hospitalization leads to
bankruptcy



Data: Hospital Discharge Data and Credit Reports

» Universe of uninsured hospitalizations in CA from 2003-2007
» Limit to prime-age (25-64) non-pregnancy-related hospitalizations
» To isolate “shocks,” exclude individuals hospitalized within last 3 years

» Hospitalized individuals merged to 10-year panel of credit reports
» Observed each January from 2002 to 2011

> Define pre- and post-BAPCPA hospitalizations:

» Pre: January 2003—-December 2004
» Post: October 2005-December 2007



Effect of Uninsured Hospitalization on Bankruptcy Filing
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Effect of Uninsured Hospitalization on Bankruptcy Filing
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Effect of Insured Hospitalization on Bankruptcy Filing
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Effect of Insured Hospitalization on Bankruptcy Filing
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Effect of Hospitalization on Bankruptcy Filing

Uninsured hospitalizations much less likely to lead to bankruptcy after reform:

D) @ @
Insurance Coverage: Uninsured Insured
Hospitalization Period: Pre Post Pre Post
Effect at 12 Months 0.89 0.18 0.19 0.15
(.12) (.08) (.08) (.05)
Effect at 24 Months 1.49 0.43 0.37 0.25
(0.23) (0.15) (0.15) (0.10)
Pre-Hospitalization Mean 2.11 4.94 2.07 4.38
P-value for Null of 12 Month [<0.001] [0.84]
Pre/Post Equality
N 53,611 62,912 164,207 145,502

All implied effects are statistically significant (p < 0.05)



Effect of Hospitalization on Debt in Collections

Collection Balances
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Effect of Hospitalization on Debt in Collections

Financial consequences of hospitalizations are similar pre- vs. post-BAPCPA:

(1) (2) (3) (4)

Insurance Coverage: Uninsured Insured
Hospitalization Period: Pre Post Pre Post
Implied Effect at 12 Months 4,559 5,163 103 178

(104.7) (135.1) (28.0) (28.6)
Implied Effect at 24 Months 6,724 6,944 163 316

(169.0) (229.1) (53.1) (56.8)
Pre-Hospitalization Mean 2,869 3,994 1,068 1,341
N 53,611 62,912 164,207 145,502

All implied effects are significant at the 1-percent level



Summary of Hospitalization Results

» The primary benefit of bankruptcy is to provide an insurance option to mitigate
economic consequences of adverse shocks

» Reducing the generosity of bankruptcy reduced consumers’ ability to insure large
uninsured health shocks

» Likelihood that an uninsured hospitalization resulted in bankruptcy fell 70% after
reform

Insurance value of bankruptcy decreased when it became more difficult to file
for bankruptcy
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Means Test and Targeting

Core provisions of the reform were intended to affect targeting:
> Means test: If income over last 6 months > state median, can only file Ch 13
» Motivation for means test was to align repayment obligation with ability to pay
> Increased costs of filing will also deter some filers
» Recall cost of filing 1 ($850 to $1,300 for Ch 7)

We know the means test and increased cost of filing significantly decreased filings
How did they affect who files for bankruptcy?
We find no evidence that reform was well-targeted based on ZIP income

(proxy). Bankruptcy is “everything else” insurance, which makes “tagging”
difficult (compare to, say, SSDI)



Income distribution of filers in 2004
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How did the income distribution of filers change?

80,000 —
ZIP Code

income

60,000

40,0004

20,0004

20 40 60 80 100

[

Percentile



Conclusions

Four key takeaways from our research:

> As intended, 2005 Bankruptcy Abuse Prevention and Consumer Protection Act
reduced bankruptcy filings

» Lowering bankruptcy filing risk lowers interest rates on credit card offers

» We find 1pp decrease in filing risk = =67bp decrease in interest rates within
credit score segment

» These benefits were concentrated among subprime borrowers at greatest risk of filing
for bankruptcy

» Uninsured hospitalization is 70 percent less likely to lead to bankruptcy after
reform

» Suggests that the “insurance value” of bankruptcy was reduced

» We find no evidence that decline in filings was well-targeted
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