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Mr. Chairman and Distinguished Members:
It is a pleasure to testify here today on the subject of “Working Families in Financial Crisis: Medical Debt and Bankruptcy.”  Medical debt and medical problems are a source of concern for many American families today and sadly these problems sometimes land American families on the steps of America’s bankruptcy courts.  It is precisely to deal with these sorts of bad luck and temporary financial setbacks that we have our honored American tradition of the fresh start, to allow workers to get back on their feet.
On the other hand, these concerns have been long-recognized by this body in American bankruptcy law, and are systematically accommodated in current bankruptcy law, including the amendments enacted two years ago by this body with a bipartisan 70% majority in the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (“BAPCPA”).  For every innocent debtor who has found himself down on his luck as the result of illness and injury, there are also innocent doctors, nurses, and health care professionals who have provided ameliorating and even life-saving care for the debtor.  When some bankruptcy filers don’t or can’t pay their bills, those losses are passed along in the health care system through higher prices for insurers and other consumers or reduced medical services and quality.  Every $100,000 discharged rather than paid in bankruptcy may be the difference between a hospital hiring a new nurse or the ability of a doctor to afford indigent care for another patient.

Current law strikes an appropriate balance of these competing concerns between doctors and patients.  Under the means-testing provisions of BAPCPA, low-income debtors, including those who are unable to work because of health problems, are entitled to file bankruptcy and discharge their unsecured debts, whether medical or otherwise.  High-income debtors who can repay a substantial portion of their debts without significant hardship are required to enter a Chapter 13 plan and repay as much as they can of their unsecured debts as a condition for filing bankruptcy, whether 40%, 60%, or 80% of their outstanding unsecured debt.  Moreover, in calculating the debtor’s income available to repay debts in Chapter 13, the law permits a deduction for health insurance and other health expenses.  Finally, a judge retains discretion to permit an otherwise-ineligible debtor to file in Chapter 7 if she can show special circumstances, such as “a serious medical condition.”
In short, current law adequately accommodates the claims of those debtor laid low by medical problems and expenses and other innocent parties who are affected by bankruptcy including health care professionals and other consumers.  Nor is there any evidence that medical bankruptcies are creating any sort of crisis for the bankruptcy system or that the percentage of medical bankruptcies has been rising over time.  Current law balances these concerns well and it is not clear what reforms are necessary at the current time.  If this Committee’s true concern is not with medical bankruptcies but with the cost or quality of health care in America in general, an issue on which I express no opinion, it seems obvious to me that tinkering with the Bankruptcy Code is one of the least effective ways imaginable for dealing with those issues.

I have taught and written extensively on questions related to credit cards, consumer credit generally, and the relationship between consumer credit and consumer bankruptcies.  See An Economic Analysis of the Consumer Bankruptcy Crisis, 99 Northwestern L. Rev. 1463 (2005)
 and Institutions, Incentives, and Consumer Bankruptcy Reform, 62 Washington & Lee L. Rev. 1071 (2005).
  I am currently working on a book on consumer credit and consumer bankruptcy tentatively titled Bankruptcy Law and Policy in the Twenty-First Century to be published by the Yale University Press, from which portions of this testimony are drawn.  I am honored to have the opportunity to share my research with you here today.  From 2003-2004 I served as Director of the Office of Policy Planning of the Federal Trade Commission.

How Many Bankruptcies are “Medical Bankruptcies”?

Health problems theoretically can lead to a household filing bankruptcy in two ways, by reducing the ability to work and thus creating an unanticipated disruption to a family’s income flow, or an unanticipated budget shock to expenses through high uninsured medical bills.  In some cases medical problems can create both shocks simultaneously, creating a whipsaw effect of both an unexpected income loss and unexpected medical bills.  In other cases the two effects may offset each other to some extent, if for instance, increased expenditures produces higher quality care which results in shortened convalescent periods or fuller recoveries, reducing the amount of missed income for a worker.

Thus, medical problems can in theory be a unique contributor to household bankruptcy and surely some bankruptcies are caused by this factor.  On the other hand, it is not clear exactly how many consumer bankruptcies are attributable to this factor, nor is there any evidence that the problem of medical bankruptcies is increasing over time.  Consider each possible explanation in turn.
There is No Evidence That There Has Been An Increase in the Frequency or Severity of Job Loss or Income Interruption as a Result of Health Problems
The first way in which medical problems could lead to increased bankruptcies is by an increase in the frequency or severity of job loss or income interruption as the result of health problems.
  Although this surely is the cause of some bankruptcies, there is no evidence that this is an important contributor to many bankruptcies.  A study by Ian Domowitz and Robert Sartain, for instance, find little correlation of medical debt with other sources of financial distress, such as job loss or income interruption.
  Fay, Hurst, and White find that health problems by the head of a household or spouse that cause missed work are not a statistically significant factor in bankruptcy filings.
  Aparna Mathur similarly finds that poor health by the head of the household is not a statistically significant predictor of bankruptcy filings.
  She also reports that only six percent of participants in the Panel Study of Income Dynamics survey self-reported that illness or injury caused their bankruptcy filing and statistical analysis found no significant correlation between bankruptcy filings and individuals in poor health.   
These findings are not surprising.  Extraordinary advances in medical technology have dramatically shortened the recovery time and reduced complications for virtually every medical procedure over the past few decades, thereby reducing the amount of missed work time and hastening a fuller recovery to previous levels of productivity.  Thus, while some people are forced to file bankruptcy because of job loss or interruption as the result of illness or injury, it is doubtful that this number is growing over time.  
Moreover, American households should be much more resilient to temporary income interruptions than in previous eras.  The past two decades have seen record accumulations of household wealth (in stocks during the 1990s and in home values throughout the past two decades) and an increased ability to access that wealth in times of need (through the development of home equity lines of credit, for instance), that should cushion income interruptions.  Moreover, the increasing number of two wage-earner families obviously has made families more resilient in the face of the loss of one income as the result of job interruptions from health problems or any other source.  Thus, there is little reason to believe that during recent decades there could have been an increasing number of medical bankruptcies as a result of an increase in the frequency or severity of employment interruptions and consequent unexpected income loss.  As noted, empirical studies do not identify this factor as an important one and, if anything, the contribution of this factor to the frequency of bankruptcies likely has declined over time.
There is Little Evidence That Medical Debt Is a Major Causal Factor in Bankruptcy Filings
Second, there is no evidence that there has been an increase in the number of bankruptcies caused by medical debt.  Many empirical studies over the past several decades have tried to measure the number of bankruptcies attributable to medical problems.  Most studies of bankruptcy filers have failed to find a relationship between health debt and bankruptcy, although medical debt does play a role in some bankruptcy filings.
  Most studies find no medical debt at all in about half of consumer bankruptcy filings and in the overwhelming number of cases where medical debt is listed it is relatively small in amount and unlikely to be a significant contributor to the bankruptcy filing.

A recent study of bankruptcy filers by the Department of Justice’s Executive Office of the United States Trustee (USTP) is consistent with the findings of most studies.  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 reported medical debts less than $5,000.  There were a few cases where extremely high medical debt likely explained the subsequent filing—one percent of cases accounted for 36.5% of medical debt and less than 10 percent of all cases represented 80% of all reported medical debt.  Of the minority of cases in the sample with medical debt, the average medical debt was $4,978 per case, 78.4 percent reported medical debts below $5,000 (an average of $1,212 for this group), and medical debts accounted for 13.0 percent of the total general unsecured debt for those reporting medical debt.  Thus, even among those who reported medical debt, few reported medical debt levels sufficiently high to conclude that they were a primary cause of bankruptcy.
Aparna Mathur’s study using data from the Panel Study of Income Dynamics from the 1990s similarly finds little support for the claim that medical debt is the leading cause of bankruptcy filings.  Only 9 percent of respondents in the PSID claimed medical debt as the primary reason for filing and 7 percent claimed it as a secondary reason.  Her statistical analysis found that medical debts substantially contributed to 27 percent of all bankruptcy filings at most, but that medical debts had an impact on bankruptcies primarily when combined with other high levels of consumer indebtedness such as credit card debts or automobile debt.  Where households were not otherwise heavily indebted, the addition of medical debt alone had a minimal effect on the likelihood of filing bankruptcy.  As Mathur concludes, “We find that households with medical debts, in addition to other debts, are the most likely to file, while those with primarily high medical debts explain relatively few bankruptcy filings.”  Thus, the contribution of medical debt alone to bankruptcy is difficult to determine.
Notwithstanding the longstanding consensus that relatively few bankruptcies can be reasonably said to be caused by health problems and health costs, a recent study nonetheless concludes that approximately half of consumer bankruptcies are caused by medical problems, a twenty-three-fold increase over a twenty-year period.
  Both conclusions are fundamentally unsupportable, however, and rest primarily on the way in which the researchers define and count what constitutes a medical bankruptcy rather than an actual increase in the number of bankruptcies caused by medical problems.  The study’s methodology and conclusions have been uniformly criticized by health scholars
, economists
, and law professors
.  Indeed, I have been unable to locate any independent researcher unaffiliated with any of the authors of the study who has endorsed the methodology or findings of this study.
The problems with the study’s methodology and conclusions are extensive but are not difficult to identify.  As a result, I will simply provide a summary of the most glaring problems here and refer the Committee to sources cited elsewhere in this testimony for a more extensive discussion.  As noted, the researchers’ methodology has been roundly and uniformly criticized.

First, the finding that half of all bankruptcies are caused by medical problems is based on a fundamentally flawed and over-expansive definition of “medical bankruptcies.”
  The researchers, for example, count as “medical bankruptcies” such events as gambling addiction, a death in the family, or the birth or adoption of a child, in addition to unexpected illness or injury.  Many of these are open to question as to whether they are properly classified as medical bankruptcies.  As Professor Gail Heriot notes, “Babies are a financial hardship even when hospitals given them away free” and it is hard to see how it is the medical bills that are to blame for a subsequent bankruptcy—and still less so when the even is an adoption.  Moreover, although some substance abusers and gamblers are addicts, it is not clear why all those who gamble their way into bankruptcy should be assumed to be gambling addicts and thus classified victims of “medical bankruptcy”

Moreover, they count as a serious medical problem any accumulation of unpaid medical bills of over $1000 within two years of bankruptcy.  This figure is obviously too low of a threshold to try to capture the phenomenon of “medical bankruptcies.”  To put this figure in perspective, in 2001 average per capita out of pocket health expenses were $683—meaning that during that period the average American spent about 30% more than this figure on unreimbursed medical expenses.
  
The researchers also report the mean amount of medical debt, which could be skewed by a handful of high-debt filers and is irrelevant to the question as each person can only file bankruptcy once during the sample period.
  They do not report any evidence on how many filers had substantially more than $1000 in unpaid medical bills, the median amount of medical debt, nor the distribution of debt—even after Dranove and Millenstein specifically identified this methodological flaw.
  In fact, as noted above the study by the United States Trustee found relatively few filers with substantial medical bills and a very small number of filers with very large medical debts.  Himmelsein, et al., provides no reason to question this conclusion that the problem of large medical debts is limited to a relatively few number of filers.

They also do not control nor even provide any evidence as to the size of the other obligations of the “medical bankruptcy” filers.  Thus, for instance, a debtor with $1001 in unpaid medical bills and $50,000 in student loan debt or tax debt would classify as a medical bankruptcy under the authors’ definition.  It is not clear why this hypothetical situation would be classified as a medical bankruptcy.
Finally, they do not attempt to control for the possibility of strategic behavior as part of pre-bankruptcy planning, such as decisions by debtors to pay secured debts, such as mortgages or automobile loans, or nondischargeable unsecured debts, such as student loans, instead of medical debt, which is generally unsecured and dischargeable.  Such strategic decisions would tend to inflate the amount of medical debt in bankruptcy relative to its actual proportion outside bankruptcy.

Nor are the authors’ conclusions supportable, even leaving aside the obvious methodological flaws in the study.  Among their conclusions are that: “Medical problems contribute to about half of all bankruptcies”; “that the number of medical bankruptcies had increased twenty-threefold by 2001”; and , “since the number of bankruptcy filings rose 11 percent in the eighteen months after the completion of our data collection, the absolute number of medical bankruptcies almost surely continues to increase.”  All of these conclusions are open to question.
First, the finding that approximately half of all bankruptcies are caused by medical problems is unsupportable.  Dranove and Millenson note that 28.3 percent of respondents in the study stated that illness or injury was a cause of bankruptcy, and that the remaining “medical bankruptcies” arose through the authors’ classification of medical bankruptcies.  As noted, the authors define this second category of bankruptcies unduly broadly.  In fact, Dranove and Millenson  a more reasonable interpretation of Himmelstein’s data suggests that about 17 percent of their sample had medical expenditure bankruptcies and that even then it is not possible to conclude that medical spending was the most important cause of bankruptcy.  In fact, this estimate of about 17% approximates the higher end of the range of findings of other studies of bankruptcy filers as to the contribution of medical expenses to bankruptcy.  There also is no evidence that this figure has been growing over time.  For instance, Mathur reports that in the PSID data she studied, 9 percent of those surveyed self-reported medical bills as the primary reason for filing and 7 percent claimed medical bills as a secondary reason, for a total of 16%.

Second, the finding of a twenty-three-fold increase in medical bankruptcies is equally unsupportable.  This figure appears to be almost completely the result of a change in the way in which the researchers define medical bankruptcies.  The baseline for the purported twenty-three-fold increase was a finding in the book As We Forgive Our Debtors that only eight percent of bankruptcies were medically-related.
  It is not exactly clear what was considered to be a “medical bankruptcy” in the earlier study, but it appears that the definition was much narrower, and did not include such things as gambling addiction or the $1000 threshold.  If the $1000 threshold was actually included in the earlier study, the authors of the current study do not appear to have adjusted it for inflation or growth in income.
    In fact, As We Forgive Our Debtors seems to directly reject the more expansive definition of “medical bankruptcies” of the current study, stating:

Our central finding is that crushing medical debt is not the widespread bankruptcy phenomenon that many have supposed.  To the extent that the typical debtors in bankruptcy are painted as sympathetic characters because they are struggling with insurmountable medical debts, these data show that “typical” is the wrong adjective.  Only a few debtors find themselves in such extreme circumstances . . . .  About half of all debtors carry some medical debt, and many carry substantial medical debt.  Although these medical debts are not the obvious cause of the debtors’ bankruptcies, they are part of their financial troubles.

The earlier study, like the most recent one, therefore, found medical debt present in about half of bankruptcy filings.  By contrast, the earlier study concluded that relatively small amounts of medical debt were unlikely to be a significant cause of bankruptcy.  The authors added, “The central finding is that medical debt is not an especially important burden for most debtors.”
  This earlier approach seems much more reasonable than that today.
Third, the authors also report that bankruptcy filings rose 11% in the period after the completion of their data collection, meaning that the “absolute number of medical bankruptcies almost surely continues to increase.”  Since BAPCPA went into effect about two years ago, however, bankruptcy filings have fallen approximately 50%-70%.  If the authors were right about their earlier claim that a continued rise in the bankruptcy filing rate signaled an increase in the absolute number of medical bankruptcies, then it logically must follow that over the past two years the absolute number of medical bankruptcies has been cut in half.  Alternatively, and more plausibly, the authors’ conclusions about the number of medical bankruptcies were simply erroneous in the first place.
Medical Insurance and Bankruptcy
Lack of health insurance also can theoretically contribute to bankruptcy filings.  If a family lacks health insurance, a catastrophic or long-term illness can deplete family savings and overwhelm the household with debt.  As a result, a lack of health insurance may exacerbate the other difficulties created by health problems, such as increased debt and reduced income.  In fact, however, there is no evidence that lack of medical insurance is a major causal factor in bankruptcy filings.  Empirical research also finds little relationship between lack of health insurance and bankruptcy.  Gross and Souleles found that a lack of health insurance was not a statistically significant predictor of bankruptcy.
  Economist Joanna Stavins similarly found “no notable difference” between the percentage of bankruptcy filers with health insurance and the percentage of the non-filers with health insurance.
  Himmelstein et al., find that “medical debtors were no less likely than other debtors to have [health insurance] coverage at the time of filing.”

Moreover, there are no macroeconomic trends in health insurance coverage that would suggest that lack of health insurance could be a major contributing cause to bankruptcy filings.  Although the percentage of Americans without health insurance has risen gradually over time, this decline in coverage is the result of declining rates of health-care coverage among immigrants.  The percentage of native-born Americans with health insurance has actually risen slightly since the official records began in 1993.  The percentage of immigrants with health insurance, by contrast, has fallen during this period, especially among noncitizens.
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I have seen no reason to believe that the rise in medical bankruptcies has occurred only among immigrant groups and not among native-born Americans, suggesting that the absence of health insurance does not appear to be a substantial cause of medical bankruptcies.  While this may raise other public policy concerns, it suggests that lack of health insurance is not likely to be causing a rise in medical bankruptcies.
What to Do About Medical Bankruptcies?
Leaving aside the factual question regarding the number of “medical bankruptcies” there still remains the policy question of what should be done about it.
Medical problems and bankruptcy present a difficult policy decision in that those on both sides of the transaction are generally innocent parties.  One can certainly sympathize with a bankruptcy debtor who has been forced to file bankruptcy because a serious medical problem has either resulted in the loss of his job or major medical bills.  And this is precisely the sort of person for whom bankruptcy is intended and for whom the fresh start is particularly important.

On the other hand, a doctor who performs the service of delivering a healthy baby or a surgeon who saves someone after a heart attack certainly seems entitled to be paid for his or her services.  When a debtor discharges medical debt, those losses must be passed on somewhere in the system, either through higher costs for insurers and other patients or reduced medical services.  $100,000 in discharged medical debt may make the difference as to whether a hospital can hire an additional nurse for a year or provide free care to indigent patients.  It is wholly right and appropriate to allow an innocent debtor a fresh start to recover from medical problems and medical bills; nonetheless, we should recognize that there are also conscientious health providers and other patients who eventually have to foot the bill for this opportunity.  For every innocent debtor there is also an innocent creditor who provided those services.
Current bankruptcy law strikes an appropriate balance between these competing claims of innocent debtors and innocent providers of health care services.  Medical debt typically is unsecured debt.  Under current bankruptcy law, any unsecured debt incurred prepetition is treated the same as any other unsecured debt.  In particular, under BAPCPA, medical debts are subjected to means-testing as with other unsecured debts.  Thus, for instance, if a debtor paid for some of his or her health care by incurring credit card debt, that too would be dischargeable and subject to means-testing.
Under the means-testing provisions of BAPCPA, a debtor who earns above the state median income is expected to pay what he or she can in a Chapter 13 plan as a condition for filing bankruptcy.  A debtor who earns below the state median income, such as a debtor who is incapacitated and unable to work because of health problems, can file chapter 7 bankruptcy and receive a discharge of her debts.  By contrast a debtor who has fully recovered and is able to work, but nonetheless has substantial medical bills, is required to repay as much as she can, whether 40%, 60%, or 80% in a chapter 13 repayment plan.
As this body recognized two years ago in a bipartisan vote with 70% overall support, this is a perfectly appropriate and reasonable balancing of the claims of debtors in financial distress and the legitimate claims of doctors to be paid for the valuable, and even life-saving, services that they provide.

Moreover, post-petition medical expenses are given special treatment under the means-testing provisions of BAPCPA.  In determining the debtor’s monthly expenses for purposes of applying the means-testing provisions of §707(b), the Code specifically subtracts from the debtors income expenses “reasonably necessary” for health insurance, disability, insurance and health savings accounts expenses for the debtor, the spouse of the debtor, or the dependents of the debtor.  §707(b)(2)(A)(ii)(I).  The debtor’s monthly expenses may also include actual expenses paid by the debtor for reasonable and necessary expenses incurred for care and support of an elderly, chronically ill, or disabled household member of member of the debtor’s immediate family.  §707(b)(2)(A)(ii)(II).  Finally, under §707(b)(2)(B), the debtor may rebut the means-test’s presumption of abuse by demonstrating special circumstances such as a “serious medical condition” to the extent that such special circumstances justify additional expenses or adjustments of current monthly income.  
On the other hand, given the efficacy of BAPCPA in weeding out fraud and abuse in the bankruptcy system, it could very well be that the percentage of bankruptcy cases today that are attributable to medical problems may be higher in the past.  As noted, BAPCPA has cut bankruptcy filings in half, primarily by deterring fraudulent and abusive filings while preserving bankruptcy relief for those who need it, such as those with true medical hardship and overwhelming medical debt.  If this deterrence of fraudulent filings has resulted in an increased percentage of medical bankruptcies as a statistical matter, then it would be expected that the percentage of injured and sick debtors would rise, but because of a reduction in the denominator (cases filed), not an increase in the numerator.

In short, the Bankruptcy Code today is well-equipped to deal with the challenges of medical bankruptcies.  It strikes an appropriate balance between the needs of injured debtors and innocent creditors.  Debtors today, including debtors with medical debts, are gaining the relief that they need while at the same time repaying what they can to doctors and medical providers who have offered them necessary and life-saving medical services.
Conclusion

Perhaps some here think that medical care is too expensive these days.  I express no opinion on whether that is the case or if so what should be done to address the problem.  It does seem obvious however, that bankruptcy law is not the appropriate place to try to deal with the problem of an overly expensive health-care system.  Bankruptcy law should be concerned with striking an appropriate balance between debtors and creditors, including those in the health care system.  Current law accommodates these concerns well and there is no need for further consideration at this time.
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