CHAPTER ONE

Driven by Debt

Bankruptcy and Financial Failure in American Families

Katherine Porter

The waiting room is ordinary enough—lined with rows of simple metal chairs
and barren of decoration other than a govcernment postcr of rules and rcgula-
tions. The people in the room arc ordinary too. They wear jcans and work
boots, simplc sun dresses and sandals, khaki pants and button-down shirts, or
uniforms from retail stores. A few navigate into the room with a wallcer, and
others try to find a spacc to accommodatec a baby stroller. The room could be
a local Social Security office or a parking permit burcau, just another pedes-
trian pausc in daily life, but its atmosphere is the giveaway. Rather than the
heavy stickiness of boredom, the room is filled with quict anxicty. Conversa-
tions arc hushed and bricf. Many people twist their hands or study their shoes.
The scenc is like the waiting arca in an emergency room, and for good reason.

This is the room where people wait to be diagnosed with a financial
emergency—banlruptey. The bankruptcy trustee calls people inside a small
cxamination room and quickly reviews their debts, assets, income, and ex-
penses. The trustee asks few questions; it’s an casy diagnosis of flat broke
in most cascs. The need for these familics to have legal help with their debts
is obvious from their bankruptcy court records. Credit card debts, medical
debts, and other unsccured debts typiczllly total more than an entire year
of the family’s current income, and more than half of them arc behind on
their mortgage or car payments, facing foreclosure or repossession. Satisficd
in most instances that the family qualifics for bankruptcy relicf, the bank-
ruptcy trustee sends husbands and wives, mothers and fathers, widows and
young singles back to work or home.

As they leave the trustee’s office, most people ask their attorney, “What's
next?” They have typically struggled scriously with their debts for the previ-
ous onc to two years. In fact, many houscholds spent months simply scrap-
ing togcther the moncy and paperwork needed to file a bankruptey petition.
Most are skeptical that their problems just ended. What comes next in bank-
ruptcy varics with people’s circumstances. Some will receive a discharge of

their debts in a few wecks, while others will struggle to repay creditors for
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years. Some will save their houses and sce bankruptcy as a miraculous cure.
Others will suffer continued hardships, skid farther down the cconomic lad-
der, and view bankruptcy asa plc:L for hclp that went unanswered.

Nearly all of these familics will remember their few minutes with the
bankruptcy trustec as onc of the most painful moments of their lives. Bank-
ruptcy 1s a head-on encounter with promiscs to pay that cannot be honored
and privations suffered trying fruitlessly to make ends mect. These families’
aspirations of middle-class sccurity cvaporated under pressure from debt
collectors. At lcast for now, their version of the American Dream has been
rcpl;lccd ]:ay a dcspcratc hopc that things do not get even worse. Driven by
debt, these families are at rock bottom.

Anthropologist Katherine Newman asserts that there arc no ceremonics to
mark downward mobility.! This is a stark contrast to the graduation cer-
cmonics and houscwarming partics that mark upward mobility. But mect-
ing the bankruptcy trustec is exactly such a ceremony. It is a visible group
cxpericnce characterized by a routine scrics of cvents that tangibly marks a
decline in class status. Bankruptcy is a public declaration that a family has
“fallen from grace,” to borrow Newman’s characterization of Americans
who skid down the cconomic spectrum.

In the waiting rooms of bankruptcy trustces across the United States,
in 2010 approximately 1.5 million families endured the bankruptey ritual.?
Their expericnces are evidence that some people lose the borrowing game
that has become the American economy. Increased consumption was largely
financed by debt, rather than by increases in wages or appreciation of asscts.
The consumer spcnding that drove the cconomy at the end of the twenticth
century was not costless. It was bought and paid for with interest charges,
late fr.:cs._, increascd stress about mﬂking cnds mect, and somctimes, the hu-
miliation of bankruptcy.

The debt loads that are commonplace among today’s familics would
have been unthinkable a mere generation ago. The Great Recession that
began in mid-2007 has widened the scope of the financial pain caused by
overindebtedness, but the problem predated the large-scale cconomic melt-
down that captured headlines. And all indicators arc that consumer debt
will be a defining feature of middle-class families in years to come. The
“dcleveraging” process of paying down debt and increasing savings has just
begun. Along the way, more familics will losc their homes or cars, trade off
family time for sccond jobs, endure dunning from debt collectors, and slip
tarther down the cconomic ladder

This book exposes the underbelly of consumer debt. It tells the storics of
familics who filed for bankruptcy in carly 2007. Even at that time when the
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cconomy was still strong, some houscholds could not make ends mect. The
plight of the bankrupt familics in this book illustrates the financial pain that
the Great Recession inflicted on tens of millions of middle-class familics as
the cconomy crashed in late 2007.% A survey by RAND rescarchers found
that between November 2008 and April 2010, 39 pereent of familics had
cxpericnced one or more indicators of financial distress: being unemployed,
having negative equity in their homes, or being two months behind on their
mortgage or in foreclosure. This “new normal”—a world of layoffs and job
losses, cuts in social programs, and continued housing depreciation—only
mecans that morc pcoplc will find themselves coll;lpsing under the wcight of
debts incurred in brighter cconomic times.”

Bankruptcy is a public window into how consumer debt has reshaped
the middle class and its cconomic and social life. The staples of middle-
class life—going to college, buying a housc, starting a small business—carry
with them more financial risk than ever before because they require more
borrowing and new, riskicr forms of borrowing. This book is about the
cndgame for thosc who borrowed in the hope of prosperity but could not
sustain the heavy debt burdens of middle-class life. In telling these stories,
we usc empirical data. The figures and tables in this book reveal who suf-
fers scrious financial distress, how they get to that point, the hardships
they face as they deal with overwhelming debt, and the difficulty they have
righting their financial lives. Real people stand behind these statistics. This
book tells the storics of their financial failures, exposing a part of middle-
class lifc that is often lost in the success storics that dominate the American

cconomic narrative.

DEBT: THE NEW MIDDLE-CLASS STATUS SYMBOL

The middle class is a powerful concept. Historically, the size and prosper-
ity of the American middle class has been heralded as a great social and
cconomic achicvement. Membership in the middle class is associated with
homecownership, educational opportunity, comfortable retirement, access to
health care, and last but ccr‘faiﬂly not lcast, an appetite for consumer gc:-ods.f"
The middle class also has political appeal, as demonstrated by President
Barack Obama’s decision during his very first week in office to establish
a Middle Class Task Force.” As chair of the task force, Vice President Joc
Biden explained that middle-class life is the “old-fashioned notion of the
American Dream™ and that he and the president had “long belicved that you
can’t have a strong America without a growing middle class. It’s that simple.
It’s that basic.”® The task force has focused its energy on job creation, retire-

ment security, work-family issues, and higher education.”
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But the task force has ignored entircly a revolutionary change in the lives
of middle-class Americans: the increase in houschold debt. In the mid-1980s,
the ratio of debt to personal disposable income for American houscholds was
65 pereent. During the next two decades, U.S. houschold leverage more than
doubled, rcaching an all-time high of 133 percent in 2007."" Mcasured in
the aggregate, the ratio of houschold debt to gross national produc‘f reached
its highest level since the onset of the Great Depression.!! This record debt
burden, which crested just as the financial crisis began, sct up families to
suffer deeply as foreclosures, unemployment, and wage stagnation sct in for
the ycars to follow.

The consumer debt overhang, however, began long before the financial
crisis and recession. Exhortations about subprime mortgages reflect only a
relatively minor picce of a much broader recalibration in the balance sheets
of middle-class familics. Debt began to climb steeply beginning in about
1985, with its growth accelerating in nearly every subscquent year. The run-
up in consumer debt coincided with a period of deregulation of financial in-
stitutions and the preemption of statc usury laws that capped interest rates.
Unfortunately for American familics, the debt binge was not accompanicd
by mcaningful increasces in disposable income. While income crept up, debt

shot up, as Figurc 1.1 illustrates. As debt grows relative to income, fami-
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Figure 1.1 Real household debt and income, 1960-2010

sounrct: Glick and Lansing, “U.S. Houschold Deleveraging™; updated data through Q1:2010 cour-
tesy of Federal Reserve of San Francisco.

MO TE: All series normalized to 1960:1. Recession periods are shown in gray.
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lics must stretch their dollars farther to pay for current consumption, while
kecping up with debt payments. At some point, income simply becomes
insufficient, and familics must cither curtail spending or default on debt.

The growth in debt outstripped the appreciation of asscts during this
same period. In other words, increases in liabilitics—mortgage debt, home
cquity lines of credit, student loans, and credit cards—collectively grew
faster than increases in assets—houscs, cars, stocks, or cash savings. Edward
Wolff of the Levy Economics Institute has calculated that as far back as
1995, the amount of mortgage debt began to increasc faster than housc
values.!? The result of the increased borrowing was to constrain or retard
growth in houschold wealth. Indeed, between 2001 and 2004, the typical
(mecdian) American houschold’s wealth actually declined.!? This was an
unprecedented event because the wealth decline occurred during a period
of cconomic expansion. Houschold debt outstripped houschold asset ac-
cumulation for the middle class. For houscholds with wealth between the
20th and 80th pereentiles of the entire distribution, the debt-to-cquity ratio
climbed from 37.4 in 1983 to 51.3 in 1998, and then topped off at 61 per-
cent in 2004 and 2007.'4 Whether assessed against income or asscts, debt
grew in proportion to other changes in familics” balance sheets.

The boom in borrowing spans social classes, racial and cthnic groups,
scxcs, and gencrations. Every age group, cxcept those scventy-five years or
older, had increased leverage ratios between 1998 and 2007.° Similarly,
African Americans, Hispanics, and non-Hispanic whites all saw their lever-
age ratios grow from 2001 to 2007.1¢ This is not to suggest that the debt
cxplosion was equally distributed. For example, between 2004 and 2007,
typical people who lacked a high school diploma and typical houscholds
headed by a person between ages sixty-five and scventy-four expericneed
particularly sharp increases in their debt burdens.!” In particular periods,
somc groups saw modcst declines in consumer debt, but the overwhelming
trend was increased amounts of debt among ncarly cvery type of family.
By 2007, when debt burdens peaked, 77 percent of American houscholds
had some typec of outstanding debt.'® Consumer debt has become one of
the most common shared qualitics of middle-class Americans, usurping the
fraction of the population that owns a home, is marricd, has graduated from
college, or attends church regularly.'

TOO BIG TO FAIL AND TOO SMALL TO SAVE!
MIDDLE-CLASS FAMILIES IN CRISIS

As debt increases, so too does the risk of financial failure. This is as truc for
American families as it is for large corporations, where the catchy phrase

“highly leveraged™ captures a profound tilt into the red on a company bal-
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ance sheet. Over the long haul, increascs in consumer debt scem to explain
a significant portion of the increased numbers of consumer bankruptcies.”

The escalation in dcbt has turned the smart financial decisions of the
prior generation, such as purchasing a home or taking on student loans,
into high-stakes cconomic gambles for middle-class familics. Today, mil-
lions of Amcricans arc losing thosc bets, struggling to avoid financial col-
lapsc. This statement was as truc before the Great Recession as it is today.
As President Obama explained in January 2010, “Too many Amcricans
have known their own painful recessions long before any cconomist de-
clared a recession.”?! The per capita bankruptey rate, shown in Figure 1.2,
provides onc cxample of this phenomenon. Bankruptcy has become more
frequent in the American population over the past three decades, although
the filing trend of the past few years reflects the major reform of the bank-
ruptcy laws in 2005.

Other markers of debt problems have also increased in recent years. The
pereentage of consumers who experienced a third-party debt collection activ-
ity has grown stcadily in the past decade, doubling from 7 percent in 2000 to
14 percent in 2010.22 Foreclosure filings, for example, climbed in the 1980s
and 1990s.2* The crisis in the mortgage marlets sharply cscalated the fore-
closure rate; in 2009, onc in forty-five homcowners received a foreclosure
notice.” Debt collection was the leading complaint to the Federal Trade Com-
mission in cach of the past several years.? Credit card charge-offs, while
highly sensitive to cconomic conditions, have generally crept higher (sce Fig-
urc 1.3). The volatility of debt default has also increased. The Great Recession
is causing a spike in credit card charge-offs that is much larger than other

recent fCCCSSiDDS.
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Figure 1.2 Consumer bankruptey filings, 1970-2010 per 1,000 25- to
64-year-olds)

souRcE: Caleulations by Robert Lawless and Katherine Porter from ULS. Census Population Esti-
mates and Administrative Office of U.S. Courts data.
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Figure 1.3 Credit card charge-off rate, seasonally adjusted, 1985-2009

souRcE: Federal Reserve Bank Statistical Release,

Subjective measures of prosperity tell a story similar to the hard data:
Americans” insccurity about their financial lives is on the risc. A New York
Times/CBS poll found that in 1995, about onc in six people did not think
they would reach the *American Dream,” as they defined it, within their
lifetime. In 2005, morc than 25 percent of people said the American Dream
would remain out of their reach.?® In 2008, the Pew Rescarch Center re-
ported data from surveys asking whether people were better off, the same,
or worsc than they were five years before, noting that the responscs reflected
“the most downbcat short-term asscssment of personal progress in nearly
half a century of polling.”=7

Despite the ubiquity of debt problems, most people in financial distress
suffer silently.”® The Great Recession may have shifted this cultural norm
somewhat, particularly in locations where job loss or foreclosure is rela-
tively common. But it is hard to disputc the fact that the media, Congress,
and pundits have spent more time on the financial collapse of big banks
than of everyday families.”® At a conference I attended, somcone quipped
that while banks were “too big to fail,” familics were “too small to save.”
In part, this comment reflects the powerful importance of the risk frame in
public policy: small incidences of harm rarely receive the attention of large
oncs, cven if the accumulation of small harms dwarfs the single large harm.
This preference to prioritize single large events over multiple smaller ones
shortchanges middle-class familics. The U.S. Treasury’s bold intervention in

the capitzl] marlkets is a stark contrast to its ancmic responsc to foreclosures

at the family level: the Home Affordable Modification Program (HAMP),

which has been criticized as inadequate.®
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The inattention to the financial well-being of American familics existed
long before the collapse of Bear Stearns or Lehman Brothers demanded the
attention of policymakers. Alan Greenspan’s surprisc at the number of sub-
prime mortgages that originated during his tenurce as chairman of the Fed-
cral Reserve is an example of the failure of government to monitor consumer
finance at the houschold level ¥ When consumer credit did come to the forc,
concerns about the dangers of borrowing were met with dogged claims that
credit regulation would only lead to less availability of credit and no ap-
preciable benefits to consumers.® In retrospect, retrenchment in borrowing
scems like a good idea. The blind eye that policymakers turned to the risks
of consumer borrowing has cost the world cconomy dearly.

Although the Great Recession had many causes, recent rescarch dem-
onstratces a link between houschold balance sheets and the cconomic down-
turn. Using cross-sectional, county-level data, finance professors Atif Mian
and Amir Sufi conclude that their analysis supports “the hypothesis that
the initial cconomic slowdown was a result of a highly-leveraged house-
hold scctor unable to keep pace with its debt obligations.”* The bor-
rowing bingc has certainly slowed; houschold debt contracted for the first
time in the fourth quarter of 2008.% Since 2009, middle-class familics
have made cfforts to pay down dcbt and to szwc,'?'l’- although this progress
remains small given the lopsided nature of families™ balance sheets. This
reduced debt may improve the stability of the overall U.S. cconomy in the
long term, but the inability of familics to keep borrowing to make ends
mect will plunge some into hardship. A 2011 study found that if faced
with a financial emergency, half of familics could not come up with $2,000
from savings, family or fricnds, or borrowing. This cvidence of widespread
financial fragility illustrates the risks facing middle-class familics during
the rccovery from the recession.® Deercased debt also will mean decreased
consumecr spending. Yet, middle-class consumption is the major driver of
growth in the postindustrial cconomy. Familics® cfforts to parc down their
dcbts by substituting repayment for spending, or their decision to forcgo
repayment cntircly by walking away from their mortgages or filing for
bankruptcy, arc likcly to be drags on any cconomic recovery in the foresce-
able future.’”

Ultimately, we may recognize that in the U.S. cconomy, the middle class
is too big to fail. This cmerging insight will challenge the idea that consumer
debt is too small of a subject to study deeply and with rigor. In exploring the
plight of familics whosc debt problems drove them to bankruptcy, this bool
suggcsts the kinds of policics that might prevent or remediate unmanageable
consumcr debt.



Bankruptey and Financial Failure in American Families 9

THE roco7 CONSUMER BANKRUPTCY PROJECT

While bankruptcy is only onc measurc of scrious financial distress, it is the
most visible sign of financial catastrophe. It is a public place for sccing fi-
nancial pain that is largely endured in private, behind closed doors. And
becausc it represents a particularly extreme form of financial distress, itisa
uscful baromceter of the financial suffering of American families. This book
Uuscs banlcruptcy data to examinc how growth in consumer debt undermines
financial sccurity and prosperity.

Rescarchers have studied familics in bankruptcy for at least forty years.?®
Much of that work documented the financial profiles of people in bank-
ruptcy, their demographic characteristics, and people’s sclf-reported causes
of their financial problems. This bool updates and extends that literature.
The datasct used in this book is the most recent itcration of the Consumer
Bankruptcy Project (CBP), which was conducted in 2007. The CBP did its
first study in 1981 and conducted cxpanded versions of similar studics in
1991 and 2001 (scc the appendix for more details).

The 2007 CBP collected data on bankruptcy cases filed in the first fow
months of 2007. A random sample of about five thousand houscholds was
drawn from all Chapter 7 or Chapter 13 consumer bankruptcics, and these
houscholds were mailed a four-page written survey that asked for demo-
graphic information and rcasons for bankruptcy.*® On this survey, debtors
were asked whether they would be willing to complete a telephone interview
about their bankruptcies. More than twenty-four hundred houscholds re-
turncd complctcd SUIrveys, for a responsc rate of approximzltcly 50 percent.
The CBP rescarchers then completed telephone interviews lasting sixty to
nincty minutes with 1,032 of these houscholds about six to twelve months
after they had filed for bankruptey. Information on financial characteristics
from these debtors’ bankruptcy court records also was coded. Collcc‘fivcly,
the threc instruments (written SUIVCYys, hankruptcy court files, and tclcphonc
interviews) gathered thousands of picces of data. The 2007 CBP is both
the largest and the most comprehensive study ever conducted of familics in
bankruptcy.

The 2007 CBP coprincipal investigators came from scveral disciplines
and had a wide array of rescarch questions (sce the appendix). Reflecting
this diversity, the data arc expansive in their scope. The CBP collected data
on demographics, such as age, cducation, race, and marital status; financial
characteristics at the time of bankruptcy, such as current income, current
cxpenscs, debts owed and names of creditors, and asscts and their values;
causcs of bankruptey, asscssed both by sclf-reporting and by specific inqui-
rics about certain bankruptcy triggers, such as a pending foreclosure; and
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cxpericnccs in financial distress and bankruptcy, such as cffects on children
and marriagcs, cmotional reactions to dcbt, and asscssments of the bank-
ruptcy process. This book provides comprchensive coverage of these arcas;
scveral other published works also usc the 2007 CBP data.#”

The appendix provides a more detailed methodology of the 2007 CBP.
It describes the data collection process, calculations of responsc rates, and
tests for response bias. The addendum to this introduction is a primer on
consumer baﬂkruptcy and will be p:u’ticularly uscful for those without lcgal
training or who arc not familiar with the prior literature on consumer bank-
ruptcy. It deseribes the bankruptey filing process, differences between the
Chapter 7 (liquidation) and Chapter 13 (repayment plan) types of bank-

ruptcy, and outcomes from bankruptcy.

FAILURE STORIES

Bankruptcy is contested terrain. One measure of this fact is that Congress
spent ten years debating reforms to the consumer bankruptcy system before
they ultimately became law in 2005. Some scc bankruptey as the refuge of
the profligate, impulsive, or greedy—a symbol of consumption excesses and
wcakcning moral fiber. Others sce bﬂnkl‘uptcy as the locus of the fallout
from dccades of structural changes in the allocation of financial risk among
familics, businesses, and the government—a symbol of a wealkened social
safcty net and shifts in wealth away from the middle class.

This book’s purposc is to counter the rhetoric about bankruptey by pro-
viding data on the real families who file for bankruptcy. In analyzing their
financial situations, we identify gaps and inconsistencics in the law, policy,
and cconomics of consumer credit. Each chapter examines a different slice
of the bzmkruptcy system, but the chaptcrs tc:-gcthcr givea uscful overview of
the severe financial distress that plagucs many American familics struggling
with their debts.

Part I. The Debtor Next Door

The book opens with an inquiry into who files for bankruptcy. In Chapter 2
Elizabeth Warren and Deborah Thorne deseribe the “bankrupt tribe,” ! the
families who live and work among us and whosc financial problems remain
largely invisible. They examine the sociocconomic status of familics and
show that mcasured by enduring sociocconomic characteristics such as edu-
cation, occupation, and homcownership, more than 90 percent of bankrupt
pcople are members of the middle class. Because their incomes at the time
of bankruptcy hover between poverty and working class, these familics arc
cxpericncing dramatic reversals of fortunc when they collapsc into bank-
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ruptcy. Their storics arc a rarc opportunity to obscrve downward mobility, a
phenomenon that is widespread in modern America but is much less studicd
than upward mobility.

Because the familics in bankruptey look so much like the rest of us, their
problems—job instability, illness and injury, and family breakup—secrve as
a casc study of the cconomic vulnerabilities of America’s middle class. The
bankruptcy data suggest that the old strategics for wealth building—home-
owncrship, a well-regarded job, and college attendance—are increasingly
corrclated with financial insccurity. The demographics of bankruptey in
2007 reflect the cconomic insccurity that plagues middle-class Americans,
cven during the best of times for the overall CCoOnomy. The data also suggcest
that the path to middle-class prosperity may be perilous as traditional strat-
cgics for cconomic sccurity do not offer insulation from financial distress.

The bankrupt are only onc catcgory of thosc with financial problems; mil-
lions of other houscholds arc financially vulnerable but not bankrupt. Brian
Bucks in Chapter 3 compares bankrupt houscholds with houscholds in the
general population using data from the CBP and the Federal Rescrve’s Survey
of Consumer Finances. As alternatives to bankruptey in understanding the
breadth of houschold economic insccurity in the United States, he develops
four measurces of financial distress: houscholds with very low financial asscts,
houscholds with high debt payments relative to their incomes, houscholds
that were turncd down for credit, and houscholds that were dclinqucn’c on
debt payments. The rclativcly small ovcrlzlp between these groups and bank-
rupt houscholds highlights the challenges for designing policies that take aim

at reducing the overall level of financial vulnerability among Amcricans.

Part I1. Starting Right, Ending Wrong

The causcs of bankruptcy arc complex. For most familics, a confluence of fac-
tors rather than a single decision or event explains their overwhelming debts.
The groundbreaking rescarch of Teresa Sullivan, Elizabeth Warren, and Jay
Westbrook pointed to three major life events that familics frequently experi-
cnce before bankruptey: job problems, such as unemployment or a reduction
in hours; illness or injury; and a major change in family structure, such as
divorce or the death of a spousc.** This book explores three other life deci-
sions that have a powerful influence on a family’s risk of bankruptcy: owning
a home, attending college, and starting a small business. Although these are
typically viewed as “smart” financial decisions, they bring with them scrious
conscquenccs for onc’s financial situation, largely because homeownership,
collcgc, and business startups tod;ly arc financed with largc amounts of debt.
The data on the banl{ruptcics of these houscholds are reminders that pursu-

ing opportunity for upward mobility can itself lead to downward mobility.
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In the years after the housing bubble burse in 2007, it is painfully casy to
obscrve the risks of homcownership. The American cconomic landscape is
littered with familics who bought too much house with too little income and
too little understanding of their mortgage obligations. Foreclosures remain
at or ncar their highest levels in fifty ycars.*? Underwriting criteria have
constricted, closing off or at lcast significantly delaying homcownership for
young familics or those with limited savings;** and governments continuc
to reduce services to neighborhoods in the walke of declines in tax revenucs
and strain on social programs.*® The fallout from the mortgage excesscs of
the 2000s has created a dire need for rescarch that helps to identify the ap-
propriate level of financial risk for homcowners.

In Chapter 4 Jerry Anthony explores the housing cost burdens of fami-
lics in bankruptcy, including how thosc burdens vary by demographic fac-
tors. Among other findings, he identifics the higher likelihood of widowed
or divorced people having high housing cost ratios and significant differ-
cnces in ratios by age, a finding that has implications for financial planning
over the lifecycle. He also analyzes whether housing cost ratios arc associ-
ated with how houscholds and lenders react to loan default. The findings
have implications for designing policy responscs to foreclosure.

Chapter 5 examines the intersection of education and bankruptcy risk.
For the past several decades, policymalccrs have embraced the mantra that
“college pays.”#6 1 test this idea against the educational expericnces of
bankrupt pecople and do not find the expected lincar relationship between
morc cducation and less hanl{ruptcy. In fact, the pcoplc who attended col-
lege but did not graduate with a four-year degree arc overrepresented in
bankruptcy. Whilc this outcome docs not scem to be driven by student
loan debt, it nonctheless suggests the existenee of long-term financial con-
scquences of attending college without carning a bachelor’s degree. Advo-
cates of morc vocational or community collcgc attendance may want to
reevaluate policics to expand college attendance if further rescarch bears
out a rclationship between some college attendance and financial insccurity
and bankruptcy. This chapter’s analysis does not purport to be causal, but
it challenges conventional ideas about the traditional paths to middle-class
prosperity.

Robert Lawless, in Chapter 6, tackles another example of how as-
sumptions about the path to achicving the American Dream may mask the
hard realitics of financial risk taking. His analysis finds that sclf-employed
people arc overrepresented in the bankrupt population. Furthermore, when
these pcoplc coll;lpsc into the b;mlcruptcy systcm, thcy do so with Very lﬂrgc
debts, cven compared with other bankrupt familics. His data arc a power-
ful reminder that starting a business may pay big dividends, but like all
things with the potential for higher-than-average financial returns, it carrics
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a higher-than-average level of risk. He juxtaposcs the failures of the sclf-
cmployed whom he obscrves in bankruptcy against the dominant narrative
of successful entreprencurship.

Part 111. Hurting at Home

Bankruptcy is a profound financial event that has the potential to rewrite a
family’s balance sheet, climinating some debts and forcing the surrender of
some asscts. These financial changes should not undercut the ways in which
bankruptcy is also a social and emotional phenomenon. In this part of the
boole, Marianne Culhane and Dchorah Thorne describe the personal, not
merely the financial, consequences of financial distress.

Between 2007 and carly 2010, 6.6 million familics had forcclosures ini-
tiated on their homes.*” This number is only a rough cstimate and may miss
familics who surrendered or sold their houscs because of financial pressures.
In Chapter 7 Marianne Culhanc uses the bankruptey data to reveal what
happens to familics who losc their homes. She shows that many of them
return to renting or live with family or friends for a significant period—if
not for the rest of their lives. Using debtors’ own words, she documents the
rcasons that familics desperately wanted to hang on to their homes. For
Americans, their own home is an anchor in the social landscape. Without
this mooring, many familics arc fearful about their futures and expericnee a
loss of place that leaves them disoriented in their social worlds.

Marriage is to be “for better or for worsce™; for many couples, bankruptey
and the financial distress that precedes it is a time of “for worse.” Sociologist
Decborah Thorne in Chapter 8 connects the emotional experiences of men and
women in b;ml(ruptcy to the literaturc on gcndcrcd pattcrns of work. Women
in financially distressed familics overwhelmingly bear both the responsibil-
ity for paying bills and the emotional fallout of trying (but failing) to make
cnds meet in the years before the family files for bankruptcy. Thorne exposes
how gender-neutral legal systems, such as bankruptey, rarcly operate in ways
that affect men and women equally. Financial distress scems to hurt nearly
cveryone who falls into that condition, but these two chapters suggest that
homcowners and women cxpericnce particularly acute emotional pain.

Part IV. The Hard Road Out

Bankruptcy is not itsclf supposed to be a problem. By design, it is mcant to
be a solution to the problem of financial distress. But lilke most policics, it is
far from a perfect solution. Those who look to bankruptcy for casy relicf arc
surcly disappointed. The data show that the bankruptcy system is expensive,
complicated, and sometimes unjust in its operation. The financial erisis may
provoke a renewed interest in designing a better safety valve for familics
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with overwhelming debts. Chapter 9 by Angela Littwin on the importance
of attorney representation in bankruptcy, and Chapter 10 by Dov Cohen
and Robert Lawless on racial disparitics in the bankruptcy system, point
to two important considerations in any redesign of the bankruptey system.

Although onc would cxXpect consumer law to be accessible to consum-
crs, bankruptcy may be the poster child for the failure of the law to achicve
that criterion. Bankruptcy law is, in fact, quitc complex, at lcast in part
because it is designed around a onc-size-fits-all system that accommodates
the insolvency of both multimillion-dollar corporations and the family next
door. Littwin's analysis shows that unrcpresented debtors, those who file
pro sc without lawyecrs, farc significantly worsc in bankruptey than their
counterparts who have lawyers. She documents who foregocs a lawyer and
shows a surprising cffect: it is not the poorest or lcast sophisticated debt-
ors who attempt h:mkruptcy on their own, but rather thosc who seem to
belicve that the high cost of a lawyer is an expensc they can forcgo. The
data show the folly of that hope. Even in the simpler form of bankruptcy,
Chapter 7, the lack of an attorncy increases by ten times the likelihood that
a debtor will fail to reccive a discharge of debt. In Chapter 13 bankruptcy,
the outcome of doing it oncsclf is near certain dismissal of the casc without
substantial debt relicf. The stakes arc high in bankruptcy, and familics who
take the bankruptcy gﬂmblc ]:ay themselves arc certain to suffer.

On its face, bankruptey law is race blind; it has no equivalent to fi-
nancial affirmative action or discrimination imbedded in it.** The system’s
opcration may not be ncutral as to race, however—a possibility that has par-
ticular cultural resonance in the United States where African Americans have
long suffered financial disadvantages. Cultural psychologist Dov Cohen and
law professor Robert Lawless find that African American houscholds file
Chapter 13 bankruptcy at more than double the rate of debtors of other
races. Because Chapter 13 debtors, as compared with Chapter 7 debtors,
arc less likely to receive a discharge of their debts, more likely to pay higher
attorncys’ fees, must stay in the bankruptcy system longcr, and ‘L'ypicaﬂy
must repay some of their debts, the differential in chapter choice translates
to differential debt relicf among racial groups. Cohen and Lawless link their
findings to a long literaturc on “local legal culture” in bankruptey and sug-
gest that racial bias may be a hitherto unforescen aspect of legal decisions.

Part V. The Once and Futiere American Dream

The last two chapters of the book put financial distress from unmanageable
debt in a larger perspective. In Chapter 11 Kevin Leicht provides historical
and social context for the remarkable growth in houschold borrowing. The

cxpansion in debt coincided with two other powerful cconomic phenomena:
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a stagnation in wages and a sharpening of incquality between the richest
houscholds and middle-class houscholds. His statistical simulation shows
how the debt burdens of today’s familics would have been unthinkable in
the prior generation. Leicht describes how debt is used as a tool to simulate
social class. He conceptualizes debt as a buoy to keep middle-class lifestyles
afloat in the face of trends such as stagnant wagc grc:-wth that would oth-
crwisc undermine middle-class consumption desires. In this way, the book
reconnects firmly to its opening focus on the way in which debt is ubiquitous
in the middle class.

Chapter 12 locates bankruptcy risk in the context of an overall decline in
cconomic sccurity for American families. Political scientist Jacob Hacker de-
scribes the need for a twenty-first-century social contract that protects fami-
lics against the most scvere risks they face, including problems such as job
dislocation, medical bills, family care-giving obligations, and retirement insc-
curity, which can push familics into overwhelming debt and even bankruptey.
He argucs that cconomic sccurity is a necessary component of cconomic op-
portunity and that an improved social safety net requires a redistribution of
cconomic risks among familics, private industry, and government.

PROTECTING MIDDLE-CLASS PROSPERITY

America’s relationship with borrowing is at a turning point. Lenders have
tightened underwriting standards, and houscholds arc reducing their spend-
ing and saving morc of their incomes. Even the federal government has taken
decisive action with the creation of a new regulator, the Consumer Financial
Protection Burcau, which is specifically charged with monitoring the func-
tioning of the consumer credit markets.** The open question is whether this
retrenchment will endure or accelerate. In the carly twcn‘fy—first century,
debt is still near record levels, relative to income, and twice as high per fam-
ily as in the 1980s.5% Will the United States reverse more than two decades
of rcliance on consumer borrowing and gradually work its way back to
debt burdens of the post-World War II period of prosperity? Or will the
borrowing habit return in a few years as the Great Recession recedes, with
another boom in borrowing replacing the past few years of bust? The choice
between these paths has prc:-found conscquences for the economic sccurity
of Amecrica’s middle class.

The bankruptey data illustrate the decp cconomic pain experienced
by millions of middle-class familics. Consumer debt is not the only reason
for the increasing financial vulnerability of Americans; stagnant wages, in-
creased volatility in the labor marlket, health-care and collcgc costs that out-

pacc inflation, and longer lifespans that strain retirement savings all play a
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role. Consumer debt is particularly uscful as a lens for middle-class prosper-
ity, however, becausc in the past two decades debt was the crutch of familics
wounded by other cconomic harms. Debt smoothes consumption over time;
for example, it can casc the uneven income that characterizes the rising
cadre of tcmporary and contract workers in the country. Decbt substitutes
for cost controls in markets gonc astray; for example, people increasingly
must finance medical bills because they overwhelm their monthly budgets.
Decbt fills gaps in pcople making ends mect when social programs crode; for
cxample, pcople may borrow from a payday lender to cover utility bills as
local governments climinate cnergy subsidy programs.

These functions for debt arc not inherently bad. To the contrary, debt
has long been a lynchpin of opportunity in our socicty. But there is concern
that too many Americans have borrowed too much and that rhcy have often
taken on debts that will worsen, rather than improve, their financial situa-
tions. This book cxposcs the harms of consumer debt becausc those harms
arc onc picce of information nceded to regulate consumer credit markets.
The cost of debt is not just the annual percentage rate charged to a family; it
is also the social costs of some borrowers becoming hopelessly mired in debt
and the macrocconomic effect of overleveraged houscholds. Those costs arc
being paid by today’s middle-class familics during the Great Recession and
will likely continue to be paid in the upcoming decade. Economic models
of the amount that families would need to save to push the debt-to-income
ratio down to 100 percent over the next ten years show that such dramatic
ch;mgcs in houschold behavior would subtract about three-fourths of a per-
centage point from annual consumption growth cach ycar in the next de-
cade, relative to the savings rate remaining at its 2008 level of 4 percent.”
The cumulative result of houscholds’ addressing their unstable and risky
debt burdens will be to drag down cconomic growth for the entire nation.

Going forward, we cannot atford to adopt a blind belicf that more debt
cquals morc prosperity. We cannot sustain national cconomic prosperity
while unmanageable borrowing undermines the prosperity of American
familics. But ncither can we afford to limit opportunity and shunt upward
mobility for the middle class by buying into fear that all borrowing is bad.
The challenge is to figurc out how to calibrate consumer credit markets to
balance the harms described in this book against the benefits of borrowing.

ADDENDUM: A PRIMER ON BANKRUPTCY

Bankruptcy is onc of the most common legal processes in the United States.
In 2010, about onec consumer bankruptcy casc was filed for every 76 housc-

holds in the country. Put differently, if you were to drive past one thousand
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houses in a subdivision that was representative of the U.S. population, you
would pass thirtcen houscholds that had just filed for bankruptcy. But de-
spitc its widespread usc by cveryday people, bankruptey is a complicated
process. The public understanding of bankruptey is mired in myths and
misunderstandings, often by thosc who scc its relicf as a panacea for all fi-
nancial ills. While many of the authors of the chapters in this book arc legal
cxperts on bankruptcy, others write as outsiders to the system. This book is
dcsigncd to be accessible to anyonc who wants a better undcrstaﬂding of the
problems of consumer debt in American familics and who has some famil-
iarity with social scicnce statistics. Particularly for people interested in legal
policy or mecthodology, however, a basic knowledge of bankruptey may be
uscful. Here I outline the broad contours of the consumer bankruptcy S¥s-
tem, describing the relevant law on the books and the empirical data about
how that law operates in reality.

Nearly all consumer bankruptcics in the United States arc voluntary.
The process usually begins with people contacting a bankruptey attorney, or
less commonly, making the decision to file without an attorney representa-
tion. The bankruptcy attorney will typically gather information about the
family’s financial characteristics, such as asscts, debts, and income. The fam-
ily will often describe the particular problems that triggered their decision
to scck bﬂnkl‘uptcy relief. The most common prcssurcs arc rcpcatcd contact
with debt collectors or concern about losing a home to foreclosure.’?

Attorneys will counsel debtors on which typc, or chaptcr, of b;mlcruptcy
to file** About two-thirds of consumer bankruptcy cases are filed under
Chapter 7, with the remaining one-third being Chapter 13 cases.” Chap-
ter 7 differs greatly from Chapter 13; the choice of which chapter to file
influences cvcrything from the cost of lcgﬂl fees and the lcngth of the bank-
ruptcy to the substantive type of debt relicf available. Table 1.1 shows the
main differences between Chapter 7 and Chapter 13.

Chapter 7 is the more familiar “liquidation™ bankruptcy. The trustce
reviews the debtor’s asscts and determines what, if any, property the law
permits to be sold to satisfy debts. The makeup of this “exempt property”
varics depending on the debtor’s state of residence but often includes things
thought to be nccessary for basic existence, such as clothing, modest housc-
hold furnishings, or a single houschold vchicle. The two most important
cxcmptions arc probably the amount, if any, of protection for a family home
(“homestead exemption™) and for cash (often a pending tax refund) because
these are often the most important property of debtors. If debtors want to
avoid the sale of property that is not exempt, they may choosc to file Chap-
ter 13 instead.

In the vast majority of Chapter 7 cascs, there arc no nonexempt asscts
for the trustee to liquidate.™ In other words, the debtor does not have any
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TABLE I.1I

Major differences between Chapter 7 and Chapter 13 bankruptcy

Chapter 7

Chapter 13

Type of procedure
Exempt property

Trearment of collateral

Payments to creditors

Court involvernent

Discharge

Artorneys’ fees

Liquidation {“sell off™)

Nonexempt property sold

and proceeds distributed to
creditors

Must be current on payments
or creditor usually will be
permitted to foreclose/repossess

No payments required to
unsecured creditors; debtor
retains all furure income

Minimal; often only if debror
reaffirms a dischargeable debt
or a creditor contests discharge

About four months after filing

Usually $1,000-$1.500

Reorganization (“pay out™)

Retain all property regardless
of exemptions

Can be rerained even if behind
on payments; can catch up

on missed payments over
repayment plan

Payments made to unsecured
creditors out of future income;
PAYMEnt Amounts vary

Moderate to heavy; court
must approve repayment plan;
debtors plan is administered
by trustee

After plan completion (three to
five years)

Usually $2,000-%4,000

propecrty that can be sold to rcpay unsccured creditors. The trustee examines
the debtor at the mecting described in the opening of this chapter and files a
rcport that there arc no assets, and the debtor’s unsceured creditors receive
no repayment from the h;mkruptcy. If there arc nonexcmpt asscts to scll, the
trustee will scll them and distribute the sale proceeds pro rata to the debtors’
creditors. This mcans that cach unsccured creditor receives a share of the
procceds that is in proportion to how much it is owed as a sharc of the total
unsccurcd debt.

Secured creditors, such as mortgage companics or car lenders, have taken
collateral to secure repayment of the debt, so thcy are treated diffcrcntly In
bankruptcy. They have more rights, including most fundamentally the right
to reposscss the property if the debt remains unpaid during the bankruptey
proccedings. In Chapter 7, debtors arc often current on their mortgage or car
payments and simply continuc making the payments. Alternatively, debtors
will be required to rcaffirm the debt in order to keep the property. A reaf-
firmation is a legally binding promisc to repay the debt. These agreements
must be filed with the bankruptcy court. Sometimes debtors cannot afford to
keep the collateral. They may have been behind on payments when they filed
for bankruptcy or not be able to lcccp up with payments during or after the
bankruptcy. In these situations, the sccured creditor will repossess the col-
lateral {or foreclosc on the home). The creditor gets the property or its valuc
upon sale. A bankruptcy dischargc, howecver, means that the debtor will not
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owec the creditor the deficiency amount; this is any amount that remains duc
to the creditor after the collateral is sold.

Chapter 7 bankruptcics usually last only four months. The debtor files
the rcquircd papcrwork, the trustee reviews the casc, and the debtor reccives
a discharge from the bankruptey court. The discharge is an injunction that
forbids the debtor’s creditors from attempting to collect the discharged debts.
The discharge is powerful relicf, letting the debtor off the hook for many
common dcbts, including credit card bills, hospital and medical bills, and
deficiency obligations. A bankruptey discharge is not complete relict, how-
cver, from all financial problems. Student loans, certain tax debts, and some
obligations incurred shortly before bankruptey usually are not discharged.
Just as importantly, debtors emerge from Chapter 7 back into their regular
lives, having to make ends mect on whatever income they carn. Many debt-
ors continuc to struggle financially, largely because the majority of bankrupt
people have low incomes. ™

Chapter 13 bankruptcy operates on a different premise from Chapter 7.
Dcbtors can retain all of their property, rcgardlcss of whether the law cx-
cmpts it, but they in turn must commit to using all of the disposablc income
they have during the next three to five years to repaying their creditors. Some
debtors cannot file Chapter 13 because they do not have any income at all,
or morc commonly, thcy do not have cnough income to confirm a repay-
ment plan. The operative issuc in Chapter 13 is usually whether the debtors’
proposed treatments of their secured creditors are in accord with the require-
ments of bankruptcy law. Debtors must have cnough Income to kccp up with
payments on any property thcy want to kccp, such as their house or car,
and also to catch up on any missed past payments. While the law has some
flexibility to adjust the terms of these debts, it is fairly limited, especially for
mortgage debts. Successful Chapter 13 debtors need to have cnough money
to keep up with their regular, ongoing sccured debt payments; find addi-
tional money in their budgets to make up missed payments; and keep their
houscholds supplicd with food, clothing, gas, and other necessitics. Perhaps
becausc of these challenges, some Chapter 13 debtors do not confirm a re-
payment plan, cither dropping out of bankruptcy entircly or converting their
cascs to Chapter 7.°7 Many Chapter 13 debtors do confirm a plan but then
stumble as thcy try to malke the rcquircd payments for the three-to fivc-ycar
plan period. In Chapter 13, the discharge of unsceured debts docs not occur
until the end of the repayment plan. Only onc in three Chapter 13 filings
gets to this point.”® The norm in Chapter 13 is not discharge (the standard
outcome in Chapter 7) but instcad continued liability for unsecured debts,
along with temporary relicf during the attempted repayment plan.

Chapter 13 cases require more intensive court and trustee involvement.
The court must approve the Chapter 13 repayment plan, finding that it is
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feasible and that it provides the required treatment to secured and unsc-
cured creditors. If in the trustec’s judgment the debtor’s budget docs not look
rcasonablc or docs not proposc to pay all disposable income to unsccured
creditors, the trustec may object to the plan being confirmed. Courts arc also
often asked to rule on whether a sccured ereditor can ICPOSSCSS collatcral
or a casc should be dismissed. The trustce collects the debtor’s payments in
the repayment process, distributing them as appropriate to sccured credi-
tors, unsccured creditors, and the debtor’s attorney. The trustee will move
to dismiss the casc if the debtor misses payments.

In both kinds of bankruptcy, debtors file extensive paperwork—typi-
cally about fifty pages.”™ This paperwork is complicated and often completed
with the help of an attorney. It includes a petition with basic information
about the debtor, with the debtor’s signature indicating under penalty of
perjury that the paperwork filed in the casc is correct. The debtor also files
various schedules, which arc essentially lists of the debtors” assets, debts,
income, cxpenscs, and significant past financial events. These court records
arc public, but the court system requires a nominal fec and password for
somconc to access them clcctronically or a trip to the courthouse for some-
onc to scc them for free in person. Bankruptey is reported to credit-reporting
agencics and can stay on a debtor’s records for up to ten yc:u's.f’”

The complex legal choices and paperwork requirements of the con-
sumer bankruptcy system mean that legal fees are fairly expensive. In 2007,
the median Chapter 7 debtor paid $1,000; the median Chapter 13 debtor
paid $2,500.5" On top of these charges, debtors must pay about $300 in fil-
ing fees to the bankruptey court. In Chapter 7, the attorneys’ fees are paid
up front, usuaﬂy requiring debtors to save them up over scveral months or
to delay filing until they have some extra income, such as a tax refund. In
Chapter 13, debtors usually pay only a small fraction (often $200) of the
total attorncys’ fees at the time of filing. The attorney collects the rest in the
form of disbursements from the trustec duriﬂg the debtor’s repayment plzm.

Nearly everything just discussed is subject to dozens of exceptions, some
resulting from legal loopholes, but primarily because bankruptey practice
varics tremendously across the country. On paper, bankruptey is federal law,
codificd in Title 11 of the U.S. Code. Indeed, even back in 1787, the people
who drew up the U.S. Constitution rccognized that intcrstatc commerec
would neccessitate “uniform laws on the subject of bankruptcics throughout
the United States.”* In reality, however, the practices of judges, trustecs,
attorncys, and cven debtors themsclves 1vzu'§r.6'3 For cxamplc, Chaptcrs % and
10 in this bool describe variation in the proportion of pro sc (no attorncy)
cascs and in the fraction of cases that are Chapter 13s. The number of people
who have previously filed for bankruptey also varies by location, but an

cstimatc for the national rate of repeat filings is 8 percent.®
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Somc readers will notice that the centerpicee of the 2005 amendments
to the bankrup’ccy laws, the so-called means test, has not been mentioned
in the discussion thus far. This omission is intentional and reflects the fact
that the largcst discernable cffect of the means test scems to have been to
dramatically increcasc attorneys’ fees, rather than to force large numbers of
debtors to repay their debts. The basic thrust of the means test is to apply
standardized criteria to determine whether debtors have sufficient income
to repay their debts and thercfore should be forced to file Chapter 13 or
abstain from bankruptey relicf altogether. The financial profiles of bank-
ruptcy debtors did not changc dramatically because of the means test.®®
Most debtors have incomes that arc low cnough to allow them to remain
cligible for Chapter 7 bankruptcy, and most of the remaining group has
cxpenses that the law permits them to deduct to avoid being screened into
Chapter 13. Of coursc, we do not know how many familics may be deterred
from bankruptcy because of the means test. We sce only those who do file.
This is another reminder that people who file for bankruptcy represent only
onc scgment of people in financial distress; for every family who files for
bankruptecy, more familics narrowly scrape by without bankruptcy or hover

only one financial event from collapse into bankruptcy.

ADDITIONAL RESOURCES FOR THIS BOOK

This book has a website, www.sup.org/broke. It contains additional tables
and data for some chapters. The book is designed to be uscful as a reader
for a course in law or social stratification. The website contains two sample
syllabi that may be reproduced in their entirety or may scrve as modcels for in-
structors wishing to design their own courses around the book. One syllabus
is for an upper-class scminar in a law school; it contains descriptions of writ-
ing assignments and in-class exercises as well as a complete reading list for
the semester. The other syllabus is appropriate for a graduate course in public
policy, sociology, or similiar disciplines. Assigning one chapter for cach of the
twelve wecks of the course provides students with continunity of material
and exposure to different disciplines that study consumer debt issucs.



