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ABSTRACT:

Congress is considering adding special provisions to the Bankruptcy Code for individuals with medical
debt. The pending legislation creates preferential rules for “medical bankruptcies.”  The reform is based on
a premise that most consumer bankruptcies are caused by medical debt, so that most consumer bankruptcy
cases are “medical bankruptcies.”  The authors analyze this premise and show that although many debtors
have some medical debt, most debtors with medical debt are not “medical bankruptcies.”  The premise of
the pending legislation is shown to be nothing more than a classic case of “fallacy of composition” and the
reform will lead to abuse of the relief afforded under the Bankruptcy Code.

I. INTRODUCTION

Rhetoric is powerful.  It is particularly powerful in debates that invoke emotion, anger and raise serious moral
questions. Policymakers often latch on to facts asserted in a policy domain, whether true or not, and characterize them in
ways—through an effective use of rhetoric—to propel certain initiatives onto the agenda.  This is the case in the healthcare
and bankruptcy policy domains. Policymakers in both domains use data from their respective fields to advance reforms in
the other domain,1 often couching their arguments in terms of clear empirical causal connections.

For example, in the context of the healthcare reform debate, consumer bankruptcy reform has become a sub- issue.
In the 2009 State of the Union address Barack Obama said, “we must also address the crushing cost of health care.  This is a
cost that now causes a bankruptcy in America every 30 seconds.”2  The President took the rhetoric a step further to assert that
health care costs not only cause bankruptcy, but also will cause 1.5 million Americans to lose their homes.  President Obama
said, “[t]he crushing costs of health care causes a bankruptcy in America every 30 seconds. And by the end of this year, it
could cause 1.5 million Americans to lose their homes.”3 This assertion that healthcare costs are the cause of consumer
bankruptcy has been repeated over and over again, to such an extent that is accepted as fact without any qualification or
context placed on the assertion.4

The connection between healthcare costs and consumer bankruptcy has been used as a justification for several bills
pending in Congress that relax the requirements in the Bankruptcy Code for debtors with medical debts, i.e. “medical
bankruptcy.”  The problem is that the underlying justification –a clear causal connection between medical debts or healthcare
costs and most consumer bankruptcy filings is not as strong as the political rhetoric proclaims. Medical debt does not
necessarily lead to bankruptcy.  But rather, “[m]edical bankruptcy is at the extreme end of the spectrum of medical debt.”5

Nor does a debtor with medical debt necessarily warrant characterizing it as a medical bankruptcy.  Simply because some
debtors with medical debt may justifiably be characterized as a medial bankruptcy, does not mean all debtors with medical
debt are medical bankruptcies-a classic case of the “fallacy of composition.”6

The result is a legislative agenda in the bankruptcy policy domain that does not address the root causes of consumer
filings.  The medical bankruptcy reform proposed is a relaxation of the requirements for filing for bankruptcy relief for
debtors with medical debt. The reform does not address, assuming medical debts are the cause of the majority of consumer
bankruptcies, the root cause of unpaid medical debt.  Likewise, even if medical debt is not the root causal factor, but rather a
factor among many others such as divorce and unemployment, of consumer bankruptcy filings, medical bankruptcy reform
does nothing to mitigate the incidence of consumer filings.

This paper addresses the causal connection between medical debts and consumer bankruptcies, and the validity of
that linkage based on empirical research in the field.  Next we analyze, assuming medical bankruptcy is prevalent and
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widespread, the medical bankruptcy reform bills currently pending in Congress exploring the effectiveness of the substantive
provisions. Following this Introduction is an overview of the current state of consumer bankruptcy in the U.S. and a brief
summary of the medical bankruptcy reform.  Part III explores the empirical research on medical bankruptcies, the adequacy
of the current system, and problems with the reform. Part VI concludes with a review of policy implications and suggestions
for future research.

II. OVERVIEW  OF CONSUMER BANKRUPTCY AND PROPOSED MEDICAL BANKRUPTCY REFORM

A. Consumer Bankruptcy in the U.S.

Most consumer bankruptcies are under Chapter 7 or Chapter 13.7  Chapter 7 provides debtors, in most cases, a
discharge of their debts, provided they liquidate any non-exempt assets.8  Under Chapter 13 a debtor can retain its non-
exempt assets, in exchange for repaying a portion of its debts, at least as much as would be paid in a Chapter 7 case, through
a court approved repayment.9  After completion of the plan, the debtor will receive a discharge of the remaining unsecured
debts once the plan is completed.10

On October 17, 2005, the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (Reform Act)11 went
into effect.12 The Reform Act was the most significant overhaul to the Bankruptcy Code13 (Code) since 1978.14  The Reform
Act did not modify the two primary avenues for consumers to seek relief: Chapter 7 or Chapter 13.  However, the Reform
Act created procedural hurdles designed to limit the number of Chapter 7 filings by driving more individual consumer
debtors to Chapter 13 through a means test.15 Prior to the Reform Act individuals largely chose between Chapter 7 or
Chapter 13 based on the circumstances and legal consequences of the choice. Most consumer filings were under Chapter 7
and in most Chapter 7 cases there was no return to unsecured creditors. Debtors now must qualify for the relief they request.
In effect the system prior to the Reform Act was an income-tax type of system with debtors largely self reporting, but was
transformed into a welfare type system that requires documentation to qualify for the relief requested.16  The primary tool to
steer debtors from Chapter 7 to Chapter 13 is the means test.17

The means test requires an examination of the debtor’s monthly income in comparison with the median income in
the state they reside.18  If the debtor’s income is higher than the median income, then the debtor must complete a detailed
analysis of the debtor’s expenses to determine if the debtor has sufficient funds to repay creditors.19  If the debtor has
sufficient funds the case is presumed an abuse.20 Absent the debtor rebutting the presumption of abuse, the case is due to be
dismissed.21

B. Medical Bankruptcy Reform

Currently there are bills pending in both the House of Representatives and Senate, the Medical Bankruptcy
Fairness Act (“MBFA”),22 that create a special category of bankruptcy relief for medical debtors. The MBFA creates special
provisions for a newly defined class of Chapter 7 debtor, the “medically distressed debtor.”23

To be classified as a medically distressed debtor, an individual must fit into one of three situations.  First, an
individual that has incurred or paid $10,000 or 10 percent of their adjusted gross income in medical debt during any
consecutive 12-month periods in the 3 years prior to filing bankruptcy for the debtor, a dependent or non-dependent
immediate family member, which has not been paid by a third party qualifies as a medically distressed debtor.24  Second, if
an individual is a member of a household in which one of the household members lost their domestic support obligation
income due to a medical problem of the person obligated to pay the support for 4 or more weeks during any consecutive 12-
month period in the last 3 years.25  Third, an individual can be a medically distressed debtor if they lost work due to a medical
condition or for caring for a nondependent immediate family member for at least 30 days during any consecutive 12-month
period in the last 3 years.26

If a debtor qualifies as a medically distressed debtor they are afforded three specific protections not afforded to other
Chapter 7 consumer debtors.  First, the medically distressed debtor is afforded enhanced exemptions.27  Rather than being
afforded the real property exemption under the Code of $20,20028 or applicable state law,29 medically distressed debtors are
afforded a homestead exemption of up to $250,000.30 Second, the requirement of pre-petition credit counseling31 would be
waived for medically distressed debtors.32  And, third, the means-test,33 a cornerstone of the Reform Act,34 would not be
applicable to medically distressed debtors.35

III. FAULTY PREMISE: IS MEDICAL BANKRUPTCY REFORM REALLY NEEDED?

A. Medical Bankruptcy

Medical bankruptcy reform is premised on two purported facts: (1) a clear connection between healthcare costs and
most consumer bankruptcy filings, and (2) the assertion that the current consumer bankruptcy system is not providing



adequate relief to debtors with medical debt. On the first premise, it is clear that healthcare costs do contribute to filing
consumer bankruptcy.  Disagreement lies in degree of influence that medical occurrences have on consumer bankruptcy.

A 2005 study by Himmselstein and colleagues suggests that medical problems contribute to over half of all
consumer bankruptcy filings.36 This estimate is a bit extreme as it actually inflates the causal effect that medical issues
actually have on bankruptcy filing rates. Critics assert that Himmselstien’s definition of medical bankruptcy- any debtor with
$1000 or more in medical debt during the last two years of filing bankruptcy- is overly broad in light of average annual
private medical expenditures nearly $2500.37   The very low threshold required to be classified as a medical bankruptcy,
coupled without any distinction made for the magnitude of the medical debt in relation to other debts lead to coding many
filings as medical bankruptcies when in fact they may not really be medical bankruptcies.38

In 2006, Dranove and Millenson, in response to the Himmelstein study, suggest that medical related expenses more
likely contribute to around 17% of consumer filings, and that the Himmelstein study neglected to incorporate the effects that
job loss, existing debt, and housing costs have on filings.39 The key concern that Dranove and Millenson proffer is simple:
“All debt contributes to bankruptcy…[but]…Himmelstein and colleagues never establish the relative importance of medical
bills in bankruptcy…40

Other studies and reports shed doubt on the prevalence of medical bankruptcies.  The United States Trustee Program
reported that 90% of consumers filing for bankruptcy have medical debt of less than $5,000, accounting for only 13% of all
unsecured debt.41 A 2000 report of the Congressional Budget Office cites medical bills, divorce, loss of income related to
unemployment, and poor debt management as causal factors for bankruptcy filings.42

Judging from the evidence, the most likely case seems that individuals with existing debt are pushed over the
financial edge when a medical problem occurs.  Coupling the lost wages resulting from time away from work with the
addition of medical debt, as well as other exogenous factors, certain individuals may not be able to meet their existing
financial obligations, and subsequently file for bankruptcy protection.43  This suggests that a medical problem might
exacerbate an individual’s already tenuous financial picture to the point of bankruptcy, but does not suggest that medical
problems are that primary cause most bankruptcy filings.44

Even though there is not much agreement about the number of medical bankruptcies, it is crystal clear that the
rhetoric assertions that there is a medical bankruptcy every 30 seconds is simply not true.  The math is simple: “this would
mean more than 1 million per year [bankruptcies] when there were less than 825,000 actual American bankruptcies!”45

B. Adequacy of Current System

The second premise, that consumer bankruptcy is not providing adequate relief to medical debtors, is not clear.
Unsecured medical debts are treated exactly like other unsecured debts in Chapter 7 and Chapter 13.  In the typical Chapter 7
case unsecured debts, including medical debts, are discharged.46  In Chapter 13 medical debt is treated the same as other
unsecured debts.  Under a Chapter 13 plan unsecured debts may be paid back in full, in part or not at all.  The payments are
based on an analysis of income and expenses, a liquidation analysis, and ultimately based on what the debtor can afford.47

It has been argued that means test does not distinguish medical debtors from other debtors and are not given any
protection over and above other debtors.48  That is true.  All debtors with unsecured debt are treated the same under the
means test.  The means test is designed to serve as a filter to detect abusive cases based on an ability to repay unsecured
debts.  Only above-median debtors that are able to repay unsecured creditors would be subject to the presumption of abuse.
In that instance they would be dismissed or convert to Chapter 13 to repay some debts and receive a discharge of the
remaining unsecured debts, including medical debts.  Debtors with medical debt that are below the median income would not
be subject to the presumed abuse and would receive a discharge.  Above-median debtors that cannot repay would not be
subject to the presumed abuse and receive a discharge. It is only above-median debtors with the ability to repay debts that
will not receive a Chapter 7 discharge.  The can seek relief under Chapter 13.

There is no logical basis to permit debtors that can repay their debts to receive a discharge.  Whether the debt is
medical or not, is not the inquiry.  Debtors that can repay some of their debts should be required to do so.  And those that
cannot will obtain a discharge.   The current system is adequate and consistent with well entrenched bankruptcy policy that
balances a fresh start with the interest of creditors.49

C.  Problems with Medical Bankruptcy Reform

As outlined in Part II above, the MBFA modifies the treatment of a debtor classified as a “medically distressed
debtor.” Each area of reform will be addressed and the problems associated with each specific reform.

1. The Definition of a “Medically Distressed Debtor”

The MBFA definition of medically distressed debtor is overly broad and riddled with opportunities for
manipulation by debtors.  There are several ways to fit in this classification, but the primary way is for an individual to have
incurred or paid $10,000 or 10 percent of their adjusted gross income in medical debt during any consecutive 12-month



periods in the 3 years prior to filing bankruptcy for the debtor, a dependent or non-dependent immediate family member,
which has not been paid by a third party.50 The reality is that many debtors will fit in this category, even if they have a
relatively small portion of medical debt.  Sixty percent of debtors have between $24,000 and $36,000 in income and had on
average about $20,000 in credit card debt.51  Therefore, if typical filers had medical debt of $2,400 to $3,600, they would fit
into the category of medically distressed debtor even if they primary debts were consumer oriented debts.52

2. Enhanced Exemptions

The MBFA enhances the exemption rights for medically distressed debtors.  Rather than being afforded the real
property exemption under the Code of $20,20053 or applicable state law,54 medically distressed debtors will have a homestead
exemption of up to $250,000.55 The empirical research on the impact of homestead exemption levels and consumer filing is
mixed.56  Some research has shown that higher exemption levels actually lead to lower Chapter 13 rates and leads to higher
Chapter 7 rates.57  These results are logical because higher exemption protect the homestead from creditors so there is less of
a need to seek relief under Chapter 13 to keep a home if the equity is protected under the exemption.  Other research has
shown that higher exemption levels lead to higher consumer filings overall.58 The findings support the likelihood of MBFA
encouraging more Chapter 7 filings.  If more equity in a home is protected by filing bankruptcy than the typical state-level
exemption, then individuals will have an economic incentive to file for Chapter 7.  What will occur is that higher income
debtors, with greater equity positions in their homes, that can afford good legal counsel will be able to plan and strategically
position themselves to be able to qualify as a medically distressed debtor and retain assets, over and above what is necessary
for support and maintenance, that could be used to repay creditors.

3. Waiver of Pre-Petition Credit Counseling

The MBFA acts waives the pre-petition credit counseling that is required for most consumer debtors.59 Credit
counseling of consumers was intended by Congress to provide an opportunity to learn of the consequences of filing for
bankruptcy prior to deciding to actually file.60  Consumer debtors are required to obtain a certificate evidencing pre-petition
credit counseling prior to filing or meet a statutory exemption and fulfill the requirement within 30 days of filing.61  This
requirement can be waived in very limited circumstances, such as active military duty in combat zone, incapacity or
disability.62 MBFA adds the medically distressed debtor to the list of individuals subject to the waiver.

The argument for the waiver for the medically distressed debtor applies to virtually all debtors. Early anecdotal
evidence indicates that by the time consumers obtain the counseling, they are in such dire straits that bankruptcy is the only
viable alternative.63  If this anecdotal evidence is correct, the requirements should be eliminated for all debtors, not just the
medically distressed debtor.

4. Waiver of Means-Test

The fundamental purpose behind the Reform Act was to reduce the number of Chapter 7 consumer-bankruptcy
filings, which have continued to grow at dramatic rates each year over the last decade.64 The means test was designed to
hold people more accountable for their debts and give to creditors more of what they are owed.    The basic goal was to shut
the door on Chapter 7 for consumer debtors can afford to repay all or some of their debts.  Creating a special category for
medical debtors so they are exempt from the requirements of the means test, without any regard to whether the debtor can
actually repay some of their debts or considering the magnitude of the medical vs. consumer debt, is inconsistent with the
policy goals of implementing the means test in 2005.

Consideration of how the means test works is needed to appreciate the potential for abuse. A presumption of abuse
in Chapter 7 cases is determined by the debtor’s ability to repay a portion of general unsecured debts. This computation is
based on the debtor's current monthly income, less allowed deductions, utilizing an IRS standard for expenses.  If the debtor’s
current monthly income is at or below the median family income in the debtor’s state, there is no presumption that the debtor
is abusing the system.  If the debtor’s current monthly income is above the median family income in the debtor’s state, then a
presumption of abuse arises in two instances.  First, if the debtor's current monthly income minus expenses is greater than
$167, it is assumed that $10,000 over a 60-month period will be sufficient to fund a plan regardless of how much general
unsecured debt exists.  Second, if the debtor’s current monthly net income lies between $100 and $166.67 and the product
after multiplying by 60 results in at least 25% of the debtor's general unsecured claims, then it is presumed to be an abuse of
the relief system under bankruptcy. The presumption of abuse can be rebutted by showing special circumstances.

Medically distressed debtors would not be subject to this test at all, regardless of their income or the magnitude of
the other debts a debtor may have.  The MBFA would create a free-pass for such debtors.  Higher income debtors, those that
are currently subject the requirements of the means test, would be able to “walk away from not only their medical debts, but
also other debts such as credit card debts.”65

IV. CONCLUSIONS



We can all agree that healthcare costs are a causal factor of consumer bankruptcy.  Regardless of the disagreement
on extent of healthcare costs actually causing bankruptcy, if we step back from the rhetoric and assume that half of
bankruptcies are caused by illness or medical bills, bankruptcy law is not the problem.  Professor Warren, a co-researcher on
some of the most persuasive empirical studies showing a causal connection between healthcare costs and bankruptcy, wrote
that prior to the passage of the Reform Act in 2005:  “The problem is not in the bankruptcy laws.  The problem is in the
health care finance system and in chronic debates about reforming it.”66  This statement is as true today as it was then. Rather
than continually tinkering with the bankruptcy system, policymakers need to confront, in a meaningful way, the other policy
domains that are connected to bankruptcy.  Similarly, scholars need to focus on those policy connections in their research.67

As Professor Warren recognizes, healthcare reform should be a priority, but so should reforms that increase financial literacy,
increase access to high quality education or minimum wage laws.  The medical bankruptcy reform is just another incremental
reform to consumer bankruptcy that fails to address the root causes of consumer bankruptcy.   It is a reform that is based on a
fallacy of composition.  Such a reform is misguided and leaves the social safety net in the same tattered state as it found it.
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