Personal Bankruptcy Decisions

Before and After Bankruptcy Reform

University of North Carolina at Chapel-Hill

Center for Community Capital and School of Law

Mark R. Lindblad, Melissa B. Jacoby, Roberto G. Quercia, Sarah F. Riley

! please direct correspondence to Mark R. Lindblad <mark_lindblad@unc.edu> at the UNC Center for Community
Capital or Melissa B. Jacoby <mjacoby@unc.edu> at the UNC School of Law. Funding for this study was provided by
the Ford Foundation.



Abstract
We examine the personal bankruptcy decisions of lower-income homeowners before
and after the Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA)
of 2005. Econometric studies suggest that personal bankruptcy is explained by
financial gain rather than adverse events, but data constraints have hindered tests of
the adverse events hypothesis. Using household level panel data and controlling for
the financial benefit of filing, we find that stressors related to cash flow, unexpected
expenses, unemployment, health insurance coverage, medical bills, and mortgage
delinquencies predict bankruptcy filings a year later. At the federal level, BAPCPA

explains a decrease in filings over time in counties that experienced lower filing rates.
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Personal Bankruptcy Decisions of Lower-Income Homeowners

Personal bankruptcy filings increased five-fold from 1980 through October 2005, when
the Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA), the most dramatic
change to federal bankruptcy law since 1978, took effect and made filing for bankruptcy more
difficult. Although personal bankruptcies dropped following BAPCPA’s passage, filings have
risen with the housing downturn in 2006, the financial crisis of 2008, and tepid economic
conditions through 2010. To restore economic stability, particularly to housing markets that
continue to reel, many experts recommend that personal bankruptcy laws undergo further reform.
More narrowly, proponents of bankruptcy reform recommend a change in the law to allow the
restructuring of the mortgage of primary residences during bankruptcy proceedings as the most
effective way to deal with a fundamental fact that continues to weaken the recovery: one quarter
of all homeowners with mortgages owes more than their house is worth. Such a change to
federal bankruptcy law may particularly benefit low and moderate income and minority
homeowners with subprime mortgages, a group that has been disproportionally affected by the
foreclosure crisis. But critics contend that restructuring mortgages through bankruptcy will result
in a flood of bankruptcy filings from homeowners who are simply trying to gain a financial
advantage.

There is some empirical justification to this concern. In a pioneering study, Scott Fay,
Erik Hurst and Michelle J. White (2002) analyzed bankruptcy in the general population and
found that a measure of financial gain they developed (the financial benefit of filing) explained
household bankruptcy decisions. More specifically, Fay, Hurst and White found that a $1,000
increase in the financial gain from filing would raise the number of personal bankruptcies by 7%.
Their study made use of the 1996 Panel Survey of Income Dynamics (PSID), which was the first
household-level data set to include information on bankruptcy filings. The PSID contained
measures of life events and household wealth over time and supplied an essential feature: a
comparison group of non-filers. Other researchers took advantage of these data attributes and
produced a series of bankruptcy studies that provide a modern foundation for understanding the
household causes and consequences of personal bankruptcy. This contribution matters because

the PSID bankruptcy measure has a limitation: whether or not a household filed for bankruptcy



Bankruptcy Determinants 2003-09 Page |2

was asked retrospectively in 1996 rather than annually.? Thus, if a filer did not complete the
1996 survey, their bankruptcy was not captured. In fact, there is good reason to suspect that the
PSID underestimates bankruptcies. The bankruptcy rate in the PSID is about half the national
rate and it is much lower in the 1980’s than in the 1990’s (Filer 1l and Fisher 2005; Fisher 2005).
This pattern suggests that many bankruptcy filings were not captured due to panel attrition
during or prior to the 1996 survey administration. A second concern with the PSID bankruptcy
data is that measurement error resulted from a follow-up question which asked bankruptcy filers
to identify the year that they filed. In particular, analysts of the PSID bankruptcy data have
raised concerns that “households are more likely to misreport the year they filed the earlier they
filed” (Filer 1l and Fisher 2005, pg.841). Such bias in measurement error would affect PSID
bankruptcy findings because the year identified by PSID filers was used to match the timing of
their bankruptcy to measures of life events and household wealth that were captured during prior
administrations of the survey.

We address these data constraints in our current study. Whereas the PSID measured
bankruptcy retrospectively, the survey used in this study asks about filing behavior annually,
thus reducing concerns about the effects of panel attrition on the measurement of bankruptcy and
instilling greater confidence in how the timing of bankruptcy relates to life events. We make use
of the Community Advantage Panel Survey (CAPS), a household level panel data set that
contains comprehensive measures of life events, household wealth, and personal bankruptcy
decisions. The CAPS data set comprises low-to-moderate income (LMI) households that
compare favorably to a random national sample of LMI households who participated in the
Current Population Survey. When compared to the PSID, the CAPS data set contains more
Black, Hispanic, and female head of households. The greater share of minorities in the CAPS
data set corresponds to ongoing demographic shifts in the U.S. population (The Economist
2011). We follow a sample of LMI homeowners that earned, on average, 65% of their area-
median-income. Whereas Fay, Hurst, and White (2002) report that the bankruptcy rate of their
1984-95 PSID sample (.67 percent of households per year) was about half the national rate, our
CAPS sample over the 2003-2009 study period has a higher average filing rate (1.88 percent of

’The PSID data asked respondents in 1996 whether they had ever filed for bankruptcy, and if so, in what year(s).
Thus, a respondent who filed for bankruptcy in 1984 was not asked about the timing of that filing until 12 years later,
in 1996.
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households per year) when compared to the counties in which they reside (1.29 percent) and the
national bankruptcy filing rate (1.23 percent).

The goal of our study is to assess whether lower-income households file for bankruptcy
as a result of adverse life events such as unemployment and unexpected expenses. Adverse
events present a sensible and straightforward reason for why a household might file for
bankruptcy, but existing research suggests that alternate theories provide a better explanation. A
large body of work does supply compelling reasons to posit that adverse events influence
bankruptcy (Sullivan, Warren, and Westbrook 2000). A number of statistical analyses also point
toward adverse events as a precursor to household bankruptcy. However, all of these studies
either lack a comparison group or do not account for two alternate explanations identified by
Fay, Hurst, & White: the financial benefit of filing and aggregate bankruptcy rates. Fay, Hurst,
&White (2002) did specify adverse events as a third potential explanation, but they find that the
adverse events they tested (unemployment, health problems, and divorce) did not explain
personal bankruptcy.® Similarly, Fisher (2006) found that that divorce no longer predicted
bankruptcy after accounting for endogeneity.* To date, then, empirical studies have yet to
demonstrate, while controlling for the financial benefit of filing, that adverse life events affect
household bankruptcy decisions.

We address the incongruence with this study. We control for the financial benefit of
filing, aggregate bankruptcy rates, and a host of measures which assess bankruptcy filing risks
for borrowers and their mortgages. We find evidence that, for lower income households,
personal bankruptcy is explained by three adverse events: unexpected expenses that exceed
$500, spells of unemployment, and difficulty paying medical bills. We also find that personal
bankruptcy is affected by mortgage delinquencies, a lack of health insurance coverage, and
monthly cash flow as measured by a higher non-mortgage debt-to-income ratio. The effect of
these stressors in context of other plausible explanations stands in contrast to prior work.

As a second contribution, our analysis identifies a smaller effect for the financial gain
that typically results from filing for bankruptcy. Whereas Fay, Hurst, & White estimated models
which predict that a $1,000 increase in the financial benefit of filing would raise the number of

3 Fay, Hurst, & White report that divorce approached statistical significance, but they “find little support for the
alternative hypothesis that households file for bankruptcy when adverse events occur” (pg. 716).

* Fisher (2006) analyzed the PSID for years 1989-1995 while controlling for financial gain and aggregate bankruptcy
rates and found a single equation effect for divorce on bankruptcy that diminished to statistical insignificance in a
simultaneous probit model that jointly predicted divorce and bankruptcy.
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filings by 7%, we project a much smaller, 2.15% increase. These estimates suggest that the role
of financial benefit in motivating debtors to file for bankruptcy was more than 3 times stronger
for the general population in 1984-95 than it was for LMI homeowners in 2003-09. The smaller
financial benefit effect that we uncover may relate to our improved measurement of the
bankruptcy decision or the greater role of adverse events in the filing decisions of lower income
homeowners.

Our third contribution pertains to federal policy. The time period we study permits
assessment of household filing behavior before and after BAPCPA. We find that passage of this
federal bankruptcy law in 2005 interacted with aggregate bankruptcy rates. We measure
aggregate bankruptcies contemporaneously and locally, at the county level, in contrast to the
more distal, lagged state and court district levels analyzed in prior research. We find that the
effect of county bankruptcy rates on the household filing decision depends on BAPCPA such
that respondents were 20% more likely to file before BAPCPA took effect, given a county filing
rate of 1%.

In the remainder of this paper, we provide an overview of federal and state laws that
relate to personal bankruptcy. We then review empirical studies that predict bankruptcy and
identify motives that might lead households to file. We describe our database of lower income
homeowners and present an event history analysis for 2003-2009. We interpret how adverse
events, financial gain, aggregate bankruptcy rates, and federal bankruptcy reform all influenced
personal bankruptcy decisions in our sample of lower income homeowners. We conclude with

policy recommendations and suggestions for future research.

Personal Bankruptcy Law and the Bankruptcy Abuse Prevention and Consumer
Protection Act (BAPCPA)

Personal bankruptcy filings plummeted after BAPCPA took effect in October 2005. The
number of personal bankruptcy filings per 1,000 population had risen from steadily from 1.26
per thousand in 1980 to 2.87 per thousand in 1990 and to 4.54 per thousand in 2000 (Jickling and
Teefy 2010).° The bankruptcy rate then peaked at 6.92 per thousand in 2005 as debtors rushed to

> Jickling and Teefy (2010) report the number of filings per 1,000 population, whereas we follow Fay, Hurst and
White and report the personal bankruptcy filing rate as a percentage of households.
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file before BAPCPA took effect. After BAPCPA, in 2006, bankruptcy rates dropped to 1.98 per
thousand. Since 2006, filings have risen steadily again to a rate of 4.53 per thousand in 2009.

One major change brought about by BAPCPA was an income-driven means test that
requires the bankruptcy trustee to examine higher-income debtors and determine whether they
can repay some of their debts with future earnings (Lawless et al. 2008; White 2009). We apply
the income-driven means test to our study and find that 98% of our sample would pass below the
means-test threshold.® A second major change introduced by BAPCPA involved a new set of
requirements for both debtors and bankruptcy lawyers.” In response to the new requirements,
bankruptcy lawyers raised their fees. According to estimates provided by the Government
Accounting Agency, attorney fees increased by more than 50% as a result of BAPCPA (Jones
2008). This increase in attorney fees raised debtors’ cost of filing for bankruptcy. We capture
bankruptcy filing costs pre- and post-BAPCPA, and we apply them to our analysis.

In addition to reducing the overall rate of bankruptcy filings, BAPCPA was designed to
steer more filers toward a bankruptcy option that requires them to repay their creditors. Personal
bankruptcy law in the United States allows debtors to choose between a Chapter 7 or Chapter 13
filing, and Chapter 7 provides relief of unsecured debts, such as those from credit cards and
medical bills, in exchange for the forfeiture of the debtors’ non-exempt assets. In contrast,
Chapter 13 requires a repayment plan under which debtors apply their future income toward
repayment of their debts. A stated purpose of BAPCPA was to channel more debtors into
Chapter 13 bankruptcy filings.

Federal law governs both Chapter 7 and Chapter 13 bankruptcy options but allows
exemptions to be set at the state level. Personal property exemptions refer to basic necessities,
such as food and clothing. Homestead exemptions identify the maximum amount of home
equity that debtors who own property can protect from creditors. While personal property and

homestead exemptions protect assets, wage garnishment exemptions protect income. Garnishing

®We approximate the income driven means test with our annual data by comparing our respondents’ income
relative to their state median income. We also apply standard deductions for food, clothing, transportation, and
housing, according to criteria identified in section 707 of the Bankruptcy Code.

’ For debtors, BAPCPA requires submission of past tax returns as well as completion of two financial counseling
educational requirements: a credit counseling course before the debtor can file for bankruptcy and a financial
management course before the case can be discharged. The debtor must pay for these courses in addition to
attorney fees and the bankruptcy filing fee. The fees vary by counseling agency, but under the law, they must be
"reasonable" and reduced or waived if the debtor is unable to pay. For lawyers, BAPCPA requires new registration
and certification that debtors’ information is accurate. BAPCPA also makes bankruptcy lawyers subject to audits.
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wages is one way that creditors attempt to recoup debt, whereas filing for bankruptcy stops wage
garnishment®. About a third of states exempt all wages from garnishment, and about a fifth of
states allow between 0-25% of wages to be garnished. Roughly half of states defer to the
exemption specified in the federal wage garnishment law, which allows 25% of wages to be

garnished.®

Empirical Literature

Many researchers have observed that data limitations at the household level pervade
studies of bankruptcy and hinder our understanding of why households file (Fay, Hurst, and
White 2002; Kowalewski 2000; Li 2009; Lefgren and Mcintyre 2009). Given household data
limitations, bankruptcy studies typically examine aggregated rates of bankruptcy in a county or
state, rather than tracking household level events and whether certain individuals in the study
actually filed for bankruptcy. Of studies that do track individual filers, most lack a comparison
group of non-filers. A few studies have examined actual bankruptcy filings at the household
level while including a comparison group of non-filers and modeling changes over time, but all
of these studies either use the 1996 PSID bankruptcy question or do not account for household
wealth and life events. These shortcomings acknowledged, the review below covers empirical
studies that shed light on the causes of filing for personal bankruptcy. These causes can be
categorized as household-level factors, local conditions, and broader state, regional, and national
policies and practices.

Household Characteristics

A number of researchers have studied whether people file for bankruptcy as a response to
the financial illiquidity that accompanies unforeseen adverse events. Job loss and unemployment
directly affect income but were non-significant in two studies that included a comparison group
of non-filers (Domowitz and Sartain 1999; Fay, Hurst, and White 2002). Another study linked
divorce to bankruptcy through a single equation model, but this effect became non-significant in
a more rigorous, simultaneous equation specification that jointly predicted divorce and
bankruptcy (Fisher 2005). Health problems did not predict bankruptcy in the Fay, Hurst, and

8 Filing stops wage garnishment for unsecured debts but not for child support or criminal restitution.
° The federal wage garnishment exemption protects 75% of disposable earnings or 30 times the federal minimum
wage.
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White study, but other researchers have cited medical expenses as a key source of bankruptcy.
Warren, Sullivan, and Jacoby (2000) found that one out of four filers identified medical
problems as a reason for filing for bankruptcy. In a later study, Himmelstein et al. (2009) report
that 62% of filings were medical bankruptcies using a composite definition. Most of these
medical bankruptcies occurred among people who had health insurance. Using a nationally
representative sample of bankruptcy filers, Jacoby and Holman (2010) report that 29% of filers
specifically identify medical bills as a reason for bankruptcy. Domowitz and Sartain (1999)
created a comparison group of non-filers and through multivariate analysis found similar results:
medical debt had a stronger effect on bankruptcy filings than any other household variable.
Medical expenses, unemployment, and divorce can transpire concurrently. Such adverse events
may lead to income reductions, accumulated debt, and bill and mortgage delinquencies that
presage a bankruptcy filing.

Other household factors have also been found to predict bankruptcy. Credit score data
are not commonly available, but two studies found that higher credit scores were associated with
a lower likelihood of filing for bankruptcy (Dawsey 2001; Gross and Souleles 2002).

In terms of demographic trends, Sullivan, Warren, and Westbrook (2000) emphasized
that bankruptcy filers represent a cross section of society and that bankruptcy is common among
homeowners. Multivariate models have found that less educated, younger, and White
households are more likely to file (Fisher 2005, 2006). However, the general lack of household
data has meant that demographic variables, and in particular, race and ethnicity, have not been
well examined through statistical models.

A final consideration at the household level consists of the rationales that families use
when deciding whether to file for bankruptcy. Fay, Hurst, & White (2002) find that debts play a
larger role in bankruptcy than assets, and a simple but compelling view is that debtors focus
primarily on their ability to pay bills. From this perspective, debtors place less emphasis on their
assets and potential exemptions and instead confront their household’s cash flow. Thus, a
household’s debt-to-income ratio may play a role in determining whether a household files for
bankruptcy.

A more complex rationale is based on financial considerations such that households are
more likely to file for bankruptcy as their net financial benefit from filing increases. From this

perspective, households rationally consider whether to file for bankruptcy primarily according to
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the financial costs and benefits of doing so. Fay, Hurst, & White (2002) constructed a financial
benefit variable that accounted for three areas of household finance: a) the amount of unsecured
debt that would be forgiven during bankruptcy, b) wealth and assets including secured debts such
as mortgages and car loans, and c) exemptions afforded under bankruptcy, including vehicle
equity, home equity, and personal property. Fay, Hurst, & White used the Panel Survey of
Income Dynamics (PSID) to analyze data from 1984-1995. They found that households file for
bankruptcy as their financial benefits from doing so increased.

Local Conditions

Local community conditions affect households, and several might impact the personal
bankruptcy decision. Most notable is the local unemployment rate, which provides an indicator
of local economic conditions and has been shown to increase the rate of bankruptcy filings
(Edmiston 2006). A second factor is the bankruptcy filing rate within geographic areas. The
filing rate within court districts has been found to increase filings among individuals (Fay, Hurst,
and White 2002). Geographic variation in bankruptcy filing rates may reflect differences in the
way bankruptcy law is administered or could serve as a proxy for the stigma of bankruptcy.
Many bankruptcy studies incorporate additional local measures such as the county’s divorce rate
or the percentage of minorities, but these variables typically enter analyses as proxies when
household level data is not available.

Policy Levers

Bankruptcy rates vary widely by region, state, and federal judicial districts'®, and reasons
for this geographic variation are not well understood. As previously noted, two state-level
policies that might explain bankruptcy are wage garnishment and homestead exemptions
(Dawsey 2001; Edmiston 2006). Residents in states with lower exemptions would seem more
likely to file for bankruptcy in order to stop wage garnishment. This pattern was confirmed in
research by Edmiston (2006), who found that the rate of bankruptcy increased as wage
garnishment exemptions decreased. Similary, Lefgren and Mclntyre (2009) analyzed state
differences in bankruptcy filing rates using zip-code level data and found that states with lower
wage garnishment exemptions had higher rates of bankruptcy filings.

10 There are 94 federal judicial districts, including at least one district in each state. Bankruptcy courts are separate
units of the district courts. Federal courts have exclusive jurisdiction over bankruptcy cases.
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Higher homestead exemptions protect more assets and thus provide more financial
benefit when filing. Consequently, states with higher or unlimited homestead exemptions would
be expected to have higher rates of bankruptcy filings. One study found that exemption levels
explained little of the state variation in bankruptcy rates (Lefgren and Mclintyre 2009). Another
study reported that higher homestead exemptions do increase state bankruptcy filing rates
(Edmiston 2006).

Bankruptcy Filing Motives

Studies of bankruptcy filers suggest that some debtors file for bankruptcy to address cash
flow difficulties that have resulted from expenses related to unforeseen adverse life events such
as medical problems. However, because these studies lack a comparison group of non-filers, they
do not provide a rigorous test of causal inference. Only the Domowitz and Sartain (1999) study
analyzed the effect of medical expenses with a comparison group of non-filers, and their models
do not account for a key explanation that has received empirical support: the financial gain that
typically results from filing for bankruptcy (Fay, Hurst, and White 2002). The financial gain
perspective presumes that debtors approach their insolvency by considering how their debts and
income relate to their assets and exemptions, and file when bankruptcy provides a net financial
benefit. Whether this financial gain perspective applies to lower-income populations is not
known. Similarly, further study is needed to properly assess the role of adverse events. In fact,
what remains unclear for lower-income populations is the degree to which personal bankruptcy
is a decision made for financial gain, a response to unforeseen adverse events, or some
combination of these and other factors.

The financial gain and adverse events perspectives have parallels in the mortgage
delinquency literature. In a review of this literature, Quercia and Stegman (1992) emphasized
that the amount of equity in the home is a key factor in determining a borrowers decision to stop
mortgage payments (Foster and Van Order 1984). A lack of home equity limits the ability of
borrowers to exercise other options such as sale or refinancing. Borrowers who cannot sell or
refinance their home can opt to relinquish their home to the lenders by defaulting on their
mortgage. However, most borrowers who lack equity do not default; consequently, negative
equity is considered a necessary but not sufficient condition for default. Instead, adverse life
events typically induce borrowers to reassess the desirability of continuing to make their

mortgage payments. Thus, borrowers are likely to default on their mortgage when they both lack
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home equity and experience adverse events such as job loss that lead to financial illiquidity (U.S.
Department of Housing Urban 2010). Applied to bankruptcy, the option theory of mortgage
default provides support for the financial gain perspective that households are more likely to file
for bankruptcy when debts, especially negative home equity, exceed assets. However, the option
theory also suggests that households that experience adverse events should be more likely to file.

The research of Fay, Hurst, & White (2002) provides insight into how the financial gain
and adverse event explanations affected personal bankruptcy decisions from 1984-1995. While
they find support for the financial gain approach to personal bankruptcy, the authors note that “a
much larger proportion of households has a financial incentive to file for bankruptcy than
actually files each year” (page 712). This important finding indicates that factors other than
financial incentive play a major role in determining whether or not to file for bankruptcy.

Indeed, the fact that the majority of PSID debtors who would benefit financially from filing
nonetheless did not file suggests that financial benefit is at most a necessary but not sufficient
condition for filing bankruptcy. A key unresolved question, then, is why more of the debtors
who would benefit from filing for bankruptcy do not exercise their bankruptcy option, especially
when experiencing adverse life events.

One reason why more people do not file for bankruptcy may relate to social stigma; that
is, many of the debtors who would benefit financially by filing for bankruptcy nonetheless do not
file because bankruptcy is socially undesirable. Social stigma is difficult to measure, however,
so researchers typically analyze stigma using the proxy of bankruptcy filing rates at the court
district and state levels. Using such proxies, several studies infer that the stigma of bankruptcy
declined over the past three decades and contributed to the rise in filings since 1980.

Another reason why more people do not file for bankruptcy may lie in financial safety
nets. Debtors may know someone who can loan them money in an emergency. Other
households may have emergency funds available to them through personal savings. We test
whether such financial safety nets reduce the likelihood of filing.

Finally, the costs of filing for bankruptcy may discourage many debtors. For indebted
households that are struggling to pay bills, bankruptcy filing costs may seem prohibitive,
especially among lower income households who are financially constrained. Low and moderate
income households who own homes and hold mortgages face additional payment burdens in the

form of home repairs, property taxes, and other associated costs of homeownership. The past
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decade has brought further risks including subprime mortgage loan products as well as decreases
in house prices and home equity. Unfavorable macroeconomic trends have magnified the
challenges for LMI homeowners, created additional economic stressors, and increased mortgage
delinquencies as well as bankruptcy filings. In this context, we examine whether LMI

homeowners are more likely to file for bankruptcy as a result of adverse events.

Methods

Data

We examine the incidence of bankruptcy filings with data collected for the Community
Advantage Program (CAP). CAP began as a secondary mortgage market program developed out
of a partnership among the Ford Foundation, Fannie Mae, and Self-Help, a leading community
development financial institution in North Carolina. The goal of this program is to purchase
conventional, fixed-rate prime mortgages originated to LMI families who, given their credit
profile, would have otherwise received a sub-prime mortgage or been unable to purchase a home

at all.*

Mortgages have to meet one of the following criteria for consideration: 1) borrowers
have an annual income of no more than 80% of the area median income (AMI), 2) borrowers are
minority with an income not in excess of 115% of AMI, 3) borrowers purchased the home in a
high-minority (>30%) or low-income (<80% of AMI) census tract and have an income not in
excess of 115% of AMI. By the end of 2004, more than 28,000 mortgages had been purchased.
Data come primarily from the Community Advantage Panel Survey (CAPS), whose
participants were drawn from the Community Advantage Program described above. The study
sample follows a national database of 3,743 homeowners who participated in a baseline
telephone survey and were eligible for annual follow-up surveys. The purpose of the panel
survey is to gather detailed longitudinal data about the housing experiences of low-to-moderate
income borrowers. The survey effort collects comprehensive demographic and household data

in addition to financial and social behaviors*?. Addresses are geo-coded each year and linked to

! In practice, 11% of CAP borrowers had origination credit scores above 640, debt-to-income ratios less than 38%,
and loan-to-value ratios less than 90%; these borrowers may well have been able to secure traditional financing for
home purchase. Moreover, an additional 60% of CAP borrowers met two of these criteria at origination.

2 Survey data was collected by RT! International and the UNC-CH Survey Research Unit.
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data available from the U.S. Bureau of the Census and the Administrative Office of the U.S.
Courts. We also matched household survey responses to borrower and loan-level data at the time
of mortgage origination. Mortgages were originated as home purchase loans between 1999 and
2003 with fixed interest rates and without prepayment penalties or balloon payments.
Sample

The starting point for our sample is 3,708 households that responded to the baseline
survey.™® Our survey targets the head-of-household, who at baseline averaged 33 years old, had
lived in their CAP-mortgaged home an average of 1 year and 4 months, and had a median
household income of $32,500. The average household earned 62% of the median income of the
household’s MSA. The baseline sample was 54% female and nearly 40% minority. Less than
half (46%) were married while another 11% were living with an unmarried partner. At baseline,
22% had never been married while 20% were divorced, widowed, or separated. Roughly half of
respondents (53%) had one or more children living in the home. Our final sample consists of
16,785 person-years over the 2003-9 study period.'*

Representativeness

Data from the Community Advantage Panel Survey compare favorably to a random
national sample. Riley, Ru, and Quercia (2009) compared baseline CAPS demographics with a
sample of low-income homeowners who participated in the 2003 Current Population Survey.
Results show that the CAPS respondents are similar to low-income and minority Current
Population Survey respondents with respect to household income, minority representation, and
household size distributions. CAPS respondents overrepresent the South and are more educated
and more attached to the labor force than comparable Current Population Survey respondents.

We also compared CAPS data to the Panel Study of Income Dynamics (PSID). Table 1
displays descriptive statistics from the CAPS and PSID datasets for five different samples. The
three ‘All’ columns show head of household demographic characteristics for homeowners in
CAPS 2003, PSID 1996, and PSID 2003. The 2003 PSID lacks data on bankruptcy decisions,
but provides temporal comparability to our CAPS 2003 baseline survey. The 1996 PSID
contains the data on household bankruptcy filing decisions that Fay, Hurst, and White (2002) and

3 We removed 35 survey respondents for whom we do not have mortgage loan origination information; none of these
respondents reported filing for bankruptcy.

“ Interview dates follow but do not exactly correspond to calendar year, particularly at baseline. One-third of baseline
interviews were completed in 2001 or 2002. To ease interpretation, we henceforth define these earlier baseline
interviews as 2003. Correlations between interview date, calendar year, and survey wave exceed .93.
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others have analyzed. Because our study focuses on homeowners and mortgages, we limit the
PSID data to 1996 and 2003 homeowners.

Table 1 indicates that the CAPS sample provides a larger representation for females
(46%) and minority (39%) head of household homeowners when compared to the PSID sample
of homeowners (23% and 11%, respectively). The CAPS sample is 15.8% Latino compared to
4.3% in the 2003 PSID and .2% in the 1996 PSID. This greater share of minorities in the CAPS
sample corresponds to ongoing demographic shifts in the U.S. population (The Economist 2011).

Respondents to the baseline 2003 CAPS sample had a much lower median income
($32,500) when compared to the median income of 2003 PSID homeowners ($58,000). CAPS
respondents were also younger and had a median age of 33 years in 2003 while PSID
respondents had a median age of 51 in 2003. The CAPS 2003 sample is more attached to the
labor force than the PSID samples because of greater retirement in the PSID. This labor force
difference affirms comparisons between CAPS and the Current Population Survey reported
earlier.

Table 1 also displays select demographic characteristics for bankruptcy filers. The two
‘Filed’ columns show race/ethnicity and gender percentages for two samples: the 315 CAPS
homeowners who reported filing for bankruptcy in years 2003-09 and the 148 PSID homeowners
who reported filing for bankruptcy in years 1984-1995.> We report only race/ethnicity and
gender because the other demographic features change over time. Comparable percentages of
Whites filed for bankruptcy in both the CAPS (62%) and PSID (64%) samples although the
PSID sample contains a much higher proportion of Whites (89%). Both samples also show
similar percentages of Black filers (CAPS, 28%; PSID, 32%) and that a higher percentage of
Blacks filed for bankruptcy when compared to their overall percentages. A more pronounced
difference between datasets emerges for Latinos. Nearly 16% of the CAPS sample is Latino, yet
Latinos comprise less than 8% of CAPS bankruptcy filers. The 1996 PSID bankruptcy data does
not contain a substantial portion of Latino homeowners. The lack of Latino sample for the 1996
PSID bankruptcy data is noteworthy given that our analysis will show that Latinos were much
less likely than Whites to file for bankruptcy.

Both CAPS and PSID samples contain head of household gender proportions that are

equally distributed across bankruptcy filers and non-filers. The percentages shown in Table 1 do

> These years match the period examined by Fay, Hurst, and White and others.
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indicate that more females filed in CAPS (47%) than in the PSID (24%). However, this gender
difference appears to reflect the higher proportion of female head of household homeowners in
CAPS (46%) than in the PSID (23%) rather than the decision to file for bankruptcy.
Specification

We let P;; be the conditional probability that household i files for bankruptcy in year t,
given that the respondent has not already experienced a bankruptcy during the 2003-9 study
period. Although we lag most covariates at time t-1 to assure temporal precedence, we expect
some covariates to have a contemporaneous impact on the bankruptcy decision at time t. Our full

model says that P;; relates to covariates as follows:
Pie =& (Xie—1B + Zy6)

where @ is the cumulative normal density, where X is a vector of all independent variables at
time t-1 and B is a corresponding set of coefficients, and where Z is a set of independent
variables at time t and § is a corresponding set of coefficients. The vector X comprises lagged
values for features of the mortgage loan at the time of mortgage origination as well as measures
of borrower risk both prior to and during the study period; demographic variables including age,
race, and education; and life events in the prior year including adverse events within the
household. The vector Z comprises contemporaneous variables including each household’s
financial benefit of filing and factors outside the household including economic conditions,
bankruptcy rates, and policy levers. We describe all measures in the next section.
Measures

Our survey asked respondents whether they filed for personal bankruptcy since their last
interview. Respondents who reported filing were then asked when they filed (month and year),
how much it cost them to file, and the amount of their debt at the time of filing. Table 3
summarizes this information by year and shows that the database contains a total of 315
bankruptcy filings between years 2003-9.

Tables 4 & 5 display descriptive statistics for continuous and categorical variables,
respectively. The tables identify whether each measure varies over time and how we expect
values to affect the likelihood that respondents will file for bankruptcy. We grouped the

independent variables as follows: 1) risk, 2) demographics, 3) life events, 5) financial gain, and
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6) external forces. Risk (1) includes features of the mortgage loan that have been shown to affect
mortgage performance. The home is our respondents’ largest purchase, and mortgage loan
characteristics may also affect household bankruptcy decisions.*® The timing of home purchase
can affect mortgage performance, so we include dummy variables for the year in which the loan
was originated.'” We test the original loan-to-value ratio of the mortgage, which identifies how
the respondent’s mortgage downpayment compared to the value of the home at the time of
purchase. The Community Advantage Program did not require large downpayments, and our
baseline sample has a median original mortgage loan to house value ratio of .97 (standard
deviation of .083).2® Because smaller mortgage downpayments could signal that a borrower is
more financially constrained, we anticipate that higher original loan to value ratios may predict
bankruptcy.*®

We also examine a mortgage origination measure that relates the borrower’s monthly
debt-to-income cash flow. The front-end ratio denotes the percentage of household income that
is devoted toward mortgage payments at mortgage origination. The back-end ratio specifies the
portion of the household’s monthly income that goes toward paying all debts. We combine the
front-end and back-end ratios by subtracting the front-end (debt-to-income) from the back-end
(mortgage-to-income). Doing so provides a single, time-invariant measure of each household’s
monthly non-mortgage debt-to-income ratio at mortgage origination.?’ We expect a higher
unsecured debt-to-income ratio to predict bankruptcy.

Risk includes three additional measures assessed prior to the bankruptcy risk period. We
categorize borrower’s credit score at mortgage origination according to standard credit score
buckets; we expect a higher rate of bankruptcies among lower credit score buckets. We test
whether the respondent received homeownership counseling because counseling prior to home
purchase may provide financial education that improves household financial decisions and

1°|oan servicing can affect mortgage performance, but we find that our eight category dummy variable for servicers
does not predict bankruptcy (not shown). For space considerations, we hereafter drop loan servicing.

" We combine some origination year categories due to the small portion of loans in the tails and to reduce
multicollinearity. We exclude the original interest rate due to its collinearity with origination year.

¥ We multiply original loan to value ratios by 100 to ease interpretation.

9 Mortgage delinquency is more directly influenced by current home equity, which we capture and include within the
financial benefit of filing measure.

20 \We do not include a contemporaneous measure of monthly debt-to-income flow because our annual survey data
lacks full information on the monthly payment of some bills.
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consequently reduces bankruptcies.?* We also test prior bankruptcy filing, which comes from a
survey question that asked whether or not the respondent ever filed for bankruptcy prior to the
origination of their CAP mortgage. If filers exhibit a proclivity toward bankruptcy, then prior
bankruptcy filings will be positively associated with later bankruptcies.

While the previous variables were assessed prior to the study period, we also measure
risk in our 2003-9 surveys. We capture whether any household members lacks health insurance
each year. Although studies indicate that medical bankruptcies often occur among people who
have health insurance, health insurance coverage may nonetheless reduce bankruptcies by
decreasing expenses incurred due to medical problems. When medical or other emergencies do
occur, financial reserves can safeguard households from financial shocks. Conversely, a lack of
financial reserves places borrowers at risk when money is needed quickly. As a measure of
borrower risk, we assess how the amount of savings and assets that respondents say they could
quickly access in an emergency relates to their monthly housing payment.?* We test whether the
borrower is a single-female head-of-household because some evidence suggests that these
respondents have fewer resources, face greater challenges, and may be more likely to file for
bankruptcy (Warren, Sullivan, and Jacoby 2000). We also assess whether the respondent
dropped out of high-school or college before or during the study. Drop-outs may experience
greater difficulty with employment and career mobility, and be more prone to bankruptcy.
Finally, we test self-employment as a proxy of financial risk-taking that may lead to a higher rate
of bankruptcy.?®

Demographics (2) identify respondent characteristics such as age, race/ethnicity,
education, married/partner status, whether any children live in the home?*, and household
income. Based on prior work, we expect older and higher educated respondents to have a lower
incidence of bankruptcy, while respondents with children in the home should be more likely to

experience bankruptcy. We test partnered and married relationships separately, and we expect

21 Homeownership counseling was assessed with the following question: “Before buying a home, some people
complete homeownership education programs, also referred to as homeownership counseling, or homeownership
training. These programs may include homeownership classes, phone counseling and/or completing educational
workbooks about homeownership. Did you complete any such homeownership education before buying your home?”
22 Respondents whose savings and assets fall below one month of their housing payment are coded as 0. Respondents
whose emergency assets fall between one-to-two months’ worth of housing payments receive a 1 and those whose
emergency assets exceed two months’ worth of housing payments are coded as 2.

8 Self-employed business owners can also discharge business related debts through bankruptcy.

#\We use a binary measure because results do not change when measures account for more than one child.
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that widowed, separated, or divorced respondents will be more likely to file for bankruptcy than
married respondents. We also anticipate that bankruptcy will be less likely among those
respondents who have a family member who would loan them money (equivalent to their
monthly housing payment) if they were faced with an emergency and unable to cover the costs
with their own savings. We do not expect household income to affect the bankruptcy decision
because income is not related to the financial benefit of filing (Fay, Hurst, and White 2002) and
because we include a measure of negative income. However, the role of income in the
household filing decision has not been firmly established, so we include income in the model to
consider potential effects.

We also construct a measure that combines the respondent’s house payments and
mobility over time. Because house payments and mobility are often intertwined, we create a
time-varying categorical dummy variable that incorporates mortgage delinquencies and
prepayment behavior via refinancing and selling/moving. A small portion of respondents
experienced a mortgage delinquency, and we create a category that identifies whether or not a
mortgage delinquency occurred within each year. Borrowers bear responsibility when their
mortgages go delinquent, but whether a delinquent loan results in a foreclosure sale can reflect
lender practices, state laws, foreclosure prevention programs, and other factors unrelated to the
borrower. Consequently, our house payment measure combines foreclosures with mortgage
delinquencies. We measure mortgage delinquency using CAP mortgage performance data and
survey questions that ask whether the respondent has been late making a housing payment. We
do not know the severity for all self-reported house payment delinquencies (whether 30, 60, or
90-days late), so