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Financial distress is extraordinarily common in the
United States. More than one-third of Americans at
one time or another must deal with debt collectors,
and more than 1 in 10 will file for bankruptcy protec-
tion at some point during their lives. One reason is
that approximately one-quarter of U.S. households are
unable to come up with $2,000 to cope with an unex-
pected crisis such as an accident, medical emergency,
or the loss of a job in the household. As a result, there
is a widespread view among lenders and policymakers
alike that these households’ liquidity constraints are
the most important driver of financial distress, and that
debt relief will be most effective if it targets these short-

run cash constraints faced by workers and consumers.

But in a recent working paper published by the
Washington Center for Equitable Growth—
“Targeted Debt Relief and the Origins of Financial
Distress™—Princeton ~ University ~ economist
Will Dobbie and Jae Song of the Social Security
Administration find that there are no positive effects
for distressed borrowers from immediate payment
reductions. Instead, they find that the benefits of
debt relief targeting longer-term debt write-downs
enable borrowers to cope with unsustainable “debt
overhangs” and significantly improve their financial
health and labor market outcomes even when they

do not take effect for three to five years.

These findings have important implications for under-
standing both the growing levels of financial distress
in the United States and the optimal design of debt
relief programs such as those in place to avoid con-
sumer bankruptcy filings. The co-authors’ findings
also are germane to the health of the U.S. labor market
and the overall U.S. economy. The reason: consumer
debt relief programs that are better designed to help
distressed borrowers get back on their financial feet
over time help ensure that those workers are better
able to contribute positively in the labor market over
the long term and participate more actively in the U.S.

economy as consumers and investors.

The co-authors find that debt write-downs signifi-
cantly improved both financial and labor market out-
comes despite not taking effect for three to five years.
The most indebted borrowers who availed themselves
of this option were about 12 percent more likely to
finish a repayment program than the average bor-
rower and 9 percent less likely to file for bankruptcy.
They also were about 3 percent more likely to avoid
debt collectors and about 2 percent more likely to
remain employed. The positive effects of long-term
debt write-downs were also evident to a lesser degree
in these borrowers’ improved credit scores, their long-
term earnings, and their retirement savings via 401 (k)

defined-contribution pension plans.
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In sharp contrast, the authors find no positive effects
for heavily indebted borrowers from minimum debt
payment reductions that took effect immediately. In
fact, the chances of them meeting a debt collector at
their doors increased by more than 3.5 percent and
having to file for bankruptcy increased by nearly 7
percent. There also were no detectable positive effects
of minimum payment reductions on these borrow-
ers’ credit scores, employment, earnings, or 401 (k)
contributions. In sum, there is no evidence that these
borrowers benefited from minimum payment reduc-
tions; there is even some evidence that borrowers

seem to have been hurt by the payment reductions.

Key takeaway

There are significant positive effects of debt write-
downs but not minimum payment reductions for
heavily indebted workers and consumers. These
results run counter to the widespread view that finan-
cial distress is largely the result of short-run money
constraints, suggesting that there might be substantial
benefits to allowing credit card issuers to offer more
generous debt write-downs, which would require

changes to current banking regulations.

Study design

Estimating the effects of targeted debt reliefis challeng-
ing because most debt relief programs are designed to
address both short- and long-run financial constraints
at the same time. Consumer protection rules and
regulations, for example, offer both lower minimum
payments (to address short-run, cash-on-hand liquid-
ity constraints) and generous debt write-downs (to
address longer-run debt overhangs). As a result, it is
very difficult for researchers to predict the effects of
specific types of targeted debt relief or to understand
the relative importance of addressing short- or long-

run financial constraints alone.

The new working paper by Dobbie and Song over-
comes these challenges by using information from
an actual randomized field experiment matched to
administrative tax, bankruptcy, and credit records.
The experiment was designed and implemented by a

large nonprofit credit counseling organization, Money

Management International—the largest nonprofit
credit counseling agency in the United States—in the
context of an important but understudied debt relief

program called the Debt Management Plan.

Each year, Money Management International admin-
isters more than 75,000 Debt Management Plans that
result in the repayment of nearly $600 million in unse-
cured debt. Overall, Debt Management Plans enable
more than 600,000 individuals to repay credit card issu-
ers between $1.5 billion and $2.5 billion through these
repayment programs each year. The debt relief program
is one of the most important alternatives to consumer
bankruptcy in the United States. (See sidebar. )

SIDEBAR

Debt Management Plan primer

In the early 1950s, the first nonprofit credit counsel-
ing organizations were established to increase credit
card repayment rates and decrease the number of
new bankruptcy filings. Today, nonprofit credit coun-
seling organizations such as Money Management
International provide a wide range of services to
clients via phone and in-person sessions, including
credit counseling, bankruptcy counseling, and fore-
closure counseling. One of the most important prod-
ucts offered by nonprofit credit counselors is the Debt
Management Plan, a structured repayment program
that simultaneously repays all of a borrower’s out-

standing credit card debt over three to five years.

In exchange for enrolling in this repayment program,
credit card issuers will usually lower the minimum
payment amount to address short-run liquidity con-
straints and provide a partial write-down of interest
payments and late fees to address longer-run debt
overhangs. In most cases, credit card issuers will also
agree to stop recording the debt as delinquent on the
borrower’s credit report. Compared with making only
the minimum payment on a credit card, enrolling in a
Debt Management Plan will reduce the average bor-
rower’s monthly payments by about 10 percent to
1S percent and reduce the total cost of repayment by
about 20 percent to 40 percent. Following the negoti-

ations with the credit card issuers, the borrower makes
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one monthly payment to the credit counseling agency
that is disbursed to his or her creditors according to

the terms of the restructured agreements.

The minimum payment for each credit card account is
typically about 2 percent to 3 percent of the original
balance, although borrowers can make additional pay-
ments to reduce the length of the repayment program.
Creditors will usually allow borrowers to resume the
repayment program if they miss just one or two pay-
ments. But if a borrower misses too many payments
or withdraws from the program, then the remaining
credit card debt is usually sent for debt collection. At
this point, either the original credit card issuer or a
third-party debt collector will use a combination of col-
lection letters, phone calls, wage garnishment orders,

and asset-seizure orders to collect the remaining debt.

Borrowers can make these collection efforts more dif-
ficult by ignoring collection letters and calls, changing
their telephone number, or moving without leaving a
forwarding address. Borrowers can also leave the for-
mal banking system to hide their assets from seizure,
change jobs to force creditors to reinstate a garnish-
ment order, or work less so that their earnings are not
subject to garnishment. Most borrowers also have the
option of discharging the remaining credit card debt
through the consumer bankruptcy system. None
of these outcomes are good for the borrower or the

broader U.S. economy.

To help ensure that creditors benefit from their par-
ticipation in this repayment program, the counseling
agency screens potential clients to assess whether the
borrower has sufficient cash flow to repay his or her
debts over the three- to five-year period of the repay-
ment program but not enough to reasonably repay his
or her debts without the repayment program. In prac-
tice, potential clients who pass this screening process
have similar credit scores and financial outcomes as
bankruptcy filers but more adverse outcomes than the
typical credit user in the United States.

The participation of the credit card issuers in a Debt
Management Plan is voluntary, and card issuers may

choose to participate for only a subset of those bor-
rowers proposed by the credit counseling agencies. In
principle, a credit card issuer will only participate in a
repayment program if doing so increases the expected
repaymentrate, presumablybecause the borrowerisless
likely to default or file for bankruptcy. Consistent with
this view, individuals enrolled in a Debt Management
Plan are less likely to file for bankruptcy and less likely
to report financial distress than observably similar indi-

viduals who are not enrolled in such a plan.

Credit card issuers also can directly refer borrowers to
a credit counseling agency if the risk of default or bank-
ruptcy is particularly high. In the study conducted
by Dobbie and Song, approximately 15.5 percent of
the borrowers learned about Money Management
International from a credit card issuer. In comparison,
33.7 percent learned about the firm from an Internet
search, 19.8 percent from a family member or friend,

and 20 percent from a paid advertisement.

During the experiment, the two researchers evalu-
ated offers by Money Management International to
borrowers in both the treatment and control groups
of a different repayment program. Borrowers in the
control group were offered the status quo repayment
program that had been offered to all borrowers prior
to the randomized trial. Borrowers in the treatment
groups were offered a much more generous repay-
ment program that included a combination of two dif-

ferent types of targeted debt relief:

* Immediate minimum payment reductions meant

to address short-run liquidity constraints

* Delayed debt write-downs meant to address lon-

ger-run debt overhang

The additional debt relief provided to the treatment
group was substantial. The typical minimum payment
reduction for the treatment group was more than
$26—6.1S5 percent—Tlarger per month than that in
the status quo program, while the typical debt write-
down in the treatment group was $1,712—49.17

percent—larger than that in the status quo program.
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The economic magnitudes of the payment reductions
and debt write-downs in the treatment group were
also relatively similar as measured by the so-called net
present costs to the lender of approximately $440 for
the typical borrower.

The live, randomized experiment enabled the two
researchers to examine the effects on repayment,
bankruptcy, collections debt, credit scores, employ-
ment, and savings for borrowers who were able to
write down their debts, compared with those who
were able to take immediate minimum payment
reductions. The researchers find that the debt write-
downs significantly improved both financial and labor
market outcomes for those borrowers despite not tak-
ing effect until three to five years after the experiment.
For the most indebted borrowers, the probability of:

* Finishing a repayment program increased by
11.89 percent

* Filing for bankruptcy decreased by 9.36 percent
* Facing a debt collector decreased by 3.19 percent
* Being employed increased by 2.12 percent

The estimated effects of the debt write-downs for
credit scores, earnings, and 401(k) savings contribu-

tions are smaller but identifiable in the data.

In sharp contrast, the experiment found no positive
effects for heavily indebted borrowers from minimum
debt payment reductions that took effect immediately.
In fact, for these borrowers, the probability of:

» Filing for bankruptcy increased by 6.76 percent
* Facing a debt collector increased by 3.56 percent

There also were no detectable positive effects for
borrowers who had immediate minimum payment
reductions on credit scores, employment, earnings, or
401(k) contributions for any of the borrowers in the
authors’ sample.

In sum, there is no evidence that borrowers benefited
from the minimum payment reductions, and even
some evidence that borrowers seem to have been hurt

by the payment reductions.

For further details, please see:

«

Targeted Debt Relief and the Origins of Financial
Distress: Experimental Evidence from Distressed

Credit Card Borrowers,” by Princeton University
economist Will Dobbie and Jae Song of the Social
Security Administration, in the working paper series
at the Washington Center for Equitable Growth.
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