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In 2014, nearly 1million Americans filed for bankruptcy. That is far fewer than the
number who used to seek bankruptcy protection before the law was made tougher a
decade ago. It seems that this reform may have done more harm than good.

The aim of bankruptcy law is to give people relief from unpayable debts. Some
two-thirds of individual bankruptcies are due to a lost job. Many bankrupts need time to
get back on their feet. The old bankruptcy laws made it easy to wash away debts. That
irritated credit-card firms, so in 2005 the law was toughened. The idea was to shift people
to a Chapter 13 bankruptcy, where they would have to repay some of the debt.

The reform had a big impact. Recent studies suggest that this is not necessarily
helpful. Researchers look at Chapter 13 bankruptcies before the reforms of 2005. They
link half a million bankruptcy filings to tax records and use a novel technique to analyze
them. They argue that easier bankruptcy laws have good microeconomic effects. If a
creditor may no longer claim large chunks of a bankrupt’s salary, that may increase his
incentive to work. On average, those granted bankruptcy earned over $6,000 more in the
subsequent year than similarly-placed debtors who were rejected. In addition, it is also
found that bankruptcy reform caused the default rate on prime mortgages to rise 23%.



