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ABSTRACT

THREE ESSAYS ON CONSUMER BANKRUPTCY AND EXEMPTIONS

Richard Mark Hynes
Stephen Morris

This dissertation examines the economic effects of state and federal laws, commonly
known as bankruptcy exemptions, which protect the assets of a debtor who defaults on
his debts. Chapter 1 examines these laws in the context of the costly state verification
literature. Chapter 2 uses cross-sectional and time series variation in these laws to
improve upon a literature which asks: 1) Do larger exemptions lead to higher
bankruptcy filing rates? and 2) Do larger exemptions affect the choice of bankruptcy
chapter? Chapter 3 uses similar techniques to examine the effect of these laws on the
home mortgage credit market. Chapter 1 demonstrates that because many exemptions
may be waived through the use of secured credit, large exemptions, by themselves, do
not necessarily lead to a sub-optimal contract. Chapter 2 finds that while the use of
cross-sectional and time series variation leads to greater support for the proposition
that larger exemptions lead to higher filing rates, this result is not as strong as one
might expect. Several reasons are given for this result. Among the reasons not cited in
the previous literature is the fact that many exemptions protect the assets of a
defaulting debtor who does not file for bankruptcy and thus do not necessarily make
bankruptcy relatively more attractive. In contrast to previous papers which examine

credit generally, Chapter 3 finds that large homestead exemptions do not increase the



probability of denial or the interest rate on home mortgage loans and may, in fact,
reduce both of these variables. While personal property exemptions may lead to a
higher probability of denial and increased interest rates, this effect does not appear to
be economically significant. This conflict with the previous literature most likely stems
from the seniority of the mortgage with respect to the home which insulates the

mortgage from many of the adverse consequences of exemptions.



TABLE OF CONTENTS

Introduction .. ... ... 1
The Law of Exemptions . . ... .. ... .. ... .. ... .. 4
Source and Variety of Property Exemptions . . ... ... ... ... ... ... .. .. 4

The Importance of Exemptions Outside of Bankruptcy . . .. .. ... .. ... .. 8
Alternatives Methods of Shielding Assets .. . ... ... ... ... ... ... . .. 12
Bankruptcy and Property Exemptions .. .. ... ... ... ... ... .. ...... 14
Chapter 7 Straight Bankruptey . .............. ... ... ... .. ... 14

Chapter 13 Wage EarmnersPlan . ... ... .. ... ... ... . .. . .. 18

Retroactive Application of Exemptions . .. .. .......... ... ... .. 19
Pre-Bankruptcy Planning ... ... ... ... ... ... ... . ... .. .. .. 21

Conclusion . . ... ... . .. 22
Chapter 1: Secured Credit and the Unlimited Homestead Exemption ... .. ... ... 23
Specifying the Optimal Contract . . . . ... ... ... .. ... ... ... ... .. 28
Defining the Problem .. ... ... ... ... ... ... ... ... .. 28

Borrower’s Problem . ... ... ... ... ... ... ... .. ... .. ... ... .. 30

The Elements of the Optimal Contract . ................... ... 31

Replicating the Optimal Contract in an Idealized Bankruptcy System . .. ... 33
Modified Schwartz Theorem ............... .. ... .. .. ... .. 33

Replication of the Optimal Contract .. .................... ... 34

vii



Relaxing the Assumptions ... ... ... ... .. ... . ... . ... ... . ........ 38
Assumptions that Do Not Affect the Irrelevancy or Optimality Results

39

~
A
<

»*
4

O

All Creditors Can React to the Presence of Secured Credit . . 3

Assumptions Necessary For the Optimality of Unlimited Exemptions

Relative to State Contingent Exemptions . .............. 42
Human Capital is Constant . . ... .. ... . ... ... .. ... ... 42
Courts Enforce the “Optimal” Verification Region ... ... .. 43
Exemptions Are Available Only in Bankruptcy . ....... ... 48
Assumptions Central to the Analysis . .. .......... ... ... ... .. 49
Creditors Can Refuse to Grant Credit . .......... ... ... . 49
No Restrictions on the Use of Secured Credit . ... ... . .. 50
Pre-Bankruptcy Planning is Sufficiently Limited . . . . . 5t
Creditors Know the Debtor’s Debt, Preferences and Income
Distribution . . .. ... .. ... ... ... .. .. ... . ... . 54
g is Sufficiently Large . . .. ... ... ... .. .. .. ... ... ... 54
Debtors Are Aware of £, and Contracting is Costless . . . . . . . 55
Conclusion . . ... . 57
CHAPTER 2: EXEMPTIONS AND THE FILINGDECISION . . ... ... ... .. .. .. ... 39

Do Generous Exemptions Lead to Higher Default and Bankruptcy Rates, and a

viii



Greater Fraction of Bankrupt Debtors in Chapter 77 .. ... ... ... .. 63
Exemptions May Alter the Credit Market and Collections Efforts . . . 63
A Debtor May Only Exempt the Property That HeHas . . . ... ... .. 65
Exemptions Have Significance Outside of Chapter 7 . ... ..... .. .. 66

Anti-abuse Provisions in the Code May Prevent Excessive Filings . . . 73

The Option Value of Not Filing May Increase in the Exemptions ... 74

Additional Empirical Difficulties . . ... ........ ... ... ... ... . ... . ... 75
Omitted Variables . . . .. .. ... ... ... ... . . .. . . ... . ... .. ... .. 75
Codifying the Exemptions . . . ............................. . 7

Inconsistency in the Previous Literature . ........ ... .. . . 78
Problems with Specifying the Generosity of Exemptions . ... 79

Exemptions Vary by the Characteristics of the Debtor

................................... 79

Special Considerations Relating to the Homestead
Exemption ............. ... . ... ... . ... 79
Wildcard versus Specific Exemptions . . ... ... ... . 80
Stacking ......... ... .. .. . ... . ... ... .. ... 82
ContractsClause . . .......................... 82
Unlimited Exemptions ... .................. ... 84

Some Exemptions are Available Outside of Bankruptcy

X



FilingRate ......... ... .. ... . .. . .. . . . ... ... ...... 91
Choiceof Chapter . . .......... .. ... .. .............. 93

Panel Regression . . ... ... ... . ... . . ... ... ... ... 94

Results and Implications .. .......... ... .. ... ... ... ... .. 96
FilingRate ...... ... .. .. .. ... . ... ... .. ... .. ..... 97

Choice of Chapter .. ...... ... ... ... ... ... ... ... . 99

1994 Change in the § 522(d) Exemptions as a Quasi-Experiment .. .. . ... 100
Graphical Analysis .. ............ ... .. .. ... ... ... ... .... 103
Regressions . .............. ... ... ... ... .. ... .. 104
Results ... ... ... 105
FilimgRate ....... ... ... .. ... . ... . ... .. ... ...... 106

Choice of Chapter . . ...... ... ... ... .. ... . ........ 106

Conclusion and Implications for Future Research . .. .. ... ... . ... . .. 107

Chapter 3: Exemptions And The Mortgage Loan Market .. ... ... .. ... ... ... .. 109
Existing Literature . ....... ... ... ... ... . . . .. ... ... ... .. .. ... 1t

The Confusing Law of Property Exemptions . ........ ... ... . ... ... 114

115

What are the characteristics of property exemptions? .. ... ... ..



The Pitfalls of Coding the Exemptions ... ... .. ... ... ... .. ..
Other Consumer Credit Laws and Regulations .. ...... .. ... ...
Property Exemptions and Mortgage Credit . . .. ... ... ... .. .. ... .. ..
Effects on the Demand for Mortgages ... ...................

EffectonSupply . . ... ... ... .. ...

—
[}
—

—
[ 5]
La

s
19
LI

The Debtor’s Decision .. .......................... 126

Default outside Bankruptcy ... .......... ... .. . 128

Chapter7 ... ... ... ... ... ... ... . ... ..
Chapter 13 .. .. ... ... ... ... ... .. ... .. ... .
Repayment ..... ... ... .. .. ... ... ... ... ... .
Empirical Testsand Results . . ......... ... ... ... .. ... ... .......

Conclusion . . . ... ...

ConclUSION . . . . ..

Appendix . . .. ... 147

Bibliography ... ... . ...



LIST OF TABLES

Chapter 1 ... ... . 147
Principal Notation of Chapter 1 ... ... ... ... ... ... ............ .. 147
Chapter 2 . ... ... 150
Table N: Notation .. ... ... .. .. ... . ... .. .. ... ... .......... ... 150
Table E: Number of States in Each Exemption Quartile . ........ ... . .. 151
Table IILFT: Cross Sectional Analysis of the Total Filing Rate . . . .. ... .. 158
Table IILF7: Cross Sectional Analysis of the Chapter 7 Filing Rate ... . .. 158
Table ITI.C: Cross Sectional Analysis of the Choice of Chapter . ... . ... 160
Table IV.N: Additional Notation . ........ ... .. ... ... .. ... . ... 161
Table [V.1: Only State and Year Effects .......... ... ... .. ....... 161
Table IV.FT.GP: Total Filing Rate, Grouped Probit . . ... .. .. ... ... ... 162
Table IV.FT.LP: Total Filing Rate, Linear Probability . ........... .. .. 169
Table IV.F7.GP: Chapter 7 Filing Rate, Grouped Probit . . .. ... ... . ... . 175
Table IV.F7.LP: Chapter 7 Filing Rate, Linear Probability ......... . ... 181
Table IV.C.GP: Grouped Probit . . .. ... ... ... .. ... ... ... .. ... 188
Table IV.CLP: Linear Probability ............ .. ... ... ........... 189
Table V.N: Additional Notation . . ... ... ....... ... ... ... ... ... 190
Table V.1: State and Year EffectsOnly .. ... ... .. ... .. ... . ... 190
Table V.FT.GP: Total Filings, Grouped Probit .. ...... ... ... ... ... 191
Table V.FT.LP: Total Fiiings, Linear Probability
................................................... 193

xil




Chapter 3

Table V.F7.GP: Chapter 7 Filings, Grouped Probit . . . . ..... ... .. ..
Table V.F7.LP: Chapter 7 Filings, Linear Probability ........ .. .. ..
Table V.C.GP: Choice of Chapter Grouped Probit ... ... .. ... .. .

Table V.C.LP: Choice of Chapter, Linear Probability . .. ... .. .. .. .

Table 1: Returns to the Mortgage Lender . . . .. ..... . ... ... .. ...

Table 2. The Probability of Being Denied Credit and the Homestead

Exemption ..... ... ... ... .. ... ... . ...

Table 3. The Probability of Being Denied Credit and the Homestead

Exemption . ... ...... ... .. .. .. ... ... .. ... .. ... ..

Table 4. The Probability of Being Denied Credit

Homestead and Property Exemptions . ............. ... ...

Table 5. State-level Fixed Effects Regression Estimates

Homestead and Property Exemptions . .. ........ .. .. ... ..

Table 6

Probabilities of Denial of a Mortgage Application for Typical

Consumers . . .. .. ...

Table 7

Rates and Terms of a Mortgage Application

for Typical Consumers ...............................

xiii

N
o
©)

(1]
o
(5]

[\
Qo
J




LIST OF FIGURES

Figure 1: Ch 7 Filing Rate in Mid-Atlantic Region; Difference and Ratio .. . ... .. 214
Figure 2: Total Filing Rate in Mid-Atlantic Region; Difference and Ratio . . . . . . .. 214
Figure 3: Ch 7 Filing Rate in Midwestern States; Difference and Ratio . . . . ... . .. 215
Figure 4: Total Filing Rate in Midwestern States; Difference and Ratio . . .. ... .. 215
Figure 5: Ch 7 Filings as Portion of Total in Mid-Atlantic: O-F .. ... .. ... .. .. . 216
Figure 6: Ch 7 Filings as Fraction of Total in Mid-West: O-F . . .. ... ... ... . .. 216

Xiv



INTRODUCTION

Exemptions, state or federal laws which prevent a creditor from seizing his
debtor’s property in satisfaction of his claim, present an interesting area of study for six
reasons. First, exemptions remain an active area of legislation. For example, the
federal bankruptcy exemptions were significantly changed in 1984 and 1994 and the
Bankruptcy Review Commission is now proposing major revisions.! Second,
exemptions vary significantly both across time and across states allowing for empirical
research. Third, there were more than one million non-business bankruptcy filings in
the year ending September 30, 1996.2 Although I argue strenuously that exemptions
have importance outside of bankruptcy as well, these filings have heightened public
awareness (and use) of bankruptcy of which exemptions are an integral part.

Fourth, given the diversity in the exemptions, most commentators would
probably agree that some exemptions need reform. However, they would disagree on
which exemptions need to be changed. Some argue that the most generous exemptions
are excessively large and cite examples of some debtors exempting huge sums while
their creditors remain unpaid. Others argue that the exemptions of some states are too
meager and tell stories of debtors losing the family farm or stories of creditors leaving a
debtor destitute and reliant on social assistance. Both scenarios portray exemptions

which have real effects for the average American.

'See Rodney Ho, Bankruptcy Panel'’s Ideas Anger Creditors, Wall Street Journal
October 16, 1997 A2.

2Administrative Office of the U.S. Courts, REPORTS OF THE PROCEEDINGS OF THE
JUDICIAL CONFERENCE OF THE UNITED STATES (1996).
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Fifth, many of the claims made by previous researchers were based on an
incomplete view of debtor-creditor law. I argue that many of these claims must be
tempered when one more carefully considers two elements of the law of exemptions: 1)
exemptions help protect a debtor’s assets in proceedings other than Chapter 7 and 2)
most forms of secured credit are effectively senior to the exemptions. Finally, the
results of the empirical literature on property exemptions are in clear conflict and do
not support the claims made by either side in the policy debate.

The legal introduction discusses some elements of debtor-creditor law
necessary for the reader to understand the arguments made in this dissertation. Chapter
1 examines the impact of the seniority of secured credit by focusing on the homestead
exemptions. In particular, Chapter 1 questions the extent to which the debtor can and
will use a mortgage to “waive” an exemption in excess of some optimal amount. If this
is possible, then one should be less surprised to find that marginal differences in large
exemptions have little effect; debtors will simply waive the exemption above some
amount. In addition, this may also help explain why credit markets can continue to
operate in the face of laws which would seem to encourage high rates of default. It
may also help explain why most creditors and debtors do not expend more energy
lobbying against very large homestead exemptions.

Chapter 2 reexamines the impact that the exemptions have on the debtor’s
decision to file for bankruptcy and his choice between Chapter 7 and Chapter 13. It is
shown that the predictions that larger exemptions will lead to higher filing rates and

that a greater proportion of bankrupt debtors will choose Chapter 7 do not necessarily



follow from the premise that debtors maximize their utility or behave
“opportunistically.” While there are many reasons why one would prefer to test the
relationship between the exemptions and the default rate, this data is not currently
available. Given additional assumptions one may still believe that large exemptions
should increase the number and proportion of Chapter 7 filings. Using longitudinal
data, I find moderate support for the proposition that larger exemptions lead to higher
filing rates. However, these results are not as robust as might be expected given the
widespread belief in this proposition. In addition, the panel analysis adds no support
for the idea that larger exemptions lead more bankrupt debtors to choose Chapter 7.

Chapter 3 is derived from a joint paper with Jeremy Berkowitz, an economist at
the Federal Reserve Board of Governors. This chapter examines the effects of the
exemptions on the market for home mortgage loans. This market is tremendously
important in its own right as it typically comprises close to seventy percent of the
consumer credit market.> In addition, the study of the mortgage market may yield
some insight on the effect of exemptions on secured credit in general. The results of
Chapter 3 conflict markedly with the findings of Gropp, Scholz and White (1997)
which examine the effect of aggregate exemptions on aggregate credit. We find that
larger personal property exemptions do indeed lead to increased mortgage interest rates
and a higher probability of denial. However, larger homestead exemptions lead to

lower interest rates and a reduced probability of denial.

*See Kennickell, Starr-McCluer and Sunden, Family Finances in the United States:
Recent Evidence from the Survey of Consumer Finances,” 83 Federal Reserve
Bulleting 1 (1997).



THE LAW OF EXEMPTIONS

Several articles and treatises describe the field of debtor-creditor law* and
exemptions. This introduction is designed merely to provide the elements necessary to
understand the fundamental arguments made in later chapters and to emphasize two
basic points that have not been properly appreciated in the economics literature on
exemptions. First, most exemptions have significant consequences even if the debtor
does not file for bankruptcy because they prevent the unsecured creditor from using the
exempt property to satisfy his judgment under state law. Second, and more
importantly, the most significant forms of secured debt, indeed the most significant
forms of all debt, are senior to the exemptions with respect to their collateral and thus
may not be directly affected by marginal differences in the exemptions.

L Source and Variety of Property Exemptions
Exemptions, some of which date back more than 150 years,* find their source in

state statutes, state constitutions, the federal bankruptcy code and federal non-

‘See, for example, CCH, David G. Epstein, DEBTOR-CREDITOR LAW IN A
NUTSHELL 4" Ed. (West 1991), Brian Blum, BANKRUPTCY AND
DEBTOR/CREDITOR LAW (Little Brown 1993).

*The first homestead exemption in the United States was created in Texas in 1839.
For a discusston on the origins of property exemptions in the United States, see
Joseph W. McKnight, Protection of the Family Home from Seizure by Creditors:
The Sources and Evolution of a Legal Principle, 86 Southwestern Historical
Quarterly 369 (1983) or Paul Goodman, The Emergence of Homestead Exemption
in the United States: Accommodation and Resistance to the Market Revolution,
1840-1880, Journal of American History, 470-98 (1993). For an early treatise on
exemption laws, see Seymour D. Thompson, A TREATISE ON HOMESTEAD AND
EXEMPTION LAWS (F.M. Thomas 1878).



bankruptcy statutes.® With the exception of the federal non-bankruptcy exemptions,
the availability of all exemptions depends in some way on state law. This has resulted
in regional variation.

In 1978 Congress attempted to eliminate the variation of exemptions available
in bankruptcy by providing for federal bankruptcy exemptions. However, a political
compromise resulted in Section 522 which granted a debtor the choice of either the
new federal bankruptcy exemptions or those exemptions available under state and
federal non-bankruptcy law. Section 522 also granted a state the choice of “opting
out” of the federal system and denying its debtors the choice of the federal bankruptcy
exemptions.” Currently the federal bankruptcy exemptions are only available in fifteen
states® and in the District of Columbia. Many of the states that have not opted out have
adopted exemptions so generous that it is not clear if any of their debtors would choose
the federal exemptions for reasons other than administrative convenience.

The substantial state power over exemptions has resulted in significant
variation. For example, the current federal bankruptcy homestead exemption has a

limit of $15,000° while the Texas homestead exemption contains no dollar limit' and

SFor a complete listing of the exemptions available in each state, see Lawrence P.
King, 14 COLLIER ON BANKRUPTCY (Matthew Bender, 15® Ed. 1996). See also
Stephen Elias, Albin Renauer and Robin Leonard, HOW TO FILE FOR BANKRUPTCY
5" Ed. (Nolo 1995).

"The legislative history of the 1978 Bankruptcy Reform Act and the underlying
political climate is described by Eric Posner, The Political Economy of the
Bankruptcy Reform Act of 1978, forthcoming to U. Michigan Law Review.

*The availability of the federal exemptions in Alaska is uncertain. See Elias,
Renauer and Leonard, HOw TO FILE.

13 U.S.C. § 522(d).

"®Texas Property Code Ann. § 41.001.



the Georgia homestead exemption has a limit of $5,000."" It should be noted that the
fact that a state has “opted out” of the federal bankruptcy exemptions does not imply
that its own exemptions will be less generous. Four of the six states with the so-called
“unlimited” homestead exemption (Florida, [owa, Kansas, and Oklahoma) currently
deny their debtors the use of the federal bankruptcy exemptions and a fifth, Arkansas,
did not allow the use of the federal exemptions until 1991.

Unfortunately, the structure of the exemptions also varies widely requiring
strong assumptions to rank by “generosity.” While a few states rely heavily on
“wildcard” exemptions which allow a debtor to choose the property that he will exempt
as long as its market value falls below some dollar limit, the majority of states specify
the type of exempt property with great detail. Often the amount that may be exempted
is limited by judicial discretion or by adjectives such as “needed” rather than a specific
dollar limitation. The personal property exemptions of Utah provide a good example
of this. In Utah a debtor may exempt animals, books and musical instruments to $500
total; artwork depicting, or done by, a family member; bed, bedding, carpets, washer
and dryer; burial plot; clothing (but not furs or jewelry); food to last three months;
furnishings and appliances to $500; health aids needed; heirloom or other sentimental
item to $500; and a refrigerator, freezer, stove and sewing machine (Elias 1995).

Many exemptions depend on the characteristics of the debtor either explicitly or

practically. A few states, such as Massachusetts, provide an increased homestead

'"GA. Code Ann. § 44-13-100(a)(1).






