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Abstract

In this paper, we examine how homestead, personal property, and garnishment exemption laws affect
consumer’s delinquency and bankruptcy behavior by focusing on the credit card market. In particular,
after controlling for credit supply and shock effects like unemployment we investigate whether con-
sumer propensity for delinquency, formal bankruptcy, and informal bankruptcy changes with respect
to the exemption levels those resident cardholders enjoy. Our results show that loose garnishment and
property exemption laws increase delinquency. Furthermore, while loose garnishment and property ex-
emption laws encourage informal bankruptcy, loose homestead and property exemption laws encourage
formal bankruptcy. These results imply a certain degree of substitutability between formal and informal
bankruptcy.
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1. Introduction

Over the past 8 years the number of delinquencies as a percentage of total credit card loans
outstanding have seen a dramatic increase (1.75% in 1995 to 2.75% in 1999).1 Even more
concerning is the number of bankruptcy filings that has been spiraling upwards for most part of
the last decade. It was only for a short period of time in 1999 and 2000 that bankruptcy filings
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Fig. 1.

exhibited a slight decline (seeFigs. 1 and 2).2 Nevertheless, bankruptcy filings still remain 6%
higher than 5 years ago when filings first passed the 1 million-mark. These escalating statistics
have motivated research into whether credit markets are being adversely affected by generous
homestead and property exemption laws.3 It is commonly argued that with the rise in exemption
levels, debtors are more likely to file for bankruptcy and repay less in bankruptcy. Furthermore,
it is also argued that the exemption laws provide partial wealth insurance and the insurance
coverage rises with the exemption levels. Hence, the generous state-level exemptions are still
viewed by most policy-makers and researchers as benefiting consumers and so their impact on
consumer’s propensity for delinquency and bankruptcy are still an empirical issue that needs
to be carefully examined.

Fig. 2.
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changes in credit utilization.16 Obviously, full prepayment occurs if the credit line359

is closed and the full amount paid off. Over the sample period, very few borrowers360

defaulted, and thus, we are unable to estimate the default hazard. However, we361

include a dummy variable for a positive quarterly change in the loan-to-value362

(LTV_DIFF_Dummy) to capture the changes in default option values. Quarterly363

current loan-to-value (CLTV) ratios were estimated by multiplying the loan-to-value364

at origination (OLTV) by the change in local house prices since origination.365

We use the zip code level Case-Shiller Home Price Index as a proxy for changes366

in local house prices. Furthermore, we observe the quarterly change in borrower367

credit quality (FICO score), the change in market interest rates, and the change in368

the county unemployment rates. Our proxy for the market interest rate is the average369

interest rate charged by lenders on new first mortgages. We also include the county370

unemployment rate as a proxy for local economic risk factors and state dummy vari-371

ables to control for unobserved differences in local economic risk factors.372

We use the credit score level and a dummy variable for a change in borrower373

credit score as a proxy for credit quality shocks. According to our theoretical374

predictions, a decline in a borrower’s credit score (indicating a credit shock) should375

be associated with a higher probability of credit utilization and a lower probability376

of prepayment. Furthermore, we anticipate that increases in interest rates and declines377

in estimated house values will be associated with lower probabilities of prepayment.378

Finally, assuming that local unemployment rates also serve as a proxy for borrower379

credit shocks, we should see lower prepayment probabilities and higher credit380

utilization probabilities for borrowers in areas with rising unemployment rates.381

Table 6 presents the estimated coefficients for Equation (14), and Table 7 presents382

the marginal effects, showing the impact of a change in a variable (holding all else383

constant) on the outcome probabilities at month 48.384

Full prepayment. Looking first at the probability of prepayment, we see that, with385

the exception of the dummy variables for a positive change in LTV and unemployment386

over the previous quarter (LTV_DIFF_Dummy and Unemp_DIFF_Dummy), all the387

borrower and economic risk factors are statistically significant. The marginal effects388

table provides a better indication of the economic significance. For example, we389

see that a 10% decline in borrower credit quality results in a 7.2% decline in390

the probability of prepayment, and a 10% increase in the LTV (reflecting a decrease391

in the house value) corresponds to a 12.9% decrease in the probability of prepayment392

at month 48. Consistent with theoretical expectations about the impact of changes393

in market interest rates, a 1 percentage point decline in the average mortgage interest394

rate is associated with a 10% increase in the probability of prepayment. This indicates395

that borrowers do take advantage of dips in interest rates to convert variable-rate396

lines into fixed-rate loans. Finally, we note that a 1 percentage point increase in397

the unemployment rate corresponds to a 5.9% drop in the probability of prepayment.398

Overall, the results follow expectations concerning the importance of borrower399

16. We also tried alternate specifications, and the results were qualitatively similar. Results are
available from the authors upon request.
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9. This cost includes a bankruptcy court filing fee of about US$ 150, a potential legal advice
fee of US$ 200, loss of personal property and home ownership over the property and
homestead exemption limits.

10. The creditors can also garnish debtor’s house, car and other property. However, as
discussed inWhite (1998), these debtors are either unlikely to own substantial assets or
they have had prior judgments, liens or unpaid taxes. This would make it very unlikely
for a credit with unsecured debt to claim any part of the debt.

11. Dawsey and Ausubel (2001)also conduct a similar study using credit card data of
pre-approved gold card recipients for 50,821 accounts originated at a point in time. The
data may not be representative across the entire population and across time. There are
other differences both in the methodology and results that are discussed later.

12. This argument is well summarized in the U.S. Supreme Court ruling of 1934, “One of
the primary purposes	 	 	 is to relieve the honest debtor from the weight of oppressive
indebtedness, and to permit him to start afresh	 	 	 From the viewpoint of the wage
earner, there is little difference between not earning at all and earning wholly for the
creditor	 	 	 The new opportunity in life and the clear field for future effort	 	 	 ”

13. For estimation purposes we have assigned a dollar value of one million dollars for
the unlimited exemptions levels. For validation purposes, we had also assigned US$
750,000 and 1,500,000 as other possible dollar amounts to the unlimited category. This
specification is consistent withBerkowitz and Hynes (1999).

14. This resulted from a 1978 Congressional attempt to eliminate the variation of exemptions
available by providing for bankruptcy. However, a political compromise resulted in
granting a debtor a choice of either the new Federal exemptions or those exemptions
available under the state law.

15. It is worth noting that some of the proposed changes did not take effect until subsequent
years. Hence, our results do not necessarily reflect all the changes in the exemption levels
over the 7 years. Furthermore, it is also important to point out that the first set of changes
in 1994 were due to changes in the Federal exemption levels as opposed to individual
states altering their exemption levels.

16. Though not relevant for the purpose of this study, debtors also have the right to choose
between two different formal bankruptcy procedures: Chapter 7 and Chapter 13. Under
Chapter 7, unsecured debts such as credit card debt, installment loans, medical bills,
and damage claims are discharged. Debtors are not obliged to use any of their future
earnings to repay their debt, but they are obliged to turn over all their assets above
a fixed exemption level (homestead and property) to the bankruptcy trustee. Under
Chapter 13, a debtor does not have to give up any assets in a bankruptcy procedure,
but they must propose a plan to repay a portion of their debts from future income,
usually over 3 to 5 years. Since the debtor has the choice between Chapters 7 and
13, they have a financial incentive to choose Chapter 7 whenever their assets are less
than their state’s exemption because doing so allows them to avoid repaying their debts
completely.

17. Debtors are characterized as customers who carried debt on their card at least 6 months
ago. However, transactors are characterized as customers who did not carry any debt 6
months ago.
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