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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 consumer 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 exemption 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 (see Figs. 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.
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