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ECONOMIC VERSUS SOCIOLOGICAL
APPROACHES TO LEGAL RESEARCH:
THE CASE OF BANKRUPTCY

MICHELLE J. WHITE

I used to tell my students that the difference between eco-
nomics and sociology is very simple. Economics is all about
how people make choices. Sociology is all about why they
don’t have any choices to make.

—James S. Duesenberry (1990:223)

Teresa A. Sullivan, Elizabeth Warren, and Jay L. Westbrook, 4s
We Forgive Our Debtors: Bankruptcy and Consumer Credit in
America. New York: Oxford University Press, 1989. 384 pages.
$29.95.

This essay examines economic versus sociological approaches
to legal research—exemplified here by research on bankruptcy.
The occasion is provided by the publication of As We Forgive Our
Debtors, by Sullivan, Warren, and Westbrook (hereinafter sww).
As its title makes clear, this book exemplifies the sociological ap-
proach to research on bankruptcy. Further, its authors are quite
hostile to economics, and they attempt to discredit economic mod-
els and their predictions.! Thus, some input from an economist
seems warranted.

Section 1 develops the economic model of bankruptcy and em-
pirical predictions from it. Section 2 describes the sww study and
reinterprets some of their results. Section 3 describes SWW’'s tests
of their economic model and contrasts their methodology for test-
ing models with that used by economists. The last section deals
with policy issues concerning bankruptcy and possible reforms of
bankruptcy law.

This review essay was written while I was visiting the University of War-
saw. I am grateful to Joseph Sanders and Raymond Nimmer for helpful com-
ments.

1 “[TThe simple economic model can be laid to rest as a powerful predic-
tor of debtor behavior” (p. 254).
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1. THE THEORY OF BANKRUPTCY

A critical issue in examining economic versus sociological ap-
proaches to bankruptcy is the role of theory. In bankruptcy, the
relevant theory attempts to explain under what circumstances in-
dividuals or firms have an incentive to file for bankruptcy and, if
so, whether filing under chapter 7 or chapter 11 of the Bankruptcy
Code would make them better off. (Because SWw focus on bank-
ruptcies by individuals or couples rather than by corporations, I
also focus on the individual bankruptcy decision, although the cor-
porate bankruptcy decision can also be analyzed using the same
approach; see White 1989.) The economic approach to bankruptcy
utilizes the theory of consumer behavior. Consumers—who could
be individuals or households—are assumed to maximize utility in
planning consumption behavior generally. This assumption means
that they might plan for bankruptcy strategically; that is, they
might incur large debts knowing that they can later avoid repay-
ment by filing for bankruptcy, or they might engage in excessively
risky activities knowing that bankruptcy will aid them if the activ-
ities don’t pay off. In economic models, consumers are said to have
an incentive to file for bankruptcy if doing so makes them better
off. However, not all consumers who have an incentive to file for
bankruptcy are predicted to do so: economic models are used to
make predictions concerning groups of consumers, not particular
consumers. Rather, the stronger the incentive is for a group of
consumers to file for bankruptcy, the more of them are hypothe-
sized to do so. In contrast, SWwW’s approach is entirely atheoreti-
cal—their view of bankruptcy is that people file for bankruptcy
when their financial troubles become so overwhelming that they
have no other choice. Therefore, bankruptcy filings are never the
result of strategic calculations by individuals. Since SWW pose no
theory of why or when individuals file for bankruptcy, the debate
over a theory of bankruptcy becomes a debate over whether the
economic theory of consumer behavior is valid.

This section presents the basic outline of an economic theory
of bankruptcy. In the first subsection, I examine models of bank-
ruptcy when consumers know their future income with certainty.
In the second, I assume that future income is uncertain and inves-
tigate the role of bankruptcy as insurance for income loss. I also
examine the hypotheses that SWw test from their version of an
economic model.

The Bankruptcy Decision Under Certainty?

In economics, consumers are assumed to maximize the utility
they get from consuming goods and services, subject to their
budget constraints. In the bankruptcy context, we are concerned

2 For further discussion, see White 1987.
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with multiperiod utility. Consumers borrow to finance consump-
tion in the present and may or may not repay their creditors in the
future when the loans come due. Suppose a consumer has income
Y, in the present and has nonfinancial assets worth A (such as fur-
niture or a car) but has no savings. She wants to consume goods
and services worth C; in period 1, where C; exceeds her income
Y;. (This assumption is a realistic one because people normally
borrow when, in addition to normal consumption, they wish to buy
an expensive item (such as a new refrigerator) that will provide
consumption value for several years. The loan enables them to
spread out the cost of the refrigerator over several periods. Alter-
nately, the consumer might save some amount each month and de-
fer purchase of the refrigerator until she accumulates the entire
purchase price.) In order to finance consumption of C;, she must
obtain a loan of L = C; — Y,.3 If the loan is for a year and the
interest rate is 7, then next year she must repay the lender L (1 +
r). Suppose her next year’s income is Y,. Then repaying the loan
will leave her with ¥, — L(1 + r) for consumption next year.*
Neglecting the possibility of bankruptcy, a consumer would borrow
only if consuming Y; + L this year and Y, — L(1 + r) next year
makes her better off than consuming Y, this year and Y, next
year, which she can do without borrowing.

What about bankruptcy? Next year, when the loan must be
paid off, the consumer has a choice between paying the debt in full
or filing for bankruptcy. Actually, her choice is three-way, since if
she files for bankruptcy, she can either file under chapter 7 or
chapter 13 of the Bankruptcy Code. Consider chapter 7 first. Here,
the consumer must give up all her assets above a state-mandated
exemption level, E, and must pay bankruptcy-related costs of F,
but she does not have to use any of her future income to repay
debts. The bankruptcy trustee sells the nonexempt assets and uses
the proceeds to pay creditors. The consumer receives a discharge
from all of her debts.® Thus, a consumer considering whether to
file for bankruptcy under chapter 7 compares the value of her as-
sets A to the exemption level E. If her assets are worth less than
the exemption level, or A < E, then she can avoid repaying her
debt of L (1 + 7r) completely by filing under chapter 7. She gains
financially from filing for bankruptcy if her debt is greater than
the cost of filing for bankruptcey, or if L (1 + ) > F. If her assets
are worth more than the exemption level, or A > E, then she

3 L can be in the form of one single loan or several smaller loans from
different lenders totaling the same amount.

4 This example is obviously simplified, since consumer loans are normally
repaid in equal installments over several years, rather than in one lump sum.
The repayment amount L (1 + r) might be thought of as being repaid in small
amounts each month.

5 Actually, a few types of debt cannot be discharged in bankruptcy, such
as alimony or child support obligations, and some types of debt can be dis-
charged in chapter 13 but not chapter 7. For discussion, see p. 278.
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must give up assets worth A — E to the bankruptcy court. She
then gains financially from filing for bankruptcy if the amount of
debt forgiven is greater than bankruptcy costs plus the value of
nonexempt assets, orif L(1 +r) > (4 — E) + F.

Thus, filing for bankruptcy under chapter 7 is attractive to
consumers who have debts but own few assets. It is made even
more attractive by the fact that exemption levels in some states
are quite high. However, we should not conclude that all consum-
ers having debts and low assets gain financially from filing for
bankruptcy. According to figures given in sww, filing for bank-
ruptcy is costly: court filing fees are $60, and most consumers use
bankruptcy lawyers, whose average charge is $500 (p. 23), so that F
= $560. Thus, the consumer must have debts greater then $560 for
bankruptey to be worthwhile.6 Additionally, filing for bankruptcy
leads to loss of credit in the future and to some social stigma—
although probably less in recent years than in the past. Also, any-
one who has received a discharge under chapter 7 may not receive
another for six years.”

Alternately, the consumer can file for bankruptcy under chap-
ter 13. Then, instead of giving up assets, she must propose a plan
under which she promises to repay all or part of her debts over
three years. The repayment plan must be approved by the bank-
ruptcy judge but does not have to be approved by creditors. Thus,
the consumer can keep her assets but must devote some of her fu-
ture income to debt repayment.

Since most debtors have greater ability to repay debt from fu-
ture income than from nonexempt assets, they would seem to be
better off filing for bankruptcy under chapter 7—where they
would pay less—than under chapter 13. This implies that we would
expect to observe few chapter 13 bankruptcies. However, chapter
13 bankruptcies are relatively common.® The explanation for this
seeming paradox is that the choice of chapter 13 must be volun-
tary. Therefore, debtors who file under chapter 13 can propose re-
payment plans in which the total amount to be repaid, call it R,

6 If the consumer’s creditors have only a fractional chance of collecting
outside of bankruptcy, then the threshold level of debt that makes it worth-
while for the consumer to file for bankruptcy is higher. For example, if credi-
tors would only succeed in collecting with .5 probability outside of bankruptcy,
it is worthwhile for the consumer to file only if her debts exceed $1,120. How-
ever, outside of bankruptcy, the probability of collecting is increased by the
fact that creditors can garnish the consumer’s wages.

7 This discussion assumes that the consumer’s loan are unsecured, as in
the case of credit card loans. If instead the loan is secured, as in the case of a
loan for purchase of a car, then the creditor can repossess the car if the con-
sumer files for bankruptcy under chapter 7, regardless of whether the con-
sumer’s assets are above or below the exemption level. The consumer can
keep the car by reaffirming the car loan and paying off any arrears, but then
the car loan is not discharged in bankruptcy. SWW, p. 31.

8 Nationally, around 25 percent of bankruptcy filings are under chapter
13 (pp. 346-47).
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equals the value of nonexempt assets that debtors would be
obliged to give up under chapter 7, or R = 4 — E. Assuming that
the cost of filing for bankruptcy is the same under either chapter,
repaying an amount R = 4 — E in chapter 13 makes debtors indif-
ferent between filing for bankruptcy under chapter 7 or chapter
13. Repaying more than A — E in chapter 13 makes debtors prefer
chapter 7. But since A — E is low or zero for most debtors in bank-
ruptcy, many debtors have an incentive to offer only token repay-
ment plans under chapter 13. Even when their incomes are rela-
tively high, their incentive is to propose only token repayment of
debt under chapter 13 as long as their excess assets are low or
zero. Creditors may object to chapter 13 repayment plans that pro-
pose only token repayment, but their objections are unlikely to
have much effect since the debtor has the right to shift to chapter
7. Debtors have an incentive to propose higher than token repay-
ment plans under chapter 13 only when they have substantial non-
exempt assets, such as equity in a house.?

Several conclusions can be drawn from this simple model.
First, debtors are indifferent between filing under chapter 7 and
chapter 13 if they repay A — E in chapter 7 and an amount R = 4
— E in chapter 13. (If R > A — E, then debtors prefer chapter 7
and if R < A — E, then debtors prefer chapter 13.) But since most
debtors have few nonexempt assets, R is typically low and there-
fore the repayment rate R/L in chapter 13 is typically low. Higher
repayment rates would make it more attractive for debtors to file
under chapter 7 rather than chapter 13. Second, debtors’ propen-
sity to file under chapter 13 has little to do with their ability to re-
pay their debts from future income. Rather, any debtor—regard-
less of income—will be indifferent between filing under chapter 7
and chapter 13 as long as the total amount to be repaid under
chapter 13 equals A — E. Even debtors having no nonexempt as-
sets would be willing to file under chapter 13 as long as they make
only token repayment. Third, the amount that debtors repay
under chapter 13 is unaffected by their incomes. Rather, repay-
ment depends on the amount of nonexempt assets. The higher is 4
— E, the more debtors would have to give up in chapter 7, and the
more they are thus willing to repay under chapter 13. But higher
levels of future income Y, have no effect on the amount that must
be repaid in chapter 13.

This analysis is obviously simplified and could be extended.
For example, in an attempt to make chapter 13 more attractive to
debtors and encourage more chapter 13 filings, Congress has al-

9 Amendments to the Bankruptcy Code adopted by Congress in 1984
were intended to make it more difficult for debtors having regular income to
use chapter 7 or to adopt token repayment plans under chapter 13. However, I
focus on the pre-1984 situation since both SWW’s study and my own research
(discussed below) used pre-1984 data. Whether the amendments were effective
or not remains unclear.
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lowed some types of debts to be dismissed in chapter 13 but not in
chapter 7, such as student loans, debts incurred by fraud or liabil-
ity for intentional injuries.l® Debtors having these types of debts
are therefore willing to repay more than A — E' in chapter 13 and
would therefore be indifferent between filing under chapter 7 and
chapter 13 even at a higher repayment level. These debtors are
predicted to have higher repayment rates in chapter 13 than debt-
ors not affected by the special provisions, holding other things
equal. Debtors also have an incentive to file under chapter 13 if
they have secured loans and the market value of the asset subject
to the secured creditor’s lien is less than the amount of the loan.
Under chapter 13, the outstanding balance on the loan can then be
reduced to the market value of the asset.ll A significant minority
of debtors in bankruptcy also own homes on which there are out-
standing mortgages. Since most debtors wish to avoid foreclosure,
they often reaffirm the mortgage in bankruptcy, that is, they make
up any arrears and promise to continue payments on the mortgage
according to the original agreement. Since this reaffirmation can
be done under either bankruptcy procedure, owning a home has
little effect on debtors’ incentive to choose chapter 7 or 13.
Rational choices made by individuals are the central focus of
the economic theory of bankruptcy. Thus, it should not suprise the
reader than SWW both misunderstand the theory and reject it. For
example, they argue that the economic model predicts that debtors
having higher income will be more likely to file under chapter 13,
because chapter 13 is “loaded with incentives that should have at-
tracted can-pay debtors” (p. 235), including the broader discharge
and the provision that permits debtors to keep property subject to
liens if they repay only the value of the asset, not the amount of
the loan. In an attempt to discredit the economic model, SWW ex-
amine the correlation coefficient in their sample of debtors be-
tween income and chapter of filing and find it to be +.12. This,
they argue, is substantively unimportant. They also examine the
correlation between level of asset holdings and choice of chapter
and find that it is somewhat higher at +.25. The fact that the rela-
tionship between assets and choice of chapter is stronger than the
relationship between income and choice of chapter supports the
economic theory as developed here, because we argued that the
first relationship should be nonexistent and the second should be
positive. However, SWw conclude that “the correlations are too
weak to provide substantive support to the economic model.”12

10 However, tax claims must be paid in full in chapter 13 (p. 278).

11 On many types of assets purchased with installment loans, the value of
the asset depreciates faster than the loan is paid off, so that in chapter 13
bankruptcies the consumer can propose a reduction in the loan balance.

12 SWW give no tests of statistical significance for any of their reported
correlations. Instead they use plus or minus .2 as a “benchmark for minimum
substantive importance” (pp. 237-38), which confuses tests of the statistical sig-
nificance of a relationship with measures of its size.
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Sww also argue that the economic model predicts that individuals
with higher levels of unsecured debt are less likely to file under
chapter 13.13 They examine the correlation coefficient in their
sample between unsecured debt and whether the debtor filed
under chapter 13 and find it to be —.12, which they interpret as
“so low that it has little substantive value” (p. 237). However, the
model developed here suggests that the amount of unsecured debt
should have little effect on choice of chapter, for choice of chapter
depends only on the relationship between assets and the exemp-
tion level. Thus, the fact that they find little relationship between
level of debts and choice of chapter is not surprising.

Another implication of the economic theory of bankruptcy is
that debtors will only choose chapter 13 when the terms of the re-
payment plan make them no worse off than they would be if they
filed under chapter 7. For many bankrupts, this implication sug-
gests that they cannot make more than token repayment of debt
from future income under chapter 13, for they have no nonexempt
assets and would therefore pay nothing under chapter 7. Unfortu-
nately, SWW indicate little about the repayment plans in their sam-
ple. In an offhand reference, they suggest that the chapter 13 re-
payment plans in their sample called for repaying half of the
unsecured debt owed, which seems so high that it would be in
most debtors’ interest to file under chapter 7 instead.!* But SWw’s
discussion of bankruptcy procedures suggests that even debtors
who promise a fairly high repayment figure in chapter 13 actually
end up paying much less. One factor is that if individual creditors
do not file their claims in bankruptcy court, then the debtor does
not have to repay the creditor. For example, if a debtor in chapter
13 proposed to pay 20 percent on unsecured debts but only half her
creditors filed claims, then she would only have to pay 10 percent
overall—a 50 percent reduction in her total liability (sww, p. 54).
Also, sww found that debtors were still making payments on only
about one-third of the chapter 13 repayment plans in their sample
at the time they collected their data (SWw, pp. 214-16).15 Thus,
debtors often make a few payments and then stop. We do not
know what kind of advice lawyers give debtors concerning chapter
13, but one possibility is that many debtors are told that if they
choose chapter 13, they can agree to repay a relatively high propor-
tion of their debt but actually get away with making only a few
payments. This could explain the fact that SWw seem to observe
more use of chapter 13 than would appear to be in debtors’ inter-

13 SWW do not give a specific justification for this prediction (see p. 237),
but their reasoning appears to be the same as discussed above: that chapter 13
is particularly favorable to debtors with secured debt.

14 See SWW, p. 217. SWW focus instead on the question of whether debt-
ors in bankruptey could afford to pay their debts in full. See ch. 12.

15 In another sample of chapter 13 repayment plans, discussed on p. 217,
only about 30 percent were paid to completion.
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est: debtors may actually repay much less than they promise and
therefore end up no worse off than if they filed under chapter 7 in
the first place.16

Sww’s view of how debtors choose between chapters empha-
sizes local legal culture variables, such as whether local bank-
ruptcy judges encourage lawyers to file many chapter 13 repay-
ment plans. (Bankruptcy judges can encourage the filing of
chapter 13 plans by delaying approval of chapter 7s while the law-
yer “better explains” the chapter 13 alternative to the client or can
encourage the filing of chapter 7s by approving them immediately
but holding lengthy court hearing on chapter 13 repayment plans
(see pp. 246-52). SWW note that the proportion of all bankruptcy
filings that are chapter 13s varies widely by judicial district, from 3
percent to 49 percent in the districts studied (p. 247). This implies
that otherwise identical debtors filing for bankruptcy have widely
different probabilities of filing under chapter 13 depending on
where they file their bankruptcy petition, contrary to the eco-
nomic theory just discussed. In order to consider this issue, we
need to extend the economic theory to consider the incentives of
lawyers. In the discussion above, we assumed (implicitly) that
debtors were well informed concerning the law and could analyze
for themselves whether choosing chapter 7 versus chapter 13
would make them better off. However, in reality, debtors are
likely to be uninformed concerning the law and to depend on law-
yers for advice. But lawyers’ own incentives are to make them-
selves as well off as possible, which is not necessarily the same as
making their clients as well off as possible. Since bankruptcy law-
yers represent clients for many years before the same judge, they
have an incentive to follow the judge’s wishes. For example, if law-
yers charge clients the same amount for chapter 7 and chapter 13
bankruptey filings, but bankruptcy judges approve chapter 7 peti-
tions immediately while they hold hearings on chapter 13 repay-
ment plans, then it is in lawyers’ interest to encourage clients to
file under chapter 7.17 We would then expect to observe few chap-
ter 13 filings in the judicial district. Alternatively, suppose the lo-
cal bankruptcy judge favors chapter 13 and encourages lawyers to
file many cases under chapter 13. Lawyers may, therefore, en-
courage some clients to file under chapter 13 even though doing so
is not in the clients’ interest. We would then expect to observe
many chapter 13 filings in the judicial district. The economic

16 Debtors who default on chapter 13 repayment plans do not receive a
discharge on their debts from the Bankruptcy Court, but creditors are proba-
bly unlikely to attempt to collect from them at that point.

17 Actually, SWW report that the average lawyer’s fee is $535 for a chap-
ter 13 case versus $459 for a chapter 7 (p. 250). But this difference is probably
too small to compensate lawyers for the extra court time required in a chapter
13 filing. Lawyers could further increase the charge for chapter 13 filings, but
clients may be resistant to paying more for a choice whose benefits are unclear
to them.
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model thus does not deny that local legal culture variables may be
important, although modeling them requires extending the eco-
nomic model to consider both lawyers’ and debtors’ interests and
the conflicts between them.

Uncertainty and Bankruptcy

Bankruptcy plays an additional role when debtors face uncer-
tainty. Two basic types of uncertainty are at issue here. The first is
uncertainty of future income, in particular the risk of losing in-
come when workers are laid off or become ill. This type of uncer-
tainty is assumed involuntarily.l® The second type of uncertainty
results from choosing a risky occupation, such as starting a new
business. This type of uncertainty is assumed voluntarily. As sww
point out, self-employed and formerly self-employed individuals
constitute an important group of those who file for bankruptcy.
When the businesses of the self-employed fail, they are often per-
sonally liable for many of their business debts, leading them to file
for bankruptcy.

In the first situation, suppose again that an individual has in-
come this period of ¥; and borrows L. Next year she will have to
repay the loan and will therefore have net income of Y, — L(1 +
r) for consumption. But suppose next period she loses her job. In
that case suppose her income next period will be only be half as
large, or .5Y,. Then if she must repay her debt, she will have net
income of only .5Y, — L (1 + r), which might be negative and cer-
tainly will be small. But instead, she can file for bankruptcy and
the debt will be dismissed, in which case she will have .5Y, avail-
able for consumption. Having the option of filing for bankruptcy
when illness strikes or when a job is lost has the effect of smooth-
ing the debtor’s income because without bankruptcy her income is
either ¥, — L(1 + r) (with no illness) or .5¥, — L(1 + r) (with
illness); with bankruptcy it is either Y, — L(1 + r) (with no ill-
ness) or .5Y, (with illness). When individuals are risk averse, they
are willing to pay to buy insurance that smooths out their con-
sumption stream. But insurance for income loss resulting from ill-
ness or unemployment is not sold by private insurers because of
moral hazard—insured people would work less diligently and be
more likely to be fired and/or would claim to be ill more often if
they had such insurance.

Thus, bankruptcy in effect acts as a public insurance program,
providing income smoothing when illness or job loss occurs by dis-
missing debt. If such insurance were offered privately, the moral
hazard problem would cause it to be very expensive so that most
individuals would prefer not to buy it. Providing it publicly
reduces the cost per person because everyone who borrows shares
the cost. Borrowers pay for this insurance via higher interest rates

18 For further discussion, see Rea 1984.
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on loans, since when debt is discharged in bankruptcy, lenders lose
money. To make up for these losses, lenders charge all borrowers
a higher interest rate. However, providing insurance publicly does
not solve the moral hazard problem. With bankruptcy smoothing
income, people have an incentive to work less diligently because
the cost of being fired is smaller and they are more likely to claim
illness. Also, they may file for bankruptcy even when illness or job
loss has not occurred because the program is not restricted to
those groups. Further, once it becomes likely that an individual
will file for bankruptcy, she has an incentive to borrow more, for
both her new and old debts will be discharged in bankruptcy.

Turn now to the uncertainty faced by the self-employed. Their
incomes are uncertain because many new businesses are unsuc-
cessful and it is impossible to predict in advance which ones will be
successful and which will fail. The availability of bankruptcy is a
valuable cushion for the self-employed, for if the business fails,
bankruptcy can be used to discharge the firm'’s debts. The availa-
bility of bankruptcy as a downside cushion thus increases the at-
tractiveness of starting a new business. However, this cushion has
an undesirable side effect—that of making economically inefficient
business ventures attractive.

For example, suppose an individual is contemplating opening a
new business. The future income from the business, net of ex-
penses other than debt repayment, will be either Y, + Gor Y, —
G, each with 50 percent probability. The factor G expresses how
uncertain the income from the business is: the larger is G, the
more risky is the income stream. Note that the average or ex-
pected value of future income from the business is Y, since .5(Y,
+ G) + 5(Y, — G) = Y,. Suppose the investment needed in the
present to set up the business is B. To keep the example simple,
suppose the individual will either borrow the entire amount B or
not start the business at all. From an economic efficiency stand-
point, the investment is efficient if ¥, > B(1 + 7) or if the ex-
pected value of future income from the investment exceeds its
cost, including interest accrued between the present and the fu-
ture.

Assuming that the individual starts the business (financing is
available), her net income after debt repayment in the future will
be Y, + G — B(1 + r) if the good outcome occurs, assuming that
income in the good outcome is high enough to repay the debt in
full ¥, + G > B(1 + 7)). Her net income in the bad outcome will
be zero, assuming that income in the bad outcome is less than the
debt (Y, — G < B(1 +7)). Her expected net future income if she
starts the business is therefore .5(Y, + G — B(1 + 7)). She has an
incentive to start the business if this amount is positive, or if ¥, +
G > B(1 + 7). But the condition for the business to be worthwhile
is that Y, > B(1 + 7). Thus, individuals sometimes have an incen-
tive to start businesses even when the businesses are inefficient
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from an economic standpoint. The distortion becomes stronger as
the income from the business becomes more risky, that is, as G
rises, because the individual gets the benefit of high income if the
good outcome occurs (once the loan is paid off), but the creditor
incurs most of the loss if the bad outcome occurs.®

One implication of this discussion is that when individuals are
observed in bankruptcy, their debts will be very high relative to
their assets. In the example, when the individual files for bank-
ruptey, her assets are Y, — G (which may be very low or negative)
and her liabilities are B(1 + 7). But once individuals are observed
in bankruptcy, it is impossible to identify whether this reflects a
gamble that failed or a very needy individual who was forced into
bankruptcy purely by need.

Thus the economic model sets out the conditions under which
individuals or couples have an incentive to file for bankruptey and
how they benefit from the availability of bankruptcy even if they
never end up using it. However, economists do not believe that in-
dividuals always do everything that they have an incentive to do.
They believe that other influences besides economic ones affect in-
dividual behavior, such as religious ethics, honesty, reputational
concerns, desire to avoid conflict with others. As a result, econo-
mists test their models on groups of individuals, not particular in-
dividuals. What economists do expect—and what guides testing of
their models—is that the stronger any incentive becomes, holding
other influences on behavior constant, the more people will act as
the model predicts. Thus, if the financial gain from filing for bank-
ruptcy gets larger (say, because debts rise relative to assets), more
individuals are predicted to actually file for bankruptcy. Also, as
more individuals start to have an incentive to file for bankruptcy—
say, because the exemption level is raised—then more are pre-
dicted to file. To put it another way, economists would not expect
to find that all bankruptcy is “economic” bankruptcy. But they do
expect that changes which make bankruptcy more attractive from
an economic standpoint will lead to more bankruptcies being filed.

2. WHO FILES FOR BANKRUPTCY?

Most of As We Forgive Our Debtors consists of description of
the data set that SWw collected on personal bankruptcies. (Bank-
ruptcies filed by corporations or partnerships were eliminated
from their sample.) The data were obtained entirely from the in-
formation that debtors file in the Bankruptcy Court. All cases in

19 In this example, the lender’s expected return is .5(B(1 + r)) + .5 (Yz’
— G). The lender will make the loan if this amount exceeds B(1 + i), where ¢
is the interest rate that the lender pays for funds. Note that the larger is G,
the less likely that the lender will be willing to make the loan. The basic point
that entrepreneurs have an incentive to make inefficiently risky investments
since creditors bear most of the losses when the investments fail is due to Stig-
litz 1972.
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their sample were filed in 1981. Three states were covered in the
study: Illinois, Pennsylvania, and Texas. There are approximately
1,500 cases in all (pp. 17-20). The data include the following infor-
mation: whether the bankruptcy petition was filed by an individual
or a married couple, where the debtor lived during the six years
before filing for bankruptcy; whether the debtor(s) was employed,
self-employed, or unemployed at the time of the bankruptcy; in
what occupation and how much income s/he earned in the two
years before the bankruptcy filing; a list of all creditors to whom
the debtor owed money and how much was owed to each; a list and
valuation of assets owned by the debtor; and information concern-
ing whether the debtor was a homeowner.

In reading SWw’s descriptions of their data, one question I had
was how much “sociological” bankruptcy they would find, that is,
cases involving extreme hardship that made bankruptcy unavoida-
ble, versus how much “economic” bankruptcy, that is, cases involv-
ing some degree of strategic choice in advance which involved pos-
sible use of bankruptcy. In chapter 3, sWw tell six bankruptcy
stories, representing six individual cases. How exactly these cases
were chosen is not indicated, but the authors claim that each is a
“typical” bankruptcy story that recurs throughout the sample.
Two of these cases involve married couples who incurred substan-
tial uninsured medical debt. Another involves a couple who, the
authors believe, lost jobs and later found new ones but at much
lower salaries. One case involves a recently divorced man who ap-
parently filed for bankruptcy to discharge debts contacted while
he was married, which he had promised to pay as part of his di-
vorce settlement. Another case involves a couple who started a
small business that seemed to have failed rather spectacularly. An-
other involves a couple who obtained multiple credit cards and
consumer loans, spent every dollar they could (none of it on assets
that would put them above the exemption level), and then filed
for bankruptcy. Of these, the first three appear to fit the sociologi-
cal sterotype of debtors who did not plan for bankruptcy and, in
fact, probably did all they could to avoid it. The last three appear
to fit the economic stereotype of debtors who took advantage of
bankruptcy law either to enrich themselves directly or to engage
in risky activities that might have—but didn’t—pay off. Thus
SWW’s evidence suggests, not surprisingly, that both types of bank-
ruptcies are common.

However, the amount of information available for each case
seems just large enough to fuel speculation concerning “why” each
individual filed for bankruptcy, but not enough to rule out alter-
nate theories. Thus, SWW might classify their six cases differently.
For example, their comments suggest that they consider the last
case to be the fault of irresponsible creditors who extended the
couple too much credit—a “sociological” bankruptcy—rather than
the fault of the individuals themselves who strategically sought
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out and took advantage of every dollar of credit they could obtain.
A later chapter discussing the problem of bankruptcies resulting
from too much credit card debt is titled “Credit Card Junkies,” as
though the debtors were victims of a disease and thus not responsi-
ble for their own behavior. On the other hand, some of the “eco-
nomic” bankruptcies could have involved loss of income resulting
from job loss or illness which did not show up explicitly in the
bankruptey court record.20

Descriptions of “typical cases” are interesting but potentially
misleading, since the method of selection is not made clear. How-
ever, the authors also provide both a chapter describing the data
set as a whole and a series of chapters describing particular sub-
groups within the data set. These give a detailed picture of the
characteristics of persons in bankruptcy. Taking the sample as a
whole, the average family income of debtors when they filed for
bankruptcy was $15,800 in 1981, the average value of their assets
was $29,400, and their average debt was $38,600 (p. 64). Thus, the
average household in bankruptcy had a negative net worth of
$9,200 and a ratio of debts to assets of 1.3. In comparison, the aver-
age U.S. household in 1981 had income of $25,800 (p. 65) and had a
positive net worth of $51,300.2 It should certainly not be surpris-
ing that debtors in bankruptcy have lower income and lower net
worth than U.S. households generally. On the other hand, debtors
in bankruptcy are not poor either: SWW point out that 75 percent of
the debtors in their sample were above the 1981 federal poverty
line, which was $9,300. This statistic should also not be surprising:
poor households rarely have access to enough credit to make filing
for bankruptcy worthwhile. In SWw’s sample, 14 percent of debtors
in bankruptcy have incomes above the U.S. average (p. 65). The
fact that relatively high-income individuals file for bankruptey is
consistent with our theoretical discussion. High-income individuals
have access to more credit and therefore can run up more debt
before filing for bankruptcy. Bankruptcy thus benefits them more
in terms of dollars of debt forgiven than it benefits lower-income
debtors. Only when individuals accumulate substantial assets,
rather than high income, does filing for bankruptcy become unat-
tractive.

SwWw argue that those who file for bankruptcy are similar to
workers in general in terms of their occupational distribution but
have much lower incomes than average given their occupations
(ch. 5). SWw interpret this evidence to suggest that bankrupts are

20 SWW obviously recognize that the information in many of their cases
is consistent with multiple explanations. On pp. 179-82, they discuss two fur-
ther cases from the data set and suggest stories from both viewpoints, each
consistent with the data.

21 My calculationsw from data given by SWW, p. 71, for 1977 and 1983,
assuming a constant rate of growth of net worth over the period. All of these
figures are in current dollars.
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similar to U.S. workers generally except that they have suffered
misfortunes such as illness or layoff. Since those laid off usually
take some time to find new jobs and may be forced to shift to
lower-paying jobs, they show up in the data as having lower in-
comes than the average in their occupation. Such a scenario sug-
gests a “sociological” bankruptcy. However, the evidence is also
consistent with individuals planning their choice of occupation or
the type of job they take with the possibility of bankruptcy in
mind, that is, “economic” bankruptcy. For example, individuals in
a particular occupation might have a choice between working for
others at jobs paying relatively low wages but having a low risk of
layoff or starting their own businesses where pay is high but the
risk of the company failing is also high. If the individual’s business
fails, then the individual will have no income for several months
and will file for bankruptcy. In this situation, individuals in bank-
ruptcy will be observed to have lower incomes than others in the
same occupation—exactly what sww find. However, the entire set
of individuals who choose the risky alternative of starting their
own businesses (which we don’t observe) will have higher average
income than the set of individuals who choose the safe alternative
of working for others. Thus, the general pattern that SWw observe
is consistent with either the sociological or the economic view of
bankruptcy.

Sww find that 10 percent of their entire sample are failed en-
trepreneurs (p. 111) and 8 percent of their sample are repeaters—
they have filed for bankruptcy before (p. 192). Also 10 percent of
their sample are credit card abusers, according to criteria that Sww
develop (p. 185). Each of these categories suggests the existence of
some degree of advance planning for bankruptcy. While there may
be some overlap among them, they are each relatively common,
and together they suggest that “economic” bankruptcies do exist
and constitute at least a substantial minority of all consumer bank-
ruptcies. In contrast, only about 1-2 percent of SWW’s sample have
large uninsured medical debts—which would indicate a forced
bankruptcy (p. 168), suggesting that the group of pure “sociologi-
cal” bankruptcies is fairly small.

Thus, not surprisingly, the data set constructed by sww indi-
cates that both “economic” and “sociological” bankruptcies are
common in the real world. Many people appear to plan for bank-
ruptcy in a somewhat strategic way—they go into risky occupa-
tions or they attempt to avoid paying divorce settlements or they
run up high credit card debt. But many people also appear to end
up in bankruptcy because they are unlucky or badly endowed in
terms of ability or resourcefulness—they become ill, get laid off,
have automobile accidents, or just do less well than others in the
same situation.
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3. TESTING MODELS OF BANKRUPTCY

In this section I consider the issue, raised by sSwWw, of how one
tests whether economic versus social/demographic influences are
more important in determining behavior in the bankruptcy area. I
also examine how economists test models.

Economic Versus Social/Demographic Influences on Bankruptcy

In their chapter entitled “Laws, Models and Real People” (pp.
230-70), sww address the first issue. A critical part of their argu-
ment consists of a multiple regression model predicting whether
debtors filed for bankruptcy under chapter 7 or chpater 13. The
dependent variable in the regression is a dummy variable for
choice of chapter. SWw classify the independent variables into two
groups—“economic variables,” such as assets, family income,
amount of debt, and the exemption value for assets in bankruptcy,
and “social/demographic variables,” including marital status, a
prestige rating for the debtor’s occupation, whether the debtor was
a homeowner at the time of the bankruptcy filing, whether the
debtor was self-employed, and whether the debtor moved in the
period before filing for bankruptcy. There is also a third group of
variables, called “local legal culture variables” (pp. 252-54).

SWW run two regressions, the first including only the eco-
nomic variables and the second including only the social/demo-
graphic variables. The adjusted R2 of the first regression is .12 and
that of the second regression is .36.22 Because the explanatory
power of the economic variables, as measured by the adjusted R2
value, is less than that of the social/demographic variables, SWw
conclude that “the simple economic model can be laid to rest as a
powerful predictor of debtor behavior” (p. 254).

Sww also report a multiple regression model that includes
both the economic and social/demographic variables (p. 253, table
13.5, last column). In the combined regression, all of the economic
variables pass the test of statistical significance.2® In fact, the ex-
emption-level variable shifts from being insignificant to being sta-
tistically significant when the social/demographic variables are ad-
ded. However, it is difficult to conclude anything about the
importance of particular variables, since SWw report only standard-
ized regression coefficients.

No economist would ever pose the issue in this way or use
such a procedure to test an economic model. Economists do not
deny the importance of social/demographic variables as determi-
nants of behavior. They would never test the importance of social/
demographic variables against economic variables. Rather, their
procedure is to test whether economic variables are important

22 The R2 value measures the proportion of the variation in the depen-
dent variable explained by the regression model.

23 See below for further discussion of statistical significance.
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predictors of behavior allowing for the effect of social/demo-
graphic variables. Thus when economic models are tested using re-
gression analysis, standard procedure in economics calls for includ-
ing both the relevant economic variable(s) and whatever social/
demographic variables are thought to be relevant and can be mea-
sured. The test of statistical significance of an individual variable—
economic or social/demographic—is whether it has a t-statistic
greater than 2, which implies that with 95 percent confidence, we
can reject the null hypothesis of no relationship between the indi-
vidual explanatory variable and the dependent variable, allowing
for the effects of all the other variables. The test of statistical sig-
nificance for a group of economic variables is whether an F-test in-
dicates that the group of variables adds significantly to the explan-
atory power of the model (the R?2) relative to the level obtained
without including the group of variables. Thus, economists recog-
nize that social/demographic variables are important determinants
of behavior, and they always test economic models by asking
whether economic variables are statistically significant controlling
JSor the effects of social/demographic variables.

Sww’s result that the R2 value for their group of social/demo-
graphic variables is higher than the R2 value for their group of
economic variables would not surprise any economist with experi-
ence in testing models. But if social/demographic variables explain
more variance, why are economic variables of interest at all? One
obvious answer is simply that economists are primarily interested
in economic variables, regardless of whether they explain more or
less of the phenomenon being studied than other variables. A sec-
ond answer is that economic variables are subject to policy control
whereas social/demographic variables are not—at least not in the
short run, so that economic variables can potentially be used to
change behavior in ways desired by Congress or whatever body
sets policy.

How do economists evaluate the results of testing a model us-
ing regression analysis? First, if the dependent variable is a quali-
tative variable—such as the choice between chapters 7 and 13 in
SWW’s regressions—they use nonlinear techniques such as probit or
logit to estimate the model, rather than ordinary least squares
(which sww use). They use such techniques because ordinary least
squares regression requires that the variance of the error term be
distributed normally, but this assumption is not satisfied when the
dependent variable is qualitative. Second, in evaluating the regres-
sion results, individual economic variables or group of variables
must be significantly related to the dependent variable at the 95
percent level of confidence or higher. This is measured by a t-test
for an individual variable or an F-test for a group of variables.
Since both economic variables and social/demographic variables
are included in the regression equation, the economic variable
must be a statistically significant determinant of the dependent va-
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riable controlling for the effects of the social/demographic vari-
ables. Third, each individual economic variable must be an impor-
tant influence on the dependent variable, that is, a reasonable size
change in the independent variable (one which could be accom-
plished by a realistic policy change) must lead to appreciable
changes in the dependent variable. To measure these effects, econ-
omists avoid standardized regression coefficients (the form of re-
sults presented by sww). Nonstandardized regression coefficients
tell us the amount of change in the dependent variable which re-
sults from a unit change in the independent variable when all
other variables are held constant. They allow the reseacher to pre-
dict the effect of changes in economic policy instruments.

To illustrate how economists test economic models, I use an
example from my own research on bankruptcy. Before doing so,
however, I address the question of what can be learned concerning
bankruptcy from different types of data.

Testing Models of Bankruptcy: What Type of Data Is Needed?

Two different types of data might be collected to test models
of bankruptcy. One type would be a data set of the sort collected
by SWW, consisting of a sample of individuals or couples who have
filed for bankruptcy. The other would be a random sample of indi-
viduals or couples in the population generally, of whom some will
have filed for bankruptcy.

Sww’s data, collected at great effort from bankruptcy court
records, gives us a fairly detailed picture of the demographic, fi-
nancial, and employment situations of individuals and couples
given that they have chosen to file for bankruptcy. As indicated in
the previous section, these data allow SWW to describe typical situ-
ations of individuals and households in bankruptcy, including fe-
male-headed households, those who ran businesses before their
bankruptcies, those who filed under chapter 7 versus chapter 13,
etc.

However, the type of data collected by SWW cannot be used to
study how people make the decision to file for bankruptcy, because
their data set includes only people who actually filed for bank-
ruptcy and excludes those who did not file. But the question of
how people decide whether to file for bankruptcy is an extremely
important one. For example, suppose the consumer credit industry
were to introduce and lobby for the adoption of a mandatory fed-
eral bankruptcy exemption which would be lower than the exemp-
tion levels currently prevailing in most states. (Currently, a fairly
generous federal bankruptcy exemption exists, but states can
choose to opt out of it and set their own bankruptcy exemptions.)
Such a measure would benefit banks and other institutions that
lend to individuals because borrowers would find it less attractive
to file for bankruptcy. In addition, individuals filing for bank-
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ruptcy would be more likely to have excess assets, meaning that
they would find it more attractive to file under chapter 13 and
would promise a higher rate of repayment of debt from future in-
come. SWW accuse the consumer credit industry of lobbying for
such provisions as a substitute for rationalizing their own lending
policies to reduce the number of individuals they lend to who later
file for bankruptcy (pp. 304, 318). Such a policy proposal might be
attractive to Congress because it would lower lenders’ default costs
and, assuming competition among lenders, would cause interest
rates on consumer loans to fall for all borrowers. Congress, in con-
sidering such a proposal, would presumably be concerned about
what its effects would be. Would it cause the number of people
seeking bankruptcy protection from creditors to plummet or
would there be little effect? Would those who stop filing for bank-
ruptcy after the change be the most well-off (the least needy) of
those who previously used the bankruptcy system or would the im-
pact of the change fall heavily on the less well-off of the prior pop-
ulation of bankrupts? Would it hurt those who use bankruptcy
strategically or those who use it as a last resort? Questions of this
type cannot be answered using data sets such as SWw’s. Their data
tell us only the characteristics of people who filed for bankruptcy
under the system prevailing at the time they collected their data.
It cannot be used to analyze how the number or composition of
bankruptcy filings would change if the bankruptcy system itself
were to be changed.

To answer these questions, we would instead need a data set
consisting both of individuals/couples who did and did not file for
bankruptcy. The ideal data set for studying the bankruptcy deci-
sion would be a random sample of households in the United States
that asked if the household had filed for bankruptcy over the last
several years and also asked questions about the household’s eco-
nomic and social/demographic status regardless of whether it filed
for bankruptcy.

Data of this type could be used to estimate a model in which
the dependent variable would be whether the household filed for
bankruptecy. The independent variables would include whether
both husband and wife work; how much each earns; whether the
husband or wife had lost his/her job in the last few years and how
long either was unemployed; whether anyone in the household
had major health problems; whether the household owned a
house; how many credit cards or consumer loans the household
had and for how much; assets and liabilities of the household;
whether anyone in the household owned a business and if it failed;
age, occupation, and educational level of both spouses. Such a data
set could be used to study how the household decides between fil-
ing under chapter 7 or 13. Additionally, such a data set would al-
low us to determine how sensitive bankruptcy decisions are to
such policy variables as the exemption level, such economic vari-
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ables as job loss, and such social/demographic variables as occupa-
tional status.

But this type of data set would be expensive to collect for the
same reason that collecting a data set on determinants of cancer is
expensive: Many subjects have to be sampled for each one found to
have cancer. Therefore, the sample must be very large in order to
include a reasonably large number of cancer observations. Medical
research projects often involve studies of this sort, but research in
social science rarely can command large enough budgets to pursue
careful studies of infrequently occurring events. Techniques exist
for oversampling, say, the portion of the income distribution in
which bankruptcy is known to be most likely, which reduces the
size of the sample needed, but such research is still expensive.24

In my own study of the determinants of personal bankruptcy
filings (White 1987), I attempted to get around the need for a large
survey data set by combining data on personal bankruptcy filings
by county for 1981 with aggregate data from the U.S. Census of
Population on characteristics of the entire population by county
for 1980. A large sample of personal bankruptcy filings was ob-
‘tained from the Administrative Office of the U.S. Courts.2> From
these data, I determined the number of bankruptcy filings under
each chapter by county in 1981. Thus, the dependent variable in
my model was the number of bankruptcy filings under chapter 7
or 13 by county in 1981 divided by the total population of that
county. The independent variables in the models included eco-
nomic variables, such as the county unemployment rate, social/
demographic variables, such as the divorce rate (although I made
no attempt to classify variables by type); and an estimate of the
dollar value of the personal bankruptcy exemption in the relevant
state in 1981. The independent variables were for 1980 rather than
1981 because they are hypothesized to have a lagged effect on
bankruptcy filings.

SWW (p. 16) argue that the data collected by the Administra-
tion Office are useless since the methods used by court clerks in
the various bankruptcy court districts for classifying bankruptcy
filings into personal versus corporate categories differ across dis-
tricts and are sometimes faulty. However, as long as errors made
in measuring the dependent variable (i.e., errors in classifying
bankruptcy filings by chapter) are uncorrelated with the independ-
ent variables, the resulting data can be used without problems.
The effect of errors in the dependent variable is to increase the va-

24 Even adding a question on bankruptcy to an existing survey such as
the Panel Study of Income Dynamics would probably not yield a large enough
sample of bankruptcy filings.

25 The sample included 55,000 chapter 7 bankruptcy filings and 9,500
chapter 13 bankruptcy filings in 1981. In total, there were 214,000 chapter 7
bankruptcy filings and 94,000 chapter 13 bankruptcy filings in the United
States in 1982, the closest year for which aggregate data on a comparable basis
(petitions rather than estates) is available. See White 1987:32, 34.
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Table 1. Results of Regressions Explaining Number of Personal Bankruptcy
Filings, by Chapter of the Bankruptcy Code

Chapter 7 Chapter 13

Coefficient Elasticity Coefficient Elasticity
Unemployment rate STTe* 44 —.097** —-.34
Exemption level ($000) .0060** A7 —.00044* -.21
Divorce rate 7.8%* .32 1.5** 317
Income ($000) .0049** .35 .00075 .33
Percent farmland .066** .27 —.0042
Percent black —.041 079** .40
Percent Spanish —.15%* —.032 .033*
Percent homeowners 074 .035** 1.3
Percent elderly —.056 —.021
Intercept —.14 .00058
No. of observations 1,470 1,470
R2 .10 .093

SOURCE: Michelle J. White, “Personal Bankruptcy Under the 1978 Bankruptcy
Code: An Economic Analysis,” 62 Indiana Law Journal 1, 45.
*Coefficient is statistically significant at the 95 percent level.
**Coefficient is statistically significant at the 90 percent level.

riance of error term in the overall equation so that the explana-
tory power of the model is reduced and the R?2 falls; but the coeffi-
cients of the independent variables and their t-statistics are
unaffected.26

Table 1 shows two multiple regression equations explaining
(1) personal bankruptcy filings under chapter 7 per thousand pop-
ulation and (2) personal bankruptcy filings under chapter 13 per
thousand population.2?” Note that the question posed here differs
from the question posed by SWw in their regression model dis-
cussed above. Here what is being explained is how many people
file for bankruptcy under chapter 7 or chapter 13; however, SWW’s
regressions attempt to explain which bankruptcy chapter people
choose when they have already decided to file for bankruptcy.
From a policy perspective, the most important question is why
people file for bankruptcy in the first place.

Examine the regression explaining chapter 7 bankruptcy fil-

26 This is the “errors in variables” model with the errors being in the de-
pendent variable. See Pindyck and Rubinfeld 1981:176-77. Note that disagree-
ment over whether “faulty” data can be used for empirical research is an old
question dividing sociologists and economists. The former tend to emphasize
collecting data specifically for the problem to be studied, while the latter tend
to use existing data but to develop statistical models that predict how
problems in the data will affect the results of the estimation.

27 The regressions are estimated by ordinary least squares. Actually, it
would have been better to have used a technique such as logit or probit. The
reason is that since values of the dependent variable are restricted to the
range between zero and one, the error term is heteroscedastic. This is the
same problem, although less severe, as in SWW'’s regressions, where their de-
pendent variable takes only the values of zero or one. However, the results us-
ing probit or logit or a heteroscedasticity correction would probably have been
similar to those using ordinary least squares. See Pindyck and Rubinfeld
1981:275-78.
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ings first. The economic variable I was most interested in was the
bankruptcy exemption level because it is subject to congressional
control. The exemption level variable was statistically significant
at the 95 percent level (actually it is statistically significant at a
much higher level, since the t-statistic is 8.1). The coefficient of the
exemption level is .006.28 Regression coefficients are interpreted as
the change in the dependent variable that results from a unit
change in the independent variable.?® One way that economists
often characterize the effect of a change in an independent varia-
ble such as the bankruptcy exemption level is to calculate its elas-
ticity, or the percentage change in the number of chapter 7 bank-
ruptcy filings that results from a 1 percent change in the exemp-
tion level. This elasticity is calculated by multiplying the coeffi-
cient of the exemption level (.006) by the average exemption level
($9,600 or 9.6 measured in thousands) and dividing by the average
chapter 7 filing rate in the sample (.122), or (.006)(9.6/.122) = .47.30
Thus, the model predicts that a 1 percent increase in the exemp-
tion level would lead to a 0.5 percent increase in the filing rate
under chapter 7, holding all other variables constant. This elastic-
ity is reasonably large suggesting that changing the bankruptcy ex-
emption level would have an appreciable effect on the number of
chapter 7 filings. Another way to characterize the effect of changes
in the exemption level is to calculate the predicted increase in the
number of chapter 7 bankruptcy filings that would result from an
increase in the exemption level. Because the exemption level is
measured in thousands of dollars and the dependent variable is
measured as a proportion of population in thousands, the model
predicts that an increase in the average bankruptcy exemption in
the United States of $1,000 would lead to an increase in the
number of chapter 7 bankruptcy filings per year in the United
States of (.0060)(1.0)(220,000)(214,000/55,000) = 5,200, where
220,000 is the United States population in 1981, measured in
thousands, and the factor (214,000/55,000) scales the bankruptcy
sample upwards to the total number of bankruptey filings.3! To
put the $1,000 increase in perspective, the average bankruptcy ex-
emption in effect in 1981 was $9,600, so that an increase of $1,000
would have been around 10 percent. An increase or decrease of
this magnitude is predicted to cause 5,2000 more or fewer bank-
ruptcy filings under chapter 7.

Several other variables in the regression are also statistically

28 See Table 1, nn. * and **.

29 The regression coefficients are not standardized.

30 Elasticity is defined generally as (Ay/y)/Ax/x), where y is the depen-
dent variable and x is an independent variable. Since the coeficient of z in a
linear regression is Ay/Ax, the elasticity at the mean values of y and x is ob-
tained by multiplying the coefficient by £/y, where the bars indicate mean val-
ues.

31 See note 25.
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significant. Examine the unemployment rate. It has an elasticity of
((77)(.07/.122) = .44, where .07 is the average unemployment rate
in 1981 and .122 is again the average filing rate under chapter 7 in
the sample. Because the elasticities of the unemployment rate and
the exemption level are similar in size, a 10 percent increase in the
unemployment rate is predicted to increase chapter 7 bankruptcy
filings by about the same amount as a 10 percent increase in the
exemption level. Other coefficients in the model can be evaluated
in the same way.

Turn now to the regression explaining the rate of bankruptcy
filings under chapter 13. Here the coefficient of the exemption
level, —.00044, is smaller and has the opposite sign from the coeffi-
cient of the chapter 7 filing rate. Also, the exemption level fails
the test of statistical significance at the 95 percent level, although
it is statistically significant at the 90 percent level, a weaker test.
Thus, evidence that the exemption level is a significant determi-
nant of the chapter 13 bankruptcy filing rate is relatively weak.
The fact that the coefficients of the exemption level have opposite
signs in the equations explaining number of chapter 7 and chapter
13 filings means that an increase in the exemption level is pre-
dicted to cause the number of chapter 7 filings to rise and the
number of chapter 13 filings to fall. Because an increase in the ex-
emption level makes filing under chapter 7 more attractive, filings
that would otherwise occur under chapter 13 shift instead to chap-
ter 7. The elasticity of chapter 13 filings with respect to the exemp-
tion level is (—.00044)(9.61/.02) = —.21, which is less than half as
large as the elasticity for chapter 7 filings. The model predicts that
an increase of $1,000 in the average exemption level would cause
the number of chapter 13 bankruptcy filings to drop by
(—.00044)(1.0)(220,000)(94,000/9,500) = —960. Thus, an increase in
the bankruptcy exemption level of $1,000 is predicted to cause the
number of chapter 7 bankruptcy filings to increase by 5,200 and
the number of chapter 13 bankruptcy filings to fall by 960, for a
net increase in total bankruptcy filings of around 4,200.

Do these results suggest that the economic model of bank-
ruptcy works? By the criteria defined above, the answer is yes be-
cause the exemption level is a statistically significant and impor-
tant determinant of the chapter 7 bankruptcy filing rate, allowing
for the effects of social/demographic variables. Thus the model
supports a theory that says that an increase or decrease in the ex-
emption level would have an important effect on the chapter 7
bankruptcy filing rate, that is, those considering filing for bank-
ruptcy are influenced by the amount of assets they will be allowed
to keep. Strong support therefore exists for the economic approach
to bankruptcy generally, since if (as SWW assert) consumers only
file for bankruptcy when their financial troubles become over-
whelming, their decisions would be unaffected by the amount of
the bankruptcy exemption. The model provides only marginal sup-
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port, however, for the theory that the exemption level is an impor-
tant determinant of the chapter 13 bankruptcy filing rate. This re-
sult is not surprising because the exemption level only affects the
chapter 13 bankruptcy filing rate indirectly through its influence
on the attractiveness of filing under chapter 7.

However, I would characterize the model as providing sugges-
tive rather than definitive results concerning whether economic
factors are important determinants of the decision to file for bank-
ruptcy. Further research is clearly needed, both to overcome the
severe data limitations of this study and to allow the bankruptcy
decision to be explored in more detail. Unfortunately, the properly
specified multimillion-dollar random sample of household bank-
ruptcy—described above—still awaits funding. The only way to ob-
tain funding may be to convince the medical establishment that
bankruptcy is a disease.

4. POLICY IMPLICATIONS

What sorts of policy implications emerge from sWw’s study of
personal bankruptcy? Somewhat surprisingly, SWw make no pro-
posals for policy changes, apparently because they view the bank-
ruptcy system as being under attack by economists for being too
favorable to debtors, so that its current features need all the de-
fense they can get. One policy change that they come close to ad-
vocating is that of abolishing chapter 13 altogether on the grounds
that most debtors who file for bankruptcy under chapter 13 prom-
ise to repay more than they can afford in their repayment plans.
However, they stop short of actually advocating this change.32

Does economics research suggest any policy changes in the
bankruptcy system? The main policy issue in bankruptcy concerns
how the existence of the bankruptcy system affects borrowing de-
cisions and how persons decide whether to file for bankruptcy. As
discussed above, this question cannot be studied using sww’s data
set, since they collected data only on people who have already cho-
sen to file for bankruptcy. My own research on this issue starts
from the premise that the asset exemption level in bankruptey is
the key policy variable determining whether debtors have an in-
centive to file for bankruptcy. The regression results discussed in
section 3 suggest that consumers respond fairly strongly to the
level of the bankruptcy exemption, so that increasing or decreas-
ing it would have an appreciable effect on the number of bank-
ruptcy filings. If Congress felt that too many consumers were fil-
ing for bankruptcy, adopting a uniform and lower federal

32 Write SWW (p. 223): “It is not ridiculous to suggest that it might be
better not to have chapter 13 at all. One could argue that its benefits are out-
weighed by the harm done to people who waste money and mental anguish on
impossible payment plans. But we are not ready to go that far.”
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exemption level would substantially lower the number of bank-
ruptcey filings. To this extent, SWw and I probably agree.

However, I would advocate a more substantive policy change:
eliminating the current rule that allows consumers to avoid repay-
ing debt from future income unless they voluntarily agree to do so
by filing under chapter 13. As discussed in section 1, debtors in
general have much greater ability to repay debts from future in-
come than from assets. But current bankruptcy law only requires
them to use their assets, not their income, to repay their debts.
Since filing for bankruptcy under chapter 13 is voluntary, debtors
have an incentive to choose chapter 13 only when (1) they have as-
sets not covered by the bankruptcy exemption, or (2) they repay
an amount in chapter 13 no higher than the value of their excess
assets, or (3) they have debts which can only be dismissed under
chapter 13, such as liabilities incurred by fraud. The bankruptcy
exemption is high enough in most states that few bankrupts have
excess assets. Therefore consumers generally choose chapter 13
only when their repayment plans are essentially a fiction or when
they are in jurisdictions in which lawyers or judges in effect force
them to do so, even though it is against their interest.

But since ability to repay debts depends mainly on future in-
come, it makes sense to require that debtors in bankruptcy repay
debts based on both their assets and their future income. This
could be done by combining chapters 7 and 13 into one consumer
bankruptcy procedure. Just as there is currently a bankruptcy ex-
emption for assets, a new bankruptcy exemption for income could
be adopted. This exemption would provide for bankrupts to keep
both a minimum level of income—representing a basic standard of
living—and a fraction of income above the basic standard of living,
which would preserve incentives to work. Debtors in bankruptcy
would be required to propose a repayment plan that would devote
both their nonexempt assets and their nonexempt income to re-
payment of liabilitites for a certain number of years.

Most states already have a type of income exemption in place
in the form of limits on the maximum amounts of wages that may
be subject to garnishment by creditors outside of bankruptcy.
These would need to be reevaluated since they were not adopted
with consumer bankruptcy in mind: currently consumers can avoid
onerous wage garnishment by filing for bankruptcy. Under the
new system, states that allow very high wage garnishment would
need to set a lower maximum standard or a uniform federal in-
come exemption would need to be adopted.

This change would improve the functioning of the personal
bankruptcy system in several ways. First, it would prevent debtors
with high incomes but low assets from getting out of repaying any
of their debt, as they currently can under bankruptcy law. Second,
since there would be only one bankruptcy chapter for individuals,
the special provisions under chapter 13 that allow liabilities such
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as those incurred by fraud to be dismissed would not be needed. To
discourage fraud, it would be better not to dismiss such liabilities
in bankruptcy at all. Third, to the extent that the change increased
the total amount of debt repaid, it would reduce lenders’ costs and
therefore reduce the interest rates on loans paid by all borrowers.

Finally, while I’'m sure that SWw would disagree with this pro-
posal for reform, such a change would adversely affect only the
“economic” bankrupts—those who plan strategically for bank-
ruptey since under some circumstances it makes them better off.
For example, those with high income and few assets who borrow
heavily to finance restaurant meals and vacations (which do not
build assets that creditors can claim) would have to pay more. But
“sociological” bankrupts, those who are forced into bankruptcy by
misfortunes beyond their control despite all their efforts to avoid
it, would not have to pay any more than they currently do. Both
their low assets and their low incomes would be below the rele-
vant exemption levels. SWw and I would probably agree that such
a change would not affect most debtors in bankruptcy—who have
little ability to repay debts from either assets or income. But the
change would force the minority of bankrupts with the most abil-
ity to pay to begin to repay at least part of what they owe to credi-
tors.
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