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I



Introduction



Bankruptcy provides a framework for resolving all of a debtor’s obligations together in a structured way that avoids creditors’ runs on assets, reduces haggling among creditors, and avoids inefficient, piecemeal liquidation. When a debtor declares bankruptcy, the bankruptcy court places all of his legal and equitable interests into a bankruptcy estate to be sold. Certain assets, however, are exempt from the estate and beyond the reach of creditors. The amount of property that can be exempted from the bankruptcy estate has been controversial. Although the U.S. Constitution delegates authority over bankruptcy to the federal Congress, the authority to set the exemptible amount has remained the responsibility of the individual states. Real estate typically represents a debtor’s largest asset, and the real estate exemption, or homestead exemption, has been the centre of debate. While policymakers often assume that high bankruptcy exemptions help the poor, in fact the evidence suggests that such exemptions cause lenders to redistribute credit from low-asset to high-asset households and to raise the interest rates that they charge low-asset households (Gropp, Scholz and White, 1997). Generous bankruptcy exemptions increase demand for credit by reducing the downside risk of borrowing, but reduce the supply of credit by increasing the probability of default. Evidence shows that, in states with higher bankruptcy exemptions, individuals are turned down for credit more often and pay higher interest rates (Berkowitz and White, 2004). In this paper, we explore the political economy of homestead exemptions across the US states. To make empirical predictions on the states’ homestead exemption
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decisions, we develop a model with three groups of individuals: the rich, the poor and the middle class. The first group has an endowment of houses, while the other two have access to a profitable investment opportunity. A critical difference exists between the two groups of borrowers: the middle class has a higher future income than the poor class, and therefore the middle class is less likely to default. Higher levels of homestead exemptions are ex-post beneficial for those who default. However, they are ex-ante costly to all borrowers, as creditors cannot distinguish between the two types of borrowers. Creditors must therefore charge higher interest rates the greater the homestead exemption level because exemptions reduce creditors’ recovery value in case of default. Applying the political economy approach, we assume that state residents vote on homestead exemptions. The three groups have different preferences related to homestead exemption levels. The poor prefer higher levels of homestead exemptions: they enjoy all the benefits deriving from them, as they are the only ones to default, while they share only part of their costs as the higher interest rate is paid by the middle class. The rich prefer even higher levels of homestead exemptions because they do not pay for their costs as they do not need to borrow to invest and are the suppliers of real estate assets, which become in high demand when homestead exemptions are higher, as they provide protection against default. Conversely, the middle class wants low levels of homestead exemptions, as they suffer their ex ante costs and do not enjoy their ex post benefits. The levels of homestead exemptions chosen by the states depend on the relative size of the three classes, which can be directly measured by the degree of wealth inequality in the state. If a state has higher income inequality (or the combined
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fraction of poor and rich is above 50 percent), the state will choose to have a high level of homestead exemption; if, instead, the state has lower income inequality (that is, the middle class comprises more than 50 percent of the voters), the state will have a low homestead exemption. This prediction is tested using the state level Gini coefficient of income inequality. Our empirical analysis examines the evidence from three different datasets. We start with the analysis of the choice of homestead exemption following the enactment of the 1978 bankruptcy reform. The 1978 Act was the first federal bankruptcy law in a century and was initially conceived to standardize personal bankruptcy laws across the states. Prior to 1978, personal bankruptcy was largely left to state legislation; the preceding federal law, drafted in 1898, simply provided loose guidelines for the states. The 1978 Act, by contrast, established a federal benchmark for personal bankruptcy exemptions that would become the default option for the states, unless they affirmatively chose not to use it. The Act set the homestead exemption level to $7,500 and the level for non-homestead property to $4,000, with both figures doubled for married couples. According to the Act, states had to vote to opt out of the federal scheme in order to keep full control of their bankruptcy legislation. In states that chose to opt out, citizens would be restricted to state exemption laws. Otherwise, they would retain discretion to select between the state and the federal exemption amounts. All states debated the issue of personal bankruptcy and made their choices within a decade of the Act’s enactment. By 1987, every state had decided whether to opt out and whether to reset its own exemption levels; no state opted out after 1987. As a result, only twelve states allowed debtors a choice between the state and federal
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systems (that is, they did not opt out of the federal scheme). Many state legislatures raised the amount of their homestead exemptions when they opted out, and on many occasions afterwards. Today, a wide variation in exemption levels remains across states. Using data for 1987, we find that states with higher levels of income inequality have higher levels of homestead exemptions (scaled by the median house price in a state). We find no evidence that the differences in homestead exemption levels are related to political ideology (as measured by the percentage of votes for the Democratic party in the latest presidential election), and per capita income growth. The homestead exemption is significantly higher in states that joined the union at a later stage, as well as those that are less populated. This evidence thus supports the model prediction. However, we also uncover that the best predictor of the level of homestead exemption in 1987 is the level of homestead exemption in 1975 (that is, before the enactment of the 1978 Act). This finding highlights the fact that the level of homestead exemptions is strongly path dependent. Next, we consider historical data for 1860, when states first introduced homestead exemptions (Goodman, 1993). As the US economy at that time was dominated by agriculture, we collected census data on the value of land at the state level in 1860 to normalize the measure of homestead exemption (there is no available measure for house prices at the time). We also use the measure of inequality in 1860 based on the distribution of land (rather than wealth or income). suggested by Nunn (2008). Using the 1860 sample, we confirm the model’s prediction: more unequal states choose higher levels of homestead exemption. This result is robust to controls for other differences across states, in particular population density and year of incorpora-
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tion of the state in the federal union, which are also statistically significant: it seems that less populated and newer states adopted more generous homestead exemptions as a way to attract settlers. As a third approach we study the panel data from 1978-2005. In this case, we use yearly data on homestead exemptions and income inequality. In this setup, we can control for state fixed effects and focus on the time-series dimension of our data. Again, we find support for our prediction: increases in income inequality are associated with increases in the level of homestead exemption across states. Our model is related to von Lilienfeld-Toal and Mookherjee (2008). Their study uses a two-sided matching model of debt or asset lease contracts, where liability limits are defined by bankruptcy law. Their results show that weakening bankruptcy laws causes the redistribution of debt and welfare from the poor to the rich.1 The model is also related to Besley and Ghatak (2008), who study the equilibrium effects of strengthening creditor rights in developing economies. The critical difference compared to these papers is that in our model borrowers invest in housing to protect part of their wealth from default. This is consistent with the evidence provided by Corradin et al. (2010) that households with low net worth maintain a larger fraction of their wealth as home equity in states with larger homestead exemption. Our results also parallel the large literature on creditor rights. Cross-country comparisons indicate significant positive correlations between the stringency of debtor liability and ex ante credit access (e.g., Djankov, McLiesh and Shleifer (2007)). The emphasis of this literature is typically on cross-country differences in corporate bankruptcy law. We focus instead on within-country differences in personal 1



A similar point is made by Bolton and Rosenthal (2002), in the context of farmers bailouts.
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bankruptcy law and thereby add a new and different viewpoint on the subject. A related paper is Benmelech and Moskowitz (2010), who apply a political economy approach to study the determinants and consequences of differences in usury laws at the beginning of the 20th Century across the US states. They find that when the cost of regulation is low, private interests lobby for states to impose tight restrictions on credit to extract rents and impede competition from the rest of the population. When the cost of regulation is high, on the other hand, states relax the constraints. The paper is organized as follows. In Section II, we review the related literature. In section III, we develop the model. We explain the empirical analysis in Section IV. Section V concludes. In the Appendix, we provide an overview of the history of bankruptcy law in the US.



II



Related Literature



There is a large literature studying the effects of homestead exemptions on the market for personal loans. In their seminal paper, Gropp, Scholz and White (1997) use the 1983 Survey of Consumer Finances to show that high exemption levels increase the amount of credit available to wealthier households but reduce the availability of credit to poorer households. A household was 5.5 percent more likely to be turned down for credit if it lived in a state with an exemption in the highest rather than the lowest quartile of the exemption distribution. Interest rates were higher in 65 states with higher bankruptcy exemptions, but the effects depended strongly on borrowers’ wealth. In particular, households in the second-to-lowest quartile of the wealth distribution paid interest rates that were 2.3 percent higher if they lived in high –6–



rather than low exemption states, but households in the third and highest quartiles of the wealth distribution paid the same interest rates regardless of exemption level. This finding is confirmed by Lin and White (2001) and Berkowitz and White (2004). Lin and White (2001) find a positive correlation between the probability of being denied credit and the level of homestead exemption, using data on mortgage applications. Berkowitz and White (2004) use survey data to show that the probability that small business owners are credit rationed rises with the level of homestead exemption. Furthermore, high homestead exemptions significantly impact entrepreneurial activity (Fan and White, 2003). Evidence also indicates that higher homestead exemption levels are associated with more filings for bankruptcy. Within a year of the implementation of the 1978 Act, the number of personal bankruptcy filings more than doubled. Shepard (1984) estimates that the Act accounted for annual increases in personal bankruptcies of 50 percent, after controlling for other determinants such as per capita wealth, the use of credit, unemployment, and interest rates. In a similar study, however, Domowitz and Eovaldi (1993) find no significant evidence that the Act increased bankruptcy rates permanently. They show that while the number of filings kept increasing for six years following the Act’s implementation, the number then started decreasing. In their view, the increase in bankruptcy filings resulted from economic conditions. Boyes and Faith (1986) look at filings in one state, Arizona, before and after the Act took effect. They conclude that in Arizona, the Act significantly increased the number of bankruptcies, and that the effect of the Act could not be explained away through historical economic context. According to White (1998), however, despite the recorded growth in the number
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of personal bankruptcy filings following the institution of the 1978 Act, many more households could benefit from filing for bankruptcy than the number that actually files. Our paper relates to political economy literature studying the determinants of bankruptcy law. In this area, most of the emphasis has been on the federal law and its determinants. Several studies have analyzed legislative history. Posner (1997) investigates the political background of the Bankruptcy Reform Act of 1978, develops a political theory of its origin, and uses the theory to shed light on the political determinants of the bankruptcy amendment process. He argues that the Act is a product of political compromises among competing interest groups and, specifically, that the provisions on exemptions result from a conflict between federal and state officials over the power to make transfers to local interest groups. Berglof and Rosenthal (2005) analyze voting patterns for the foremost American federal bankruptcy legislation to understand the operation of congressional politics. Nunez and Rosenthal (2004) examine floor and committee voting on bankruptcy bills in the 2001 Congress and show clear evidence of the influence of pro-creditor interest groups. The emphasis of this paper is on state-level politics and its determinants. This is an unexplored area of research. One exception is Hynes, Malani, and Posner (2001), which investigates the factors that influence state decisions to opt out of the federal exemption level following the 1978 Act. They find no link between the states’ choices and the most prevalent theories of their political determinants: a desire to protect debtors from becoming wards of the state, altruism on the part of the wealthy, or pressure from interest groups. There is also a smaller literature looking at the effect of differences in personal
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bankruptcy laws across states on migration. Brinig and Buckley (1996) find that states with higher bankruptcy filing rates have higher immigration rates than states with lower bankruptcy filing rates. These results seem surprising, since states with higher bankruptcy filing rates are likely to have scarce and expensive credit. Brinig and Buckley’s results suggest that immigrants are more concerned with fleeing their old creditors than with obtaining credit to set up new businesses. Brinig and Buckley did not test whether higher exemption levels attract more immigration. Using data from the Panel Study of Income Dynamics (PSID), Elul and Subramianian (2002) estimate a model of the household migration decision. They conclude that the actual effect of bankruptcy laws on migration is relatively modest. According to their study, only 1% of migration to states with higher exemption levels is motivated by considerations of differences in bankruptcy laws. Corradin, et al. (2010) study the investment in home equity as a strategic means to take advantage of homestead exemptions. Using data from the Survey of Income and Program Participation for the period 1996-2006, they find that households with low net worth maintain a larger share of their wealth as home equity if a larger homestead exemption applies.



III



Model



In this section, we develop a political economy model with asymmetric information to study the choice of homestead exemption across states.



III.1



Economic Environment



There are three dates, t = {0, 1, 2}, and a continuum of mass 1 of agents living in a state. A mass r of the population (the rentiers) own one house each at t = 0 and
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receive a cash flow of value 1 at t = 2. The rest of the population (the entrepreneurs) have no endowment at t = 0 but have access to an investment opportunity, which generates cash flows at t = 2. Each agent’s utility is linear in consumption over the final period: U = c2 . The timeline of the model is described in Figure 1. At t = 0, two parties compete for election at the state level by setting a political agenda in which the level of homestead exemption h ∈ [0, 1] is the key variable. The state residents vote for either party. The level of homestead exemption is then set equal to the agenda of the winning party. At t = 1, the credit market opens, and the investment and housing decisions are taken. Entrepreneurs can borrow from a set of competitive risk-neutral banks at a gross market rate R. The entrepreneurs can invest up to 1 unit of capital to generate a return y at t = 2, where y = 2 if the entrepreneur is good (a mass m of the population) and y = 1 if the entrepreneur is bad (the remaining mass p, with p + m + r = 1). Any investment in excess of 1 unit yields zero return (i.e. decreasing return to scale technology). Instead of investing, agents can use the resources borrowed by the banks to buy an amount of housing φ ≥ 1, which qualifies for homestead exemption hφ in case of default. The market price P and the aggregate quantity of houses being traded n are set in equilibrium. At t = 2, the investment pays off y ∈ {1, 2}, the loans are due and consumption occurs. Borrowers decide whether to repay their loans or to default strategically. If borrowers default, they file for bankruptcy: the banks have a claim on agents’ total wealth inclusive of housing assets net of homestead exemption. Each unit of housing has a liquidation value normalized to 1 unit of the consumption good.
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We make two important assumptions:



1. Asymmetric Information. While agents know their type, banks cannot distinguish between the agents. This implies that the banks cannot offer different contracts to types m and p at t = 0. 2. Population. We assume that m > p > r. As will be shown later, the r class are the richer at t = 2, followed by the m class, and last the p class. Hence, the r, m, and p types can be viewed as the rich, middle class, and poor. Hence, this assumption implies that the middle class are the most common type, followed by the poor and the rich.



III.2



Market Equilibrium



We now solve backwards for the subgame perfect equilibrium of the model for any given level of homestead exemption h. In the next section, we will solve for the equilibrium political economy choice of homestead exemption. III.2.1



Default Decision



The borrowers’ wealth at t = 2 is y(1 − φP ) + φ, where y ∈ {1, 2} depending on his type and φ is his investment in housing, which cost φP at t = 1 (and thus reduced the resources available for investment at that stage correspondingly) and is worth φ units of consumption good at t = 2. If they meet their debt obligations, borrowers consume their wealth net of the debt repayments R: y(1 − φP ) + φ − R. In case of default, instead they consume φh. Notice that the decision to default is associated with positive utility if and only if both homestead exemption and housing investment are positive (h and φ > 0). – 11 –



Otherwise, the decision to default generates no utility. Borrowers will then default whenever: y(1 − φP ) + φ − R < φh.



(1)



The default likelihood increases with the borrowing costs, R, homestead exemption, h, and housing price, P , while it decreases with agents’ returns from investment, y. III.2.2



Housing Market



Proceeding backwards, we investigate each agent’s demand of housing, φ. Recall that the rentiers are the only suppliers of housing. They are willing to sell all the housing stock at a premium, and nothing otherwise. The aggregate supply of housing is then   r if P ≥ 1 nS = (2)  0 otherwise The housing demand depends on the decision to default strategically. As shown in equation (1), the utility at t = 2 is strictly increasing in φ when the borrower plans to default. In such case, the optimal investment in housing is the maximum allowed given that the bank lends 1: φ = 1/P . If the borrower plans to pay, the utility is decreasing in φ if yP < 1 and increasing in φ if yP > 1. Hence, in the first case, the optimal demand for housing is φ = 0; whereas, in the second case, the optimal demand for housing is φ = 1/P . Hence, equation (1) modifies as follows: borrowers will not buy houses and default strategically if y − R ≥ h/P



(3)



Since R ≥ 1, the borrower’s incentive compatibility condition above implies that the p type always buys houses and defaults when h > 0 and does not if h = 0.2 The 2



In that case, the agent is indifferent between investing in the project (and not defaulting) and
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incentive compatibility condition for the m type instead depends on the comparison of 2 − R and h/P We can then derive the aggregate demand for houses. There are three cases to consider. First, if P < h/(2 − R), the entire middle class and the poor demand houses. Hence, the demand of houses is (m + p)/P . Second, if P ≥ h/(2 − R) and h > 0, only the poor demand houses. Hence, the demand of houses is p/P . If h = 0, nobody demands houses. Thus, the aggregate demand of houses is:    (m + p)/P if P < h/(2 − R)   nD = p/P if P ≥ h/(2 − R) and h > 0     0 if h = 0



(4)



By equating demand and supply, the equilibrium in the housing market is such that   r if h > 0 n∗ = (5)  0 if h = 0 and



   (m + p)/r if P < h/(2 − R)   P∗ = p/r if P ≥ h/(2 − R) and h > 0     1 if h = 0



(6)



In equilibrium, there is always rationing (since r < p < m) when the demand for houses is positive, that is, when h > 0. Hence, the rentiers always extract all the surplus. If only the poor demands housing, the equilibrium price P ∗ = p/r > 1. When the middle class also demands housing, instead, the equilibrium price rises to P ∗ = (m + p)/r > p/r. buying houses (and defaulting). We make the tie-breaking assumption that the borrowers prefer to repay when they are indifferent.
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III.2.3



Lending Decisions



We now examine the bank’s lending decisions. If no borrower defaults, i.e. if h = 0, then competitive banks lend at their cost of funding, R = 1. Therefore, the incentive compatibility condition (3) is satisfied for all borrowers. If h > 0, the poor always want to default and there are two cases to consider: (i) if h ≤ 2 − R, the p type acquires houses while the m type invests in the project; and (ii) if h > 2 − R, both types invest in housing. Consider first case (i). From the bank’s perspective, with probability p/(m + p), the borrower is of type p, he will default and the bank will recover (1 − h)r/p; and, with probability m/(m + p), the bank receives the promised payment R. In equilibrium competitive banks set their lending rate R to break even: r m p (1 − h) + R=1 m+p p m+p



(7)



which leads to the equilibrium rate R∗ = 1 +



r p−r +h . mp m



(8)



The competitive lending rate is strictly increasing in the homestead exemption h. This is an equilibrium provided that R∗ ≤ 2 − h or: h≤1−



p p =1− . m+r 1−p



(9)



Consider next case (ii): banks never lend because they do not recover enough to break even. Hence, there is no lending when h > 1 − p/(1 − p). We summarize the equilibrium outcomes in the following proposition: Proposition 1 The equilibrium levels of investment, housing price, the cost of debt and the probability of default depend on the homestead exemption as follows: – 14 –



(i) when the homestead exemption is low, h = 0: {I ∗ , P ∗ , R∗ , δ ∗ } = {1, 1, 1, 0} ;



(ii) when the homestead exemption is intermediate, h ∈ (0, 1 − p/(1 − p)]: ∗



∗



∗



∗



{I , P , R , δ } =







 p−r r p + h ,p ; m, , 1 + r mp m



(iii) when the homestead exemption is high, h > 1 − p/(1 − p): {I ∗ , P ∗ , R∗ , δ ∗ } = {0, 1, N A, 0} .



III.3



Political Economy Equilibrium



In this section, we consider the preferences of each type and solve for the political economy outcome. III.3.1



Individual Preferences



The utility of the rentiers is represented by the value of their housing endowment P ∗ and the endowment of consumption good 1:   2 if h = 0     i p UR = 1 + P ∗ = . 1 + p/r > 2 if h ∈ 0, 1 − 1−p    p  2 if h > 1 − 1−p



(10)



The optimal choice of homestead exemption for the rich is h ∈ (0, 1 − p/(1 − p)] as this corresponds to the highest house price P ∗ . The utility of the m types is instead always (weakly) decreasing in homestead exemption. They never default in equilibrium and thus only suffer higher borrowing costs for intermediate levels of homestead exemption, and cannot borrow for high – 15 –



homestead exemptions. Their utility is   1 if h = 0     i p UM = . 1 − (p − r)/(mp) − hr/m if h ∈ 0, 1 − 1−p    p  0 if h > 1 − 1−p



(11)



Their utility reaches a maximum at h = 0. The utility of the p types is first increasing and then decreasing in homestead exemption. For low values of homestead exemption (h ≤ 1 − p/(1 − p)), the poor borrow at t = 1 and default on their loan. For high values of homestead exemptions (h > 1 − p/(1 − p)), banks do not lend and the poor’s utility is 0. In summary, the poor’s utility is   hr/p if h ≤ 1 − UP =  0 if h > 1 − The poor’s utility reaches a maximum at h = 1 −



p 1−p p 1−p



.



(12)



p . 1−p



It is important to notice that the utility of the rentiers is always higher than the utility of the m types, which is in turn always higher than the utility of the p types. Hence, in what follows, we will refer to the three classes as rich, middle class and poor, respectively. III.3.2



Choice of Homestead Exemption



Two parties compete for election based on the level of homestead exemption h ∈ [0, 1]. The political outcome depends on the size of the middle class as compared to the other classes. If the middle class is large (m ≥ 0.5), then the competing parties will simply choose the agenda that maximizes the utility of the middle class. Hence, the choice of homestead exemption will be set at a low level h = 0. If instead the middle class is small (m < 0.5), the winning strategy is to choose a high level of homestead
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exemption to attract the votes of the rich and the poor. The proof is by contradiction. Suppose that the agenda of the winning party is to choose h1 < 1 − p/(1 − p). Then, the losing party could set its agenda to h1 +  with  ∈ (0, 1 − p/(1 − p) − h1 ], which is a non-empty set because h1 < 1 − p/(1 − p). In this way, all type p would switch to the other party, while the rentiers would be equally well off. Hence, the winning party would lose. This argument does not work for h = 1 − p/(1 − p). This implies choosing h = 1 − p/(1 − p) is the only equilibrium. Hence, the political economy equilibrium is as follows:



Proposition 2 The choice of homestead exemption is low (h = 0) if m > 0.5, and high (h = 1 −



III.4



p ) 1−p



otherwise.



Empirical Prediction



The immediate prediction following from Proposition 2 is that the level of homestead exemption chosen by a state weakly decreases with the size of the middle class m, particularly when there are good investment opportunities. Empirically, we proxy for m using the Gini coefficient of income inequality. Indeed, the Gini coefficient is strictly monotonically related to m. To compute the Gini coefficient, we sort the agents from low to high income population and plot the cumulative share of income earned as a function of the cumulative fraction of population. This is known as a Lorenz curve. The Gini coefficient is defined as the difference between 1 and the area under the Lorenz curve multiplied by 2. Its lowest value is 0 and occurs when the Lorenz curve reaches equality, represented by the 45-degree line. A higher Gini coefficient value indicates greater income inequality. The Lorenz curve in the model is a piece-wise linear curve that starts at the origin – 17 –



and ends at the point (1, 1). The expected income of the poor class as a proportion of total income αP is zero for values of the abscissa between 0 and p (hence, the slope of the curve is zero for that range of values). The slope increases to 1 between p and m, as the expected income of the middle class as a proportion of total income is positive: αM =



m . m+2r



The slope becomes very steep for values of the abscissa above



m + p because the income of the rich class is high: αR =



2r . m+2r



The Gini coefficient



is then: G = 1 − [mαM + 2rαM



(m + r)2 + r2 + rαR ] = 1 − m + 2r



(13)



Controlling for total income (by keeping m + 2r constant) makes the derivative of G with respect to m strictly negative.3 Therefore, the key prediction of the model is that homestead exemption levels should increase with income inequality. Other predictions (which will not be tested in this paper) follow from Proposition 1. First, credit and entrepreneurial activity should be (weakly) decreasing in homestead exemption. This prediction is consistent with the large body of evidence: on credit, see Gropp, Scholz and White (1997), Lin and White (2001), and Berkowitz and White (2004); on entrepreneurial activity, see Fan and White (2003). Second, bankruptcy rates should be (weakly) increasing in homestead exemption. This is consistent with the empirical findings in Shepard (1984) and Boyes and Faith (1986). In this paper, the emphasis is on explaining the determinants of the level of the homestead exemptions themselves. Hence, we now focus on the untested prediction from Proposition 2. 3 dG dm



For total income to remain constant at a level K, r must move so that r = (K − m)/2. Hence, ∂G ∂r m2 −r 2 = ∂m + ∂G ∂r ∂m = − (m+2r)2 < 0
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IV



Empirical Analysis



The key prediction of the model presented in Section III is that homestead exemptions should be higher in states that are more unequal (that is, in states where the number of people belonging to the rich and poor classes is relatively larger than the population of the middle-class). In this section, we test this hypothesis. We do so by considering three different datasets. We start with the analysis of the choice of homestead exemption following the enactment of the 1978 bankruptcy reform. The Act set the federal homestead exemption level as the default option for individuals filing for bankruptcy. Hence, it forced individual states to reconsider their policy on homestead exemptions and provided them with an amount to use as a benchmark. Specifically, states had to opt out of the federal legislation if they did not want their citizens to use the federal exemption level. The debate that resulted within the states provided an opportunity for updating their choice of homestead exemption levels. We then look at the first time that states chose homestead exemptions. For this purpose, we collected historical data for 1860, when homestead exemption policies were first introduced. Finally, we study a panel for the 1978-2005 period and study the time-series properties of the relation between homestead exemptions and state-level income inequality (controlling for state fixed effects).
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IV.1



The 1978 Act



In this section, we study the choice of homestead exemptions made by the states at the time of the implementation of the 1978 Bankruptcy Act. Because opting out of the federal system or adjusting their previous state exemption levels required sufficient political support from state legislators, we view the aftermath of the 1978 Act as an opportunity for testing the political economy of the personal bankruptcy laws. The 1978 Act was the first federal law in a century and was initially conceived to standardize personal bankruptcy laws across the states. Prior to 1978, personal bankruptcy was largely left to state legislation; the preceding federal law, drafted in 1898, simply provided loose guidelines for the states. The 1978 Act, by contrast, established a federal benchmark for personal bankruptcy exemptions that would become the default option for the states, unless they affirmatively chose not to use it. The Act set the homestead exemption level to $7,500 and the level for non-homestead property to $4,000, both figures doubled for married couples. According to the Act, states had to vote to opt out of the federal scheme in order to keep full control of their bankruptcy legislation. In states that chose to opt out, citizens became restricted to state exemption laws. Otherwise, the individuals retained discretion to select between the state and the federal exemption amounts. All states debated the issue of personal bankruptcy and made their choices within a decade of the Act’s enactment. By 1987, every state had decided whether to opt out and whether to reset its own exemption level; no state opted out after 1987. As a result, only twelve states allowed debtors a choice between the state and federal systems (that is, they did not opt out of the federal scheme). – 20 –



We use homestead exemption levels from 1987 because the political process of opting out and recalibrating homestead exemption levels took several years to complete. Table I shows the primary data that we use for our empirical analysis. We classify the 50 states into three groups depending on the income inequality (as reported by the census in 1970). The first set of states includes the 17 most equal states (i.e., those with a Gini coefficient ranging between 0.317 and 0.342). The second set includes the average states in terms of income inequality (which have a Gini coefficient between 0.345 and 0.369); while the third set includes the 16 most unequal states (those with a Gini coefficient ranging between 0.371 and 0.427). In column 1 we report the homestead exemption in each state in 1975. We identify states with unlimited homestead exemptions with the word Unlimited. In column 2, we report the homestead exemption in 1987. In column 3 we compute the effective level of homestead exemption taking into consideration that several states allowed their citizens to choose between the federal and the state level of homestead exemption at the time of filing for bankruptcy. For instance, while Connecticut had no homestead exemption, borrowers there are allowed to opt for the federal legislation, which provided in 1987 a homestead exemption of $15,000 for a married couple. Hence, the effective homestead exemption in column 3 reports $15,000 for Connecticut. By comparison, Ohio opted out of the federal legislation. Its citizens may not choose the more generous federal allowance and are forced to accept the state homestead exemption of zero. In order to facilitate the comparison across states, in columns 4 and 5 we compute the homestead exemptions for 1975 and 1987 relative to the median value of a house
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(from the US Census Bureau) in each state. We also set the indicator to the arbitrary value of 2 in cases in which there is an unlimited homestead exemption. We address the arbitrary truncation of the data using a tobit regression model in Table II. This measure may serve as a better proxy for the parameter h in our model because it incorporates differences across states in the cost of houses. In Panel D of Table I, we compare the average and median of the relative homestead exemption between the top and bottom groups of states in both 1975 and 1987. As predicted by our model, the data reject the null hypotheses that the mean and median are identical for the two groups and indicate that homestead exemptions are greater in more unequal states. Interestingly, the results seem to be stronger for 1975 than for 1987. This may indicate that one of the effects of the Act was indeed a harmonization of the differences across states in terms of bankruptcy exemptions. In Table II, we look at other variables that may explain the large cross-sectional differences in homestead exemptions, and compare the relative explanatory power of our hypothesis. A common explanation for the differences in homestead exemption is that less populated states, and states that entered the union at a later date, may have used homestead exemptions as a tool to attract settlers (see Goodman, 1993). Hence, in Panel A of Table II we consider the population density in 1970 and the year of admission into the United States. As can be seen, both these variables are strongly correlated with relative homestead exemptions with the expected sign. To determine whether richer states are more (or less) likely to offer generous homestead exemptions, we also consider per capita GDP. It may also be possible that ideology has some explanatory power in predicting homestead exemptions. For this purpose we look at the percentage of votes for the democratic party in the presidential
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elections taking place during the 1970s. These two variables are not significantly correlated with homestead exemptions. Hence, we reject these two hypotheses. In Panel B, we run tobit regressions (to address the concern that the measure of relative homestead exemption is by construction bounded between 0 and 2). As shown in column (3), the combination of income inequality and date of admission to the US are both strongly positively correlated with relative homestead and explain about 13% of the variability in homestead exemptions. As shown in column (4), once we control for these two variables, population density is no longer statistically significant. However, when, in column (5), we also include the level of homestead exemption in 1975, we find that the latter is by far the best predictor of the homestead exemption in 1987. Neither income inequality nor admission into the US remains significant. The evidence so far thus supports the prediction of the model but also highlights the fact that the level of homestead exemption is strongly path dependent. Therefore, we review the history of homestead exemptions by focusing on the middle of the 19th Century when homestead exemptions were introduced for the first time.



IV.2



The First Choice of Homestead Exemption: 1860



As discussed by Goodman (1993), states first introduced homestead exemptions in the 1840-1860 period. We select 1860 in order to obtain a representative sample of states (at that time there were 33 rather than 50 states). We scale the homestead exemption data from Goodman by the value of 40 acres of land obtained from the 1860 census data at the state level.4 4



This also helps in some cases because some states do not report the homestead exemption in terms of value but in terms of acres of land.
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As a proxy for inequality, we use the measure developed by Nunn (2008), which is also based on the 1860 census and measures the distribution of land (rather than wealth or income). From the census data we also compute the population density in 1860. The results are reported in Table III. In Panel A, we consider pair-wise correlations. Relative homestead exemption is strongly correlated with population density and admission into the US; it is correlated with inequality to a lesser extent. In Panel B, we confirm the results obtained for 1987: the combination of income inequality and admission to the US are both strongly positively correlated with relative homestead exemptions and explain about 26% of their variability. However, in this sample, population density seems to be the most important predictor of differences in homestead exemptions. This finding provides strong support for the view that less populated states offered more generous homestead exemptions as a way to attract settlers. At the same time it supports the prediction of the model, taking into consideration that the reduction in the number of observations to 33 may be a good explanation for the reduction in the statistical power of inequality. Interestingly, no state had unlimited homestead exemptions at that time. Hence, we do not need to use a tobit model because the data is not censored.



IV.3



Panel Data Analysis



A concern with our analysis so far is that we may incorrectly attribute to inequality explanatory power that is really due to omitted variables at the state level for which we are not controlling. One way to deal with this concern effectively is to analyze
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panel data controlling for state fixed effects. We do so in Table IV. For this purpose we use yearly data on homestead exemptions for the 1978-2005 period. We start in 1978 because the 1978 Act was a regulatory break; and we stop in 2005 because (as discussed in the Appendix) the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 was another major regulatory change. We collect data for each year on the same variables used in Table II: income inequality, population density, per capita GDP, and percentage of democratic votes in the latest presidential election. The source of the data is the US Census Bureau with the exception of income inequality we obtain from Frank (2009). As shown in Panel A, the pairwise correlations are similar to the ones in Table II. The new results are in Panel B, where we run tobit regressions with year and state fixed effects. The standard errors are corrected from clustering at the state level. We find that changes in inequality are positively correlated with changes in homestead exemption. Notice that the coefficient is one tenth the value of the coefficient in Table II. This indicates that the economic significance of inequality is much smaller in the time-series dimension as compared with the cross-sectional dimension. However, inequality is statistically significant. Population density and per capita income are also statistically significant. Surprisingly, however, the coefficients on both these variables change signs, as compared with the cross-sectional evidence in Table II. This suggests that the power of this regression is limited. In conclusion, across three different datasets, we find strong support for the view that inequality is positively correlated with the level of homestead exemptions across states. – 25 –



V



Conclusion



This study analyzes the determinants of the choice of homestead exemptions across US states. Our principal finding is that states with higher levels of income inequality set higher levels of homestead exemptions. This result is robust across different sample periods and econometric methodologies. We propose a political economy argument to explain our finding. The idea is that income inequality measures the political importance of the poor and the rich classes relative to the middle class. Because homestead exemptions benefit those who default at a cost to all borrowers (when banks cannot ascertain their likelihood of default), the safer, middle class borrowers prefer lower levels of homestead exemptions than do the poor, who may default, or the rich, who do not need to borrow. States with greater inequality should therefore choose higher levels of homestead exemptions.



– 26 –



References [1] Benmelech, Efraim, and Tobias Moskowitz, 2010. “The Political Economy of Financial Regulation: Evidence from U.S. State Usury Laws in the 19th Century,” Journal of Finance 65, 1029-1073. [2] Berkowitz, Jeremy, and Michelle White, 2004. “Bankruptcy and Small Firms’ Access to Credit,” RAND Journal of Economics 35, 69-84. [3] Berglof, Erik, and Howard Rosenthal, 2005. “Power Rejected: Congress and Bankruptcy in the Early Republic,” Working Paper. [4] Besley, Timothy, and Maitreesh Ghatak, 2008. “Creating Collateral: The de Soto Effect and the Political Economy of Legal Reform,” working paper, LSE. [5] Bolton, Patrick, and Howard Rosenthal, 2002. “Political Intervention in Debt Contracts,” Journal of Political Economy 110, 1103-34. [6] Boyes, William, and Roger Faith, 1986. “Some Effects of the Bankruptcy Act of 1978,” Journal of Law and Economics 29, 139-49. [7] Brinig, Margaret, and F.H. Buckley, 1996. “The Market for Deadbeats,” Journal of Legal Studies 25. [8] Corradin, Stefano, Reint Groppp, Harry Huizinga, and Luc Laeven, 2010. “Who Invests in Home Equity to Exempt Wealth from Bankruptcy?,” Working Paper. [9] Djankov, Simeon, Caralee McLiesh, and Andrei Shleifer, 2007. “Private Credit in 129 Countries,” Journal of Financial Economics 84, 299-327. [10] Domowitz, Ian, and Thomas L. Eovaldi, 1993. “The Impact of the Bankruptcy Reform Act of 1978 on Consumer Bankruptcy,” Journal of Law and Economics 36, 803-835. [11] Elul, Ronan, and Narayanan Subramanian, 2002. “Forum Shopping and Personal Bankruptcy,” Journal of Financial Services Research 21, 233-255. [12] Fan, Wei, and Michelle White, 2003. “Personal Bankruptcy and the Level of Entrepreneurial Activity,” Journal of Law and Economics 46, 543-568. [13] Frank, Mark W. 2009. “Inequality and Growth in the United States: Evidence from a New State-Level Panel of Income Inequality Measure,” Economic Inquiry 47, 55-68. [14] Garrett, Thomas A., 2006. “The Rise in Personal Bankruptcy: Causes, Comparisons, Correctives,” Federal Reserve Bank of St. Louis.



– 27 –



[15] Goodman, Paul, 1993. “The Emergence of Homestead Exemption in the United States: Accommodation and Resistance to the Market Revolution, 1840-1880,” Journal of American History 80, 470-498. [16] Gropp, Reint, Jan Karl Scholz, and Michelle White, 1997. “Personal Bankruptcy and Credit Supply and Demand,” Quarterly Journal of Economics 112, 217-251. [17] Hynes, Richard, Anup Malani, and Eric Posner, 2004. “The Political Economy of Property Exemption Laws,” Journal of Law and Economics 47, 19-43. [18] Klein, Martin, 1979. “The Bankruptcy Reform Act of 1978,” American Bankruptcy Law Journal 53, 1- 35. [19] Kroszner, Randall, and Philip Strahan, 1999, “What Drives Deregulation? Economics and Politics of the Relaxation of Bank Branching,” Quarterly Journal of Economics. 114, 1437-67. [20] Lin, Emily, and Michelle White, 2001. “Bankruptcy and the Market for Mortgage and Home Improvement Loans,” Journal of Urban Economics 50, 138-162. [21] Nunez, Stephen, and Howard Rosenthal, 2004. “Bankruptcy Reform in Congress: Creditors, Committees, Ideology, and Floor Voting in the Legislative Process, ” Journal of Law, Economics, & Organization 20, 527-557. [22] Nunn, Nathan, 2008. “Slavery, Inequality, and Economic Development in the Americas: An Examination of the Engerman-Sokoloff Hypothesis,” E. Helpman (ed.), Institutions and Economic Performance, Harvard University Press, 148-180. [23] Posner, Eric, 1997. “The Political Economy of the Bankruptcy Reform Act of 1978,” Michigan Law Review 96, 179. [24] Shepard, Lawrence, 1984. “Personal Failures and the Bankruptcy Reform Act of 1978,” Journal of Law and Economics 27, 419-437. [25] von Lilienfeld-Toal, Ulf, and Dilip Mookherjee, 2008. “A General Equilibrium Analysis of Personal Bankruptcy Law,” Working Paper. [26] White, Michelle, 1998. “Why Dont more Households File for Bankruptcy?,” Journal of Law, Economics, and Organization 14, 203-231. [27] White, Michelle, 2006. “Personal Bankruptcy: Abuse Prevention versus Debtor Protection,” Economie publique/Public Economics, 18-19, 3-27. [28] White, Michelle, 2007. “Bankruptcy Law,” in Handbook of Law and Economics, edited by A.M. Polinsky and Steven Shavell, Elsevier.



– 28 –



Appendix: Overview of Bankruptcy Regulation Article 1, Section 8 of the U.S. Constitution empowers the legislature to enact “uniform laws on the subject of bankruptcies.” During most of the Nineteenth Century, however, Congress was slow to arrive at a durable federal bankruptcy law. The colonies had copied the bankruptcy exemptions found in British law, and state exemption statutes developed from these over the Eighteenth and Nineteenth Centuries. During the long periods when federal bankruptcy statutes were not in force, state bankruptcy exemptions prevailed. Congress sought to unify the differing state and federal strains in passing the Bankruptcy Law of 1898, the first long-lasting federal bankruptcy regime. Congress’s first foray into bankruptcy occurred nearly a century earlier, in 1800, when it passed the Bankruptcy Act of 1800. Essentially a creditor’s remedy, the statute provided merchants with a “bedding and apparel exemption” and a cash exemption of up to $800. Although it was repealed after only three years, it reflected an enduring notion that the law should protect the tools necessary for a debtor to remain a self-sufficient, productive member of society. Following the repeal of the Bankruptcy Act of 1800, state legislatures attempted to fill the gap, until Congress established voluntary bankruptcy for all debtors in the Bankruptcy Act of 1841. Some Western states competed for migrants by offering protection to debtors from their creditors. Texas adopted the first property exemption for homesteads, in order to attract immigrants who could help defend the state in the event of an invasion by Santa Ana. Nearby U.S. states who lost citizens to Texas responded by adopting generous exemptions of their own. The 1841 federal legislation, however, simply offered exemptions for family apparel, household and kitchen furniture, and $300 for “necessaries.” The Act entirely preempted state exemption laws but was repealed by 1843. Congress’s next effort, the Bankruptcy Act of 1867, included a mixture of federal and state law. The federal legislation dictated a minimum floor but allowed states to offer more generous exemptions. It also contained an explicit protection of real property for the first time: a clause invalidating liens against a debtor’s homestead. After the Acts repeal in 1878, bankruptcy law fell once again to the states. The financial panics of 1884 and 1893, however, highlighted the need for federal involvement. The result, the Bankruptcy Act of 1898, remained in place for 80 years, through fourteen separate revisions. It delegated exemption authority entirely to the states. After a challenge to the constitutional validity of doing so, the Supreme Court affirmed that while the Constitution requires “uniform laws,” “that uniformity is geographical and not personal,” and incorporating disparate state bankruptcy exemptions into federal law is not “incompatible with the rule. (Hanover National Bank v. Moyses, 186 U.S. 181 (1902).) Despite the Supreme Court decision, the question of state versus federal exemption authority has remained contentious. During the 1960’s, a burgeoning reform – 29 –



movement called for an end to state control of exemptions, arguing that the economic boom following World War II had made state exemption laws incompatible with the magnitude of consumer debt and the actual size of the average bankruptcy. Many state exemption laws had indeed grown outdated. A 1960 Connecticut law, for example, provided for exemptions for “two cords of wood, two tons of hay, five bushels each of potatoes and turnips, ten bushels each of Indian corn and rye . . . .” Others, however, believed that regional economic differences made a uniform set of exemptions unrealistic. They advocated incorporating references to local conditions into the federal law. The idea of tailoring exemptions to local economic climates more specific than state level, however, raised concerns over encouraging forum shopping. In response, Congress appointed a Commission on the Bankruptcy Laws of the United States, which drafted a report in 1973 finding state exemption laws outdated and inconsistent and recommending a high and uniform system of federal exemptions. The Commission suggested a homestead exemption of $5,000. The National Conference of Bankruptcy Judges, an association of U.S. bankruptcy judges that reviews the administration of the bankruptcy system, proposed a compromise position in which Congress would enact federal bankruptcy exemptions but allow debtors a choice between federal and state exemption schemes. As Congress prepared to revise the Bankruptcy Act of 1898, the positions of the House and Senate split along similar lines. The House bill permitted a choice between state and federal exemptions, while the Senate bill required debtors to use the exemptions of their home state. A last-minute compromise resulted in Section 522(b)(2) of the Bankruptcy Reform Act of 1978, which gave debtors the choice between federal and state exemptions but also allowed each state to choose to restrict its citizens to state law. The 1978 Act raised the federal exemption to $7500 in homesteads and $4000 in non–homestead property. The Bankruptcy Reform Act of 1978 came under criticism for channeling exemption policy away from Congress. In 1983, the Supreme Court ruled that it was not unconstitutional for the states to override the federal exemptions level with their own, following challenges based on federal preemption of bankruptcy law brought in Tennessee. The 1978 Act was also viewed as encouraging forum shopping, whereby a debtor can engage in pre-bankruptcy planning and shift his assets into the exempt categories of a particular jurisdiction. The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (“BAPCPA ”) was conceived, in part, to prohibit such shifting of assets. President Bush signed the BAPCPA into law on April 20, 2005. Under the new Act, debtors can exempt only $136,875 of interest in a homestead acquired within 1,215 days of filing for bankruptcy and can use a states exemption laws only if they have been legally domiciled there for 730 days. In addition, if the homestead was obtained through the fraudulent conversion of non-exempt assets fewer than ten years before filing, the exemption will be reduced by the amount attributed to the fraud. Debtors also may not exempt more than $136, 875 if they have been convicted of – 30 –



felonies under circumstances demonstrating that their bankruptcy filings may be an abuse of the bankruptcy code or if their debts have arisen from any violation of the securities laws. Two brief hypotheticals illustrate how the homestead exemption works in practice: Individual A lives and works in South Carolina, where he owns his home. According to section 522 of the U.S. Code, subsection (b)(3)(a), the law of the state of domicile applies. A is domiciled in South Carolina, so South Carolina law applies. South Carolina has opted out of the federal scheme. Hence, A may only use the state exemption. South Carolina allows exemptions of up to $50,000. Individual B’s situation is more complicated. B, a widow, lived and worked in Kansas and also owned a home there. Three years ago, he retired and moved to Texas, where he has been living in his sons guest room. He has changed his voter registration to Texas and also opened a bank account there. Before leaving for Texas, he placed his Kansas home on the market, but it has not yet sold. Again, under section 522 of the U.S. Code, subsection (b)(3)(a), the law of the state of domicile applies, regardless of the location of the debtors property. It is the creditors responsibility to challenge the state exemption law that B chooses when he files for bankruptcy. Domicile is “established by physical presence in a place in connection with a certain state of mind concerning one’s intent to remain there.” Holyfield, 490 U.S. at 48. There is no minimum period of residence required, and no single factor can conclusively establish domicile. Among the details to be considered are: (1) current residence; (2) voting registration and voting practices; (3) location of spouse and family; (4) location of personal or real property; (5) location of brokerage and bank accounts; (6) memberships in churches, clubs, unions and other organizations; (7) location of a person’s physician, lawyer, accountant, dentist and stockbroker; (8) place of employment or business; (9) driver’s license and automobile registration; and (10) payment of taxes. District of Columbia v. Murphy, 314 U.S. 441, 455-58, (1941). A person has only one domicile at a particular time, even though he may have several residences. Williamson v. Osenton, 232 U.S. 619, (1914). The court must evaluate all of the circumstances of the case to determine the domicile of a party. Galva Foundry Co. v. Heiden, 924 F.2d 729 (7th Cir. 1991). In this case, it appears likely that a court would find B to be domiciled in Texas, based on his intention to live there with his son in his retirement. The court must also look at when B’s domicile changed from Kansas to Texas, in relation to the date on which he filed for bankruptcy. Following the 2005 revisions, the court uses the state of the debtor’s domicile 730 days before the bankruptcy petition is filed. Prior to 2005, the court used the state of the debtor’s domicile 180 days before the filing of the petition. If the debtors domicile has not been located in a single state for this period, according to subsection (b)(3)(A) of section 522, the law of the state in which the debtor’s domicile was located for the 180 days immediately preceding it pertains. In this instance, B has been domiciled in Texas for three years, so the law of Texas controls. Texas’ homestead exemption only applies to homesteads located in Texas. States vary in allowing their exemptions to be used for – 31 –



property located outside their boundaries and also in allowing nonresidents to use their exemptions. Colorado’s exemption, for example, applies to property located anywhere. While B cannot use Texas’ homestead exemption for his Kansas home, Texas has not “opted out ” of the federal scheme, and so B may use the federal homestead exemption. In cases where the state exemption does not apply and the state has also “opted out ” of the federal exemption, the Bankruptcy Code continues to allow the debtor to exempt property under the federal exemption. This has been termed a “stealth ” override of state opt-out provisions.
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Table I. Homestead Exemption and Inequality In the panels A-C, US states are classified into three groups depending on the income inequality as reported by the census in 1970. Column 1 reports the homestead exemption in 1975. Column 2 reports the homestead exemption in 1987. In column 3, we report the effective level of homestead exemption in 1987 taking into consideration the states that allowed their citizens to choose between the federal and the state level of homestead exemption at the time of filing for bankruptcy. In columns 4 and 5 we compute the homestead exemptions for 1975 and 1987 relative to the median value of a house (from the US Census Bureau) in each state. The indicator is set to 2 in cases in which homestead exemption is unlimited. Panel D reports tests of equality of means and medians between panels A and C.



State



Homestead



Homestead



Effective



Relative



Relative



1975



1987



1987



1975



1987



A. Most equal states Connecticut Illinois



0



0



15000



0.000



0.229



10000



15000



15000



0.505



0.284



Indiana



1400



15000



15000



0.101



0.403



Maine



6000



15000



15000



0.469



0.396



Massachusetts



24000



50000



50000



1.165



1.033



Michigan



7000



7000



15000



0.400



0.385



Nevada



25000



90000



90000



1.116



1.310



New Hampshire



5000



10000



10000



0.305



0.208



New Jersey



0



0



15000



0.000



0.249



Ohio



0



0



0



0.000



0.000



Pennsylvania



0



0



15000



0.000



0.384



0



0



15000



0.000



0.321



8000



16000



16000



0.476



0.279



Rhode Island Utah Vermont



10000



10000



15000



0.610



0.355



Washington



20000



50000



50000



1.081



0.835



Wisconsin



25000



40000



40000



1.445



0.823



Wyoming



20000



20000



20000



1.307



0.334



B. Middle equality states Alaska



19000



54000



54000



0.837



0.708



Arizona



15000



100000



100000



0.920



1.825



California



20000



60000



60000



0.866



0.710



Colorado



15000



40000



40000



0.867



0.624



Delaware



0



0



0



0.000



0.000



Hawaii



20000



20000



20000



0.570



0.169



Idaho



14000



50000



50000



0.993



1.096



Iowa



.



Unlimited



Unlimited



2.000



2.000



Kansas



.



Unlimited



Unlimited



2.000



2.000



Maryland



0



0



0



0.000



0.000



Minnesota



.



Unlimited



Unlimited



2.000



2.000



Missouri



2000



5000



5000



0.139



0.136



Montana



40000



40000



40000



2.000



0.860



Nebraska



8000



20000



20000



0.645



0.526



New York



4000



20000



20000



0.178



0.439



North Dakota



80000



80000



80000



2.000



1.822



Oregon



12000



30000



30000



0.779



0.527
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Table I. Continues



C. Most unequal states Alabama



4000



10000



10000



0.328



0.295



Arkansas



Unlimited



Unlimited



Unlimited



2.000



2.000



Florida



Unlimited



Unlimited



Unlimited



2.000



2.000



Georgia



1000



1000



1000



0.068



0.027



Kentucky



2000



10000



10000



0.159



0.292



Louisiana



15000



15000



15000



1.027



0.349



Mississippi



30000



30000



30000



2.000



0.955



New Mexico



20000



40000



40000



1.538



0.883



North Carolina



2000



2000



2000



0.156



0.056



Unlimited



Unlimited



Unlimited



2.000



2.000



2000



2000



2000



0.154



0.057



Unlimited



Unlimited



Unlimited



2.000



2.000



7500



7500



7500



0.600



0.211



Unlimited



Unlimited



Unlimited



2.000



2.000



10000



10000



10000



0.585



0.208



0



30000



30000



0.000



0.779



t-test



2.090



1.934



Oklahoma South Carolina South Dakota Tennessee Texas Virginia West Virginia



D. Comparison of A and C Equality of means



Equality of medians
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p-value



0.045



0.062



z-test



1.794



0.668



p-value



0.073



0.504



Table II. Cross-Sectional Evidence for 1987 Panel A reports pairwise correlations across states between the homestead exemptions in 1987 relative to the median value of a house, the gini coefficient of income inequality, the population density in 1970, per capita income, the percentage of votes for the democratic party in the presidential elections taking place during the 1970s and the year of admission into the United States. Panel B reports tobit regressions in which relative homestead exemption in 1987 is the dependent variable. The p-values are reported in parentheses.



Panel A. Pairwise Correlations Relative



Inequality



Population



Per-Capita



Democratic



Density



GPD



Vote



Homestead Inequality



0.274 (0.054)



Density



-0.302



-0.277



(0.033)



(0.051)



Per-Capita



-0.179



-0.561



0.474



GDP



(0.214)



(0.000)



(0.001)



Democratic



-0.007



-0.128



0.449



0.216



Vote



(0.960)



(0.374)



(0.001)



(0.131)



0.462



0.036



-0.514



0.063



-0.361



(0.000)



(0.802)



(0.000)



(0.663)



(0.010)



Admission Year into US



Panel B. Multivariate Regressions



Inequality



(1)



(2)



(3)



(4)



(5)



10.039



7.726



9.338



9.290



-0.050



(0.041)



(0.100)



(0.025)



(0.029)



(0.986)



Population Density



-0.001



-0.000



(0.025) Admission Year into US



(0.960) 0.008



0.008



0.0002



(0.004)



(0.015)



(0.898)



Relative Homestead 1975



0.920 (0.000)



Observations Pseudo R-squared



50



50



50



50



50



0.037



0.061



0.128



0.128



0.513
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Table III. Cross-Sectional Evidence for 1860 In Panel A, we consider pair-wise correlations between the measure of relative homestead exemption for 1860 (computed by dividing the homestead exemption data from Goodman (1993) by the value of 40 acres of land obtained from the 1860 census data), inequality (computed by Nunn (2008) using the 1860 census data on the distribution of land), population density in 1860, and year of admission of state in the US. Panel B reports tobit regressions in which relative homestead exemption in 1987 is the dependent variable. The p-values are reported in parentheses.



Panel A. Pairwise Correlations Relative



Inequality



Homestead Inequality



Population Density



0.235 (0.188)



Density



Admission Year into US



-0.396



-0.035



(0.023)



(0.846)



0.421



-0.068



-0.615



(0.013)



(0.708)



(0.000)



Panel B. Multivariate Regressions



Inequality



(1)



(2)



(3)



(4)



9.519



9.020



10.585



10.024



(0.060)



(0.088)



(0.100)



(0.122)



Population Density



-1.412



-0.723



(0.006) Admission Year into US



Observations R-squared



(0.019) 0.025



0.018



(0.033)



(0.158)



33



33



33



33



0.071



0.227



0.261



0.287
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Table IV. Panel Evidence (1978-2005) In Panel A we reports the pairwise correlations across states between the yearly observations of homestead exemptions, income inequality (from Frank, 2009), population density, per capita GDP, and percentage of democratic votes in the latest presidential election. In Panel B, we run tobit regressions with year and state fixed effects. The standard errors are corrected from clustering at the state level. The p-values are reported in parentheses.



Panel A. Pairwise Correlations Relative



Inequality



Population



Per-Capita



Democratic



Density



GPD



Vote



Homestead Inequality



-0.131 (0.000)



Density



-0.176



-0.014



(0.000)



(0.595)



Per-Capita



-0.270



0.757



0.236



GDP



(0.000)



(0.000)



(0.000)



0.033



0.103



0.343



0.268



(0.167)



(0.000)



(0.000)



(0.000)



0.217



0.172



-0.518



-0.052



-0.285



(0.000)



(0.000)



(0.000)



(0.026)



(0.000)



Democratic Vote Admission Year into US



Panel B. Multivariate Regressions



Inequality



(1)



(2)



(3)



(4)



0.789



0.762



0.723



0.723



(0.000)



(0.000)



(0.001)
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t • Two parties compete in state election by setting political agenda on homestead exemption h. • State residents vote for one of the parties.



Capital markets opens: • Individuals can borrow from competitive banks at rate R. • They can invest up to 1 unit into a project that yield y at t=2. •



They can invest in housing, which quality for homestead exemption h.



Individuals receive the proceeds from investment, repay debt, and consume. • In case of default, banks receive proceeds from borrowers' wealth in excess of homestead exemption h.
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