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Abstract

This paper estimates a dynamic model of durable and non-durable
consumption choice and default behavior in an economy where risky bor-
rowing is allowed and bankruptcy protection is regulated by law. I ex-
ploit the substantial difference in the generosity of bankruptcy exemptions
across the U.S. states to assess the role of durable goods as both infor-
mal collateral for unsecured debt and self-insurance against bad shocks to
earnings. The model accounts for the equilibrium effects of bankruptcy
protection on both consumer saving behavior and the credit market. In
addition to providing reasonable estimates of the discount rate and risk
aversion, I find that the generosity of bankruptcy protection does change
both the incentives and the ability of households to accumulate durable
wealth. The more generous the bankruptcy regulation, the lower the net
durable wealth held by households in the first half of the life cycle before
retirement. In order to minimize the default rate bankruptcy protection
should be removed. The optimal level of exemption is positive but low.
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1 Introduction

In this paper, I analyze the effects of personal bankruptcy protection on house-
hold saving behavior, focusing attention on the accumulation of net durable
wealth. In particular, I exploit variation in the level of bankruptcy protection
across U.S. states to assess the role of durable wealth as both informal collateral
and self-insurance against future bad shocks to earnings.

In the U.S., a person that files for bankruptcy under Chapter 7 is repossessed
of all assets in excess of an exempted value, which depends on the state of
residence.! All unsecured debt is discharged and the person keeps all exempted
assets (mostly durables) and future income, thus enabling a ”fresh start”. There
are substantial differences in the generosity of these exemption levels across the
U.S. states. The homestead exemption (the amount of one’s home equity that
can be kept in bankruptcy) ranges from a few hundred dollars to $100,000,
and can be unlimited in some states. Cross-state variation in exemption levels
provides the appropriate environment to exploit in order to assess the impact
of bankruptcy protection on consumer behavior.

The major components (above 80%) of exempted assets are durable goods,
namely home equity and cars.? The minimum consumption floor guaranteed
by the exemption is conditional on the individual holding some assets. We thus
expect exemption levels to influence the incentives to hold durable wealth, at
least for households that are willing to borrow.

Moreover, bankruptcy protection affects both the demand and supply of
credit. On the one hand, it provides insurance that permits an agent to better
smooth consumption over time and states. The greater the exemption level,
the smaller the risk of impoverishment upon default, and, thus, the higher the
demand for borrowed funds. On the other hand, the higher the exemption
level, the higher the probability and magnitude of losses on loans, and, thus,
the smaller the supply of credit. This effect on supply can lead to higher interest
rates on loans and tighter credit limits. The theoretical model in this work, and
the empirical work based on it, account for both of these effects.

I develop a dynamic life cycle model of durable and non-durable consumption
choice in an economy with incomplete markets where bankruptcy is regulated by
law. The household, facing idiosyncratic shocks to earnings, can borrow or save
in a competitive credit market. Risk-neutral banks provide a risk-free return
on deposits, but issue loans at interest rates that depend, in equilibrium, on
observable components of the agents. Given uncertainty about future earnings,
households cannot commit to repaying debt. Borrowing constraints are derived
endogenously from the equilibrium condition of the banking sector.

IThe new Bankruptcy Bill approved in April 2005 (S. 256) directs higher-income debtors
into repayment plans. Before this reform, there was no such a means test and anybody could
file for bankruptcy under Chapter 7.

2Home equity is defined as the market value of the occupied house net of the remaining
mortgage payments. Bankruptcy protection affects only house equity. Debts which are collat-
eralized - mortgages, home equity loans and automobile loans - cannot be discharged unless
debtors give up the collateral.



The fact that households can borrow at the risk of default and that a mini-
mum consumption is always guaranteed by the exemption level can explain why
households are observed to accumulate debt and durable goods at the same
time. In the model, the optimal choice of durable and non-durable consump-
tion depends not only on lifetime resources (as would be the case in a standard
certainty-equivalence life cycle model), but also on the expected growth of in-
come and on the borrowing constraints faced by the individual at different ages.

Bankruptcy regulation affects the household’s credit conditions and incen-
tives to accumulate durable goods in the following way. Given any level of debt,
durables in excess of the exempted value serve as informal collateral that is
used to lower the cost of borrowing, since it increases the expected returns to
the banks. Instead, durable assets below the level of exemption provide insur-
ance against future bad shocks to earnings as they can be saved in bankruptcy.
Through these effects, a higher exemption level should increase the incentive
to hold durables. On the other hand, the higher are the borrowing constraints
and the higher is the probability of default induced by a high exemption, the
more households will save in financial assets rather than durable wealth, for
precautionary motives. The overall impact of bankruptcy protection on the
accumulation of durables depends on which of these two effects prevails.

The empirical work combines information on exemption levels with longitu-
dinal data on married couples from Panel Study of Income Dynamics (PSID) on
bankruptcies and on the life cycle pattern of accumulation of durable and non-
durable wealth. The data reveal some difference in the accumulation of durable
and non-durable wealth of households who reside in low vs. high exemption
states. Although net durable and non-durable wealth increase throughout the
life-cycle in both (at least up to age 60), they are greater in high exemption
states, after conditioning on age and other household characteristics. Bank-
ruptcies, as reported in the PSID, are relatively rare; only 2.11% of the married
couples used in the analysis had ever filed for bankruptcy.

Estimation is by maximum likelihood and involves iterating between the
likelihood function and the solution of the optimization problem. A novel feature
of the estimation procedure is that it allows for biased reporting in bankruptcy
filings, which have been noted to be severely underreported in the PSID.

The paper makes the following contributions. First, there have been few
attempts to estimate the preference parameters of a life cycle model of consumer
behavior that incorporates endogenous borrowing constraints and savings in
both durable and financial assets. Gourinchas and Parker (2002), for instance,
structurally estimate a model of optimal life cycle consumption expenditures.
In their model, individuals never choose to borrow because there is a strictly
positive probability that income will be close to zero and Inada conditions hold.
Under the same assumptions, this is not true when it is possible both to default
and to hold savings in durable wealth. The fitted model matches the durable
and non-durable net wealth life cycle profiles, and default behavior, observed in
the data. I find reasonable estimates of the preference parameters. The average
household has a discount rate of 7.3% and a coefficient of relative risk aversion
of about 1.65.



Second, the estimated model provides an evaluation of the impact of bank-
ruptcy protection on the accumulation of durable goods without using data on
interest rates which are difficult to observe. In this context, a reduced form
analysis that failed to account for the endogeneity of the borrowing interest
rate would be misspecified, and would lead to biased estimates of the effect
of the exemption level.® Structural estimation allows me to derive both the
equilibrium interest rate function and the (also unobserved) credit restrictions
faced by individuals in a coherent theoretical framework. I find a strong impact
of bankruptcy regulation on credit supply: the estimated default risk premium
charged on borrowing interest rates in equilibrium is on average about 12%.

Since the solution of the model consists in explicit decision rules, I can
quantify the effect on decisions of altering the parameters that describe the
bankruptcy regulation. In particular, the estimated model allows to separately
compute the effect of bankruptcy as insurance and the effect of bankruptcy
through the changed credit market conditions. These two effects are symmetric
and increasing with the level of exemption, and they almost cancel each other.
On one hand, the tighter credit constraints (higher borrowing interest rates
and/or lower credit limits) induced by a high exemption level are found to
reduce the accumulation of durables and increase precautionary saving in non-
durable wealth, especially in the first half of the life cycle before retirement. On
the other hand, the insurance provided by a high exemption gives agents the
incentive to borrow and buy more durables especially at high levels of exemption,
and it decreases precautionary saving. Overall, net durable wealth is decreasing
in the value of the exemption, even if in a non-linear fashion. The results from
a reduced form analysis are found to be driven by unobserved heterogeneity
among states, and therefore misleading.

Third, structural estimation permits welfare analysis, allowing the compu-
tation of the expected lifetime utility under different bankruptcy regulations.
Simple counterfactual experiments show that the default rate would be min-
imized if the possibility of bankruptcy were to be eliminated. However, the
optimal level of exemption would be low (about $5,000), even if with a rela-
tively small welfare gain.

There exists a small, but growing, literature that uses an equilibrium ap-
proach to characterize the quantitative features of an economy in which agents
have the option to default. Athreya (2002, 2005) evaluates the welfare conse-
quences of new proposals from the National Bankruptcy Review Commission
and the Bankruptcy Reform Act of 1999. Li and Sarte (2005) explore the ef-
fects of the proposed Bankruptcy Reform H.R. 333 (2002), explicitly modeling
the choice between Chapter 7 and Chapter 13 bankruptcy filing in a general
equilibrium model. In all these models, however, all agents borrow at the same
interest rate, so banks can increase their profits by reducing the credit limits.
Chatterjee, Corbae, Nakajima and Rios-Rull (2002) prove the existence of a
competitive equilibrium for an incomplete markets, infinitely lived agents econ-

3Given the opposing effects of the exemption level on the demand of durables described
above, it is not possible to determine the direction of the bias a-priori.



omy with unsecured consumer credit and the possibility of default. Their main
goal is to match the main quantitative facts about bankruptcy and unsecured
credit in the U.S. (the percentage of defaulters, the fraction of borrowers in the
market, the volume of debt). Livshits, MacGee and Tertilt (2004) focus their
attention on the comparison between the ”Fresh Start” bankruptcy and a Wage
Garnishment rule. They are interested above all on the effect these different
institutions have on labor supply. This paper differs from this literature in a
number of important dimensions. I address a different question and explicitly
model the effect of bankruptcy protection on durable wealth. Moreover, I use
micro data to estimate the parameters of the model.*

Several empirical papers analyze individuals’ incentives to file for bank-
ruptcy. Other studies assess the impact of bankruptcy law on the default rate
and credit conditions. Gropp, Scholz and White (1997) estimate the effects of
different exemption levels on credit supply and demand. Their main finding
is that the higher a state’s exemption level, the more likely it is that lenders
will turn down credit applicants, especially those in the bottom quartile of the
wealth distribution.” The effects of the exemption levels on the credit market
are also addressed in Berkowitz and Hynes (1999) and Lin and White (2000),
who study the relationship between mortgage interest rates and bankruptcy law,
but get opposite results.® It is worth noting here that any analysis of the impact
of bankruptcy regulation on the credit market necessarily finds an obstacle in
the unobservability of the interest rates and credit limits that each individual
faces.

To the best of my knowledge, there exists just one attempt to evaluate
the effects of bankruptcy exemptions on the accumulation of wealth (Repetto
(1998)). From a reduced form analysis using PSID data, Repetto’s main finding
is that bankruptcy protection discourages the accumulation of positive financial
wealth, while raises the amount of home equity individuals are willing to hold.
Although Repetto does include interest rates into the analysis, these are state
specific rates on secured loans, while the correct variable to use would be the
individual interest rate on unsecured debt, which is unobserved. The results
obtained from the structural estimation of a dynamic behavioral model lead to
the conclusion that a reduced form analysis could be misleading.

The paper is organized as follows. The next section describes bankruptcy
law in the U.S.. The theoretical model is presented in section 3, while section
4 contains an illustration of the micro data used in estimation. Section 5 de-

4At a theoretical level, it is worth mentioning the papers by Dubey, Geanakoplos and
Shubik (1994, revised 2000) and Zame (1993). They show how the default option can promote
efficiency in an incomplete markets environment, since it replaces the existing contracts with
more ”desired” or appropriate contracts.

5 Their results are based on reduced form regressions using the Survey of Consumer Finances
dataset of 1983.

6Berkowitz and Hynes (1999) find that large exemptions drive down the interest rates, since
there is more secured versus unsecured debt (meaning there is a greater supply of mortgages).
Lin and White (2000) take the opposite view: a higher exemption level does not increase the
supply of mortgages, but actually increases by 2% the probability of being turned down for a
mortgage (they use Home Mortgage Disclosure Act data for 1992 through 1997).



scribes the estimation methodology and section 6 presents the results. Section
7 contains possible extensions and concluding remarks. Some technical details
and all tables and figures are relegated to the Appendix.

2 Personal Bankruptcy in the U.S.

Personal Bankruptcy law is intended to help people who cannot pay their debts.
Individuals that file for bankrutpcy in the U.S. can choose to do so either under
Chapter 7, ”Straight Bankruptcy”, or under Chapter 13, ”Wage Earners Plan”.

Under Chapter 7, the individual is required to give up all his non-exempted
assets to a trustee for the benefit of his creditors, in exchange for which he
will be discharged from all his unsecured debt.” The bankrupt person does not
have to sacrifice any of his future nor current (if not paid yet) income to debt
repayment, which is why this type of bankruptcy is also called ”Fresh Start”.

Under Chapter 13, the debtor presents a plan in which he surrenders all of
his disposable income to creditors over several years (typically three to five).®
In the case of a Chapter 13 filing, the creditors receive an amount that is at
least as much as they would have received in a Chapter 7 filing.’

Around 70% of all personal bankruptcy filings occur under Chapter 7.1°
Given the close relationship between Chapter 7 and Chapter 13 bankruptcy
filings, I ignore the distinction between them and model just Chapter 7 bank-
ruptcy, following Gropp, Scholz and White (1997) and many others in the lit-
erature.

There exists a large empirical research that focuses on the factors that lead
to personal bankruptcy. Not surprisingly, the main reasons seem to be an un-
expected loss of income, due to unemployment, large medical bills or divorce,
together with poor debt management, i.e. a high debt to income ratio (Sullivan,
Warren and Westbrook (1989, 2000)). However, some studies also underline the
role of a decrease in the so called ”"stigma” effect attached to bankruptcy in in-
creasing the propensity to default. According to Fay, Hurst and White (2002),
households’ bankruptcy decisions are influenced by the average bankruptcy fil-
ing rate in the localities where they live, which is a proxy for stigma. Similar
conclusions in favor of a ”stigma” explanation of the increased bankruptcy rate
are in Gross and Souleles (1999), who use a very exclusive dataset, composed of
several hundred thousand individual credit card accounts, from different issuers.

"Some debt survives the bankruptcy, such as alimony and child support, taxes and educa-
tional loans. Secured debt must also be paid in full, or the debtor will lose the collateral that
secured the loan (Sullivan, Warren and Westbrook (2000)).

8Disposable income is defined as all the income in excess of necessary living expenses
(determined by the court - Hynes (1997)).

IMost (around 65%) Chapter 13 cases fail before all the promised payments have been
made. When that happens, either the case is dismissed (and debtors will have to file again
or to struggle on without bankruptcy relief) or the case may be converted into a Chapter 7
liquidation (Sullivan, Warren and Westbrook (2000)).

10See Kowalewski (2000).



Personal bankruptcy law became more favorable to debtors with the Bank-
ruptcy Reform Act of 1978 (BRAT78). Before 1978, the exemptions were specified
by the states and were in general very low.!! The BRATS specified a uniform
(Federal) bankruptcy exemption of $7,500 for equity in "homesteads” (owner-
occupied principal residences) and $4,000 for non-homestead property, with the
exemption values doubled when married couples filed for bankruptcy. However,
the act permitted states to opt out of the Federal exemption by adopting their
own bankruptcy exemptions. By 1983 all states had done so, although 12 states
allowed debtors to choose between the state and the Federal bankruptcy exemp-
tions. The result is quite a heterogenous set of exemption levels, ranging from
a few hundred dollars to an unlimited amount for the homestead exemption
(Gropp, Scholz and White (1997)).12 With the Bankruptcy Reform Act of 1994
the Congress doubled the Federal Bankruptcy exemption, which had not been
adjusted for inflation since 1978.

A bankruptcy reform has been pushed by the credit card industry and very
much debated in Congress for several years. The very recent Bankruptcy Bill
S. 256 (April 2005) is meant to make it more difficult for debtors to file for
bankruptcy under Chapter 7. In particular, the bill establishes a means test to
determine whether a debtor earns more than the median income of the debtor’s
state and has the funds to repay at least a portion of the debts. If the debtor
has enough income (after subtracting living and other expenses) to repay at
least $6,000 over five years, the test requires filing for protection under Chapter
13 and developing a plan to repay creditors. The bill also introduces a cup of
$125,000 to the exemption level allowed by the states.

Exemptions are of several kinds. The most significant exemption (at least
for home owner debtors) is certainly the homestead exemption, which entitles
the debtor to exempt his home equity up to a certain amount.!® States can give
an additional detailed list of other kinds of exemptions, including clothing, jew-
elry, home furnishings, sports equipment, vehicles, food and books. The list of
personal property exemptions can be very specific, and does not always contain
a dollar value, but instead lists quantities, or limitations based on "necessity”,
so that the exemption is quite difficult to quantify. There is also a "wild card”
exemption, which allows the debtor to choose the object of the exemption up
to a certain dollar amount (usually not very high). On average, about 80% of
exempted assets are durable goods (home equity and cars).

Moreover, often exemptions depend on the characteristics of the debtors:
some states allow married couples who file for bankruptcy to each claim a home-
stead exemption (so that the effective exemption level is doubled). Other states

' The first exemption in the U.S. was created in Texas in 1839 (Hynes (1997)).

121 am not aware of studies that analyze the underlying differences that brought to such
disparate choices of exemptions. Figures 1 and 2 show the scatter plots of exemptions and
average real Gross State Products (GSP) per capita for 1978-1983 (the years in which the
state bankruptcy laws were passed). Even eliminating the three outsiders and the unlimited
exemption states, the correlation between exemptions and per capita GSP is equal to 0.27.

13Some states have an ”unlimited” homestead exemption. In reality, this is not actually
7unlimited”, since it usually contains a limit on the lot size (eg. in Arkansas a debtor can
claim an unlimited exemption only if his homestead is under 1/4 of an acre).



offer increased exemptions to senior citizens.'?

A list of states and relative exemptions in two sample years, 1984 and 1992, is
given in Table 1 in the Appendix.!® Given the objective difficulty of quantifying
the exact value of the overall exemption level, to calculate it I use the sum
of homestead exemption, motor vehicle and wild card exemptions, which are
readily available and comparable for each state.' For the states that give
the possibility of opting for the Federal law, I impute the highest of the two
exemption levels. I double the exemption in states where it is permitted for
married couples filing jointly to do so, since my micro data sample consists
of married heads of households (see below for a description of the data used
in estimation). Thus calculated, exemptions range from an average value of
$2,700 over the period 1984-1992 (in Delaware) to a maximum average value of
$87,000 (in Nevada), to unlimited in eight states.

Exemption levels did not vary much in nominal terms over the years 1984
to 1994. They actually decreased in real terms because they were not often
adjusted for inflation. The average national exemption level was $25,400 in
1984, and $24,000 in 1992. Only three states experienced sizeable changes in
their exemption levels between 1984 and 1994. Exemptions in Idaho increased
from $6,400 to $75,200 (in real terms), Iowa changed from a mere $4,500 to
an unlimited exemption regime, while the opposite happened in South Dakota,
where exemptions went from unlimited to $25,200. If a household in the PSID
dataset is a resident of any of these three states, it is included in the sample
used for estimation only for the period in which exemptions stay stable (e.g.
if a household is married over the whole period 1984 to 1994, but resides in
Idaho, it enters the sample only for the years 1984 to 1989, with an exemption
of $6,400, and is excluded from the sample in 1994). I therefore exploit in this
work the cross sectional differences in exemptions, disregarding the time series
dimension. I do this on the ground of two considerations. First, as noted,
there is no much variation of exemptions over time (at least for the period of
observation). Second, my dynamic model implicitly assumes the economy is
in a steady state (in which bankruptcy law is exogenously given). Any change
in exemption is therefore thought of as an unforeseen event in the life of an
individual, and the re-optimization due to such a change is not analyzed.

For estimation, I will need to simulate histories of households’ choices at
each level of education, age at marriage and exemption level. For computa-
tional reasons, I simplify and divide the U.S. states into four different groups of
exemptions, according to their distribution. The first group comprises all states
with an average exemption below $15,000 over the period 1984-1994, and is as-
signed an exemption level of $9,800, which is the average value over the period

4 There are also various anti-abuse provisions that limit the possibility that the debtor
borrows from unsecured creditors to accumulate more exempt assets. If a court finds behavior
of this kind, it can deny the bankruptcy petition on the grounds that it was fraudulent.

15Exemption levels are as reported by Elias, Renauer and Leonard (several years). All
values are in real 1984 dollars.

161n the effort to have as comprehensive a definition of exemption level as possible, the wild
card component is included on the assumption that it is used to exempt additional durable
assets.



in that group of states. The second group includes all states with an exemption
between $15,000 and $40,000, whose average exemption is $22,900. The third
group is that of the states with exemptions between $40,000 and $87,000, with
average value $64,500, while the fourth group is characterized by an unlimited
exemption regime. For exemption levels and groups of states, refer to Table 1
in the Appendix.

3 The Model

Since the motives for saving or borrowing can vary widely over the life cycle
(see Gourinchas and Parker (2002)), the equilibrium effects of bankruptcy regu-
lations might strongly depend on an individual’s age. Therefore, the framework
used here is a discrete-time, life cycle model of household consumption behavior.

To keep the model as parsimonious as possible, there is just one good pro-
duced in the economy, whose price is normalized to one. All transactions are in
terms of that good, which can be used as durable or non-durable consumption,
or can be saved. A durable good differs from a non-durable good only in two
dimensions. First, the durable good not only provides utility in the current pe-
riod but also constitutes a source of liquidity for the future. Second, the durable
good can be used as an informal form of collateral for borrowing.

Each period the agent faces idiosyncratic uncertainty in the labor endowment
and in a shock to preferences. Since I am interested in analyzing the insurance
role of bankruptcy, I assume that markets are incomplete, in the sense that it is
not possible to make the repayment of the loans contingent on the future realiza-
tion of the shocks. Moreover, I focus the attention on the effects of individual
characteristics (especially durable wealth) on credit conditions. Therefore, I
model the credit market as perfectly competitive, with risk neutral banks that
provide a risk-free return on deposits and supply loans at individual-specific
interest rates. Naturally, a key feature of the model is the lack of commitment
of the agent in the contract with the bank. Bankruptcy regulation is taken as
€X0genous.

In the following, first the individual problem is formalized. The equilibrium
is then defined, followed by a brief description of the computational solution
method, whose details are relegated to the Appendix.

3.1 Individual Problem

The basic unit of analysis is the head of the household, characterized by his
age at marriage a, his education level s, and the exemption level e of his state
of residence. The decision process starts at age a + 1 and ends at T, before
retirement.'” For computational tractability, each period is assumed to be five-
year long.!® Choices of education, residence and marriage are not modeled, and

17In estimation, each state is discretized. See the Appendix for details.
18 As it will be clearer below, this assumption is also consistent with bankruptcy law.



these variables are not allowed to change over the life cycle.!? The analysis
is restricted to married households in order to be able to estimate the model
using a sample of individuals with similar preferences towards durable goods.
A change in marital status (i.e. a divorce) would indeed alter a household’s
preferences with respect to durables. In the model, such a change, or moving to
another state, are implicitly assumed unforeseen and unexpected events in the
life of an individual.

Despite the estimation being applied to a homogenous sample, it is unlikely
that preference parameters, expected endowments and initial wealth at marriage
are the same for everyone. One standard approach to deal with this unobserved
heterogeneity, and the one I adopt, is to assume there exists a finite mixture
of types, say K types, each comprising a fixed proportion 7 (k = 1,.., K) of
the population.?’ At marriage, the agent holds debt d,;1 (debt if positive,
savings if negative) and durable goods h,, which are assumed to depend on the
individual’s type, education, and age at marriage plus a random component,
according to the following linear functions:

K
ha = ¢0 + waa’—i_wss + Zwkl{k} + en,

k=2

K
das1 = Bo+ Bea+Bes+ > Bl {k} +ea,

k=2

where I {k} is an indicator equal to one if the individual belongs to type
k, while g, and 4 are normally distributed, with mean 0, variances O’% and 03
respectively, and covariance o,q.2!

At each age t, the type-k household receives a labor endowment y¥ according
to the following function:

K

yf = exp(o + ass + Z af[ {E})e,
k=2

19The implicit assumption is that bankruptcy regulation does not affect these choices. In
particular, it seems plausible that the state of residence is selected on the basis of family
or work location, even if there could exist a few cases of auto-selection into high exemption
states (see Elul and Subramanian (2001)). These cases are limited by anti-abuse provisions
that allow individuals to file for bankruptcy only in the state where they have been resident for
at least two years. In the model, this auto-selection is treated as unobserved and corresponds
to the existence of different types distributions across states, as described in the text below.

20 Unobserved heterogeneity can arise in several places - in different preference parameters or
shocks, or in the endowment process. I limit the heterogeneity to the risk aversion coefficient,
the utility cost of default, the expected earnings, and initial durable and non-durable wealth,
for tractability (although somewhat arbitrary). See below for the specification of the types
probability distribution.

211n the text I will often refer to dy as "non-durable wealth" to distinguish it from "durable"
wealth h¢. Although durable and non-durable wealth are continuous state variables, in com-
putation I use a finite support with well-defined lower and upper bounds (see Appendix for
details).
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where «; represents the agent’s age-specific labor productivity, while o is the
marginal effect of one extra year of schooling on log(yF). Expected endowments
are assumed also to be dependent on the household’s type (I {k} is the indicator
function that is equal to 1 if the type is k). The shock to earnings €} is realized
at ¢ and lognormally distributed, ¢/ ~ LN (0, 02) , at any t. Shocks are serially
independent over time, assumption that seems quite plausible given that the
decision period is assumed to be five-year long. Therefore, persistence in the
earnings process is assumed to be purely deterministic, and is given by education
and type.

A point is worth noting. Given the specified earning process, the endowment
can never be zero but can be very close to zero with a strictly positive proba-
bility.2? With a zero lower bound for the income process and a utility function
satisfying the Inada condition lim._,o u'(¢) = oo, a finite life-cycle model of only
non-durable consumption behavior without the possibility of default (nor dy-
ing in debt) would imply a self-imposed liquidity constraint equal to zero, or,
in other terms, individuals would never choose to borrow (see Ayagari (1994),
or Gourinchas and Parker (2002)). Allowing for durable goods accumulation
and default with bankruptcy protection, this model accounts for the fact that
individuals hold durable wealth and debt at the same time.

The individual derives utility from consumption of the non-durable good,
¢ > 0, and from the services of the net stock of durables owned, h > 0. The per
period utility of the agent is continuous, strictly increasing and strictly concave
in both arguments, and obeys Inada conditions for non-durable consumption.

Following Fernandez-Villaverde and Krueger (2004), the utility takes the
following CRRA functional form applied to a Cobb-Douglas aggregator function
of the consumption services from durables and non-durables :

et (c0)? (b + ")
1-— Ok

Uk (Ctvhtvgg) =

)

where the coefficient of relative risk aversion for type k is o > 0, the con-
sumption share is 6§ € (0,1) and €} is a shock to preferences, lognormally dis-
tributed, ¢} ~ LN (0, O‘Z) , and uncorrelated with the shock to earnings. This
random component to preferences can be thought of as unobserved and changing
household characteristics over the life cycle, which affect the intertemporal rate
of substitution of (durable and non-durable) consumption. The shock to pref-
erences has two roles. First, it constitutes another type of uncertainty, the one
over future preferences, which the individual must take into consideration (along
with the uncertainty over future income) when taking decisions today. Second,
this unobserved shock (together with measurement error) helps to explain dif-
ferent observed behavior in the data conditional on the same observed initial
state vector (age, durable wealth, earnings, etc.). As in Fernandez-Villaverde

22Very few married households in the PSID sub-sample are observed having zero labor
earnings over five year periods. Those households have been excluded from the sample used
in estimation.
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and Krueger (2004), ¢ is a small number that is irrelevant for the quantitative
solution but that makes the utility finite at hy = 0, to allow for durable goods
not to be a necessity (apart from accounting for the observation that a few
households hold zero durable wealth).

It must be clarified here that in order to be consistent with bankruptcy law
the variable h; represents the value of durable goods net of secured debt. Indeed,
the exemption applies only to the latter definition of durable wealth.?? T will
refer to the variable h; as durable wealth for simplicity, but its definition should
be kept in mind. The functional form for utility implies that the household
benefits only from the services of that part of the durable good that it really
owns. This is of course a simplification, but it is necessary to keep the model
tractable: distinguishing between the stock of durables and unsecured debt
would mean to include one additional choice variable (unsecured debt), which
would make computation extremely burdensome.?*

At each t, after having observed the realization of shocks to earnings and
preferences, the household chooses the quantity ¢; of non-durable goods to con-
sume and the stock h; of durables. The latter depreciate at a rate § € R. Notice
that the depreciation rate is allowed to be negative: (1 —J) can be interpreted
as the value of a durable good in terms of a non-durable good, which is assumed
to be constant and known.??

Moreover, the agent can decide whether to save or borrow at a bank an
amount b; € R, where b; is positive if he borrows, and negative if he lends.
Saving b; < 0 gives the right to receive dy;1 = Rb; the following period, where
R > 1 is the risk-free gross interest rate. Borrowing b; > 0 entails an individual-
specific debt diy1 to be paid in ¢ + 1, determined in equilibrium as explained
below. The contract with the bank is therefore characterized by (b;,d:4+1) at
any period t (the banking sector is described in detail in the following section).

The household, however, does not commit to repay its debt. At the beginning
of each period ¢, the agent chooses whether to repay the debt d; (if any) or not.
In the latter case, he decides to default and file for bankruptcy. Under Chapter
7 filing, the individual can keep all his current (if not paid yet) and future wages:
the punishment falls only on assets. Therefore, the agent is assumed to be able
to keep all his wages, but the bank will repossess all the defaulter’s durables
((1 — d)hy) in excess of the exempted level, e. A further punishment to the agent
that defaults is his inability to borrow in the period of default. In that period,
he can only save and buy durables. His life goes back to normal in the period
after he defaulted (he can borrow again, and default again).?6

23More precisely, in the data the variable h; is the sum of home equity and cars (net of
secured debt). As described above, the exemption is the sum of homestead exemption (or
exempted home equity), wild card and vehicles.

24Furthermore, there is no rental market for durable goods in the model. Even if the
existence of a rental market would be of some importance, the role of durables as insurance
and informal collateral limits the theoretical role of such a market. I can justify the absence
of a rental market by assuming that there exist very high agency costs.

25Tt would not be possible in the model to separately identify the price of the durable good
(in terms of non-durable consumption) and the depreciation rate.

26T the U.S., you cannot file for bankruptcy for 6 years after a prior bankruptcy. By
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The bankrupt person is also assumed to incur a "stigma" or "psyche" cost
of defaulting, i.e. a loss in utility {2, dependent on his type. The existence and
importance of a "stigma" in bankruptcy is well documented in the empirical
literature (see Gross and Souleles (1999)).

The budget constraint of an individual that does not default is

Ct+ht:yf+(1—5)ht,1—dt+bt

with borrowing constraint

i
R

be <b(heydir1)  if depr >0

by

if diyr <0

where b (h¢,dyy 1) is the maximum borrowing allowed by the bank to the
individual that chooses to hold durables h; and have a debt d;;1 in £+ 1. This
borrowing constraint is derived endogenously from the equilibrium condition of
the banking sector (see next section), and will hold with equality.

For a person that defaults the budget constraint is

d
¢t + he = min{(1 — 0)he—1, e} +yf + %1

with dt+1 S 0

as he is able to keep the exempted durables (or all the durables, if the value
of these is less than the exemption level), and can only save.

Each period, the individual first observes the realization of the shocks to
earnings and preferences and decides whether to default (if he is a net debtor).
After that, he buys durables, borrows or saves and consumes.

In the last period of life the individual chooses whether to default (if he is a
debtor), how much to consume and how many durables and savings (negative
dp41) to leave for retirement (he cannot borrow). The additional value of car-
rying over wealth hr and dr,; into the retirement period is represented by the
simple function

g (hr,dri1) = aplhr — agdriq]

construction, in the model an individual will be able to file for bankruptcy no sooner than
two periods after having first defaulted, which is perfectly consistent with the law.

The assumption that the household can borrow again starting from the period after default
is not a standard one in the literature. Chatterjee and al. (2002), for example, assume
the individual that defaults cannot get any new loan for at least one period (one year, in
their model) after default. In this model, the punishment actually lasts five years, so that
it is reasonable to assume that the individual has full access to the credit market after that.
Moreover, borrowing is entirely determined endogenously in the model (i.e. the individual
who didn’t pay his debts is very likely to start the next period with very low durable wealth,
thus possibly facing non-favorable credit conditions).
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i.e. it is assumed to be linear in both durable and non-durable wealth.
Let 8 € (0,1) be the individual discount factor. Then the overall expected
utility of the agent at marriage is given by:

T
U ({Ctvhtvgy}?:a+1 §k> = Foq1 Z B g (eqy by ef)+BT g (b, dpir)]
t=a+1

where E,+1 denotes the expectation at the period after marriage, taken over
the stream of future random shocks.

Lastly, the probability of belonging to type k is assumed to depend on one’s
education and state of residence according to the following logit function:

EX
exp(Yor + Vs - S+ Z Yex il {€ = €x})
— erx=2
= K EX
1 + Zexp(’YOl + Vs * S + Z r}/ew?ll{e = 6213})
=1 er=2

fork=1,..., K —1, and

K
Zﬂ'k =1
k=1

where I {e = ex} is an indicator function equal to one if the exemption level
is equal to ex, zero otherwise, and FX is the total number of existing exemp-
tions.?” In particular, the fact that the distribution of types differs by exemption
wants to account both for the possibility that self-selection of individuals into
states with different levels of bankruptcy protection is not observed and for
the existence of possibly many other unobserved differences among states apart
from their bankruptcy regulations.

3.2 Credit sector

The competitive banks are assumed to have access to an international credit
market in which they can borrow or lend as much as needed at a gross risk-free
interest rate R, constant and exogenous.

As mentioned above, each agent’s contract with a bank specifies the loan
b: > 0 from that bank (or the deposit b; < 0 into that bank), and the repayment
di+1 (or withdrawal of savings, if negative).?8

Banks maximize their expected profits every period. They observe age, state
of residence, education and age at marriage of individuals, and their current

27In computation, as noted, EX is set to four. The number of types is two.
287 restrict the attention to just one contract, although this could represent the sum of many

loans arrangements, (b?, d?+1)5:1 .
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stock of durables, h;. However, they do not know the individual’s type. Perfect
competition implies that in equilibrium the expected profits derived from each
individual-specific contract are zero (where expectations are taken over types
and future shocks). Thus in equilibrium banks perfectly discriminate among
borrowers (up to the unobserved type) through the interest rate.

As mentioned above, the assumption that d;11 is not made contingent on
the realization of the shock to earnings is embedded in the formulation of the
contract (b;,di+1). In other words, markets are incomplete, since it is not pos-
sible for the agent to perfectly insure himself against future shocks to earnings
and preferences. The kind of standard debt contracts considered here is quite
consistent with the contracts observed in practice, and can be justified by the
existence of important transaction and agency costs. Moreover, as mentioned
above, the interest is here in analyzing the insurance effect of bankruptcy pro-
tection, which wouldn’t have any role if markets were complete. Rather, in a
world of non-contingent contracts the default option improves efficiency by al-
lowing agents to lower the amount that they must repay to the bank by filing
for bankruptcy. The latter point is made by Dubey, Geanakoplos and Shubik
(1994 - revised).

The uncertainty of future earnings, together with the implicit assumption
that the agent does not commit to the contract with the bank, are sufficient
conditions to allow the possibility that the individual defaults.?? Banks, on the
other hand, are supposed to commit to the contracts with the agent, so that
saving is always riskless.

For each contract (b, d:+1), the actual repayment made to the bank will be
equal to dy41 if there is no default, and to the value of non exempt durables,
as long as positive and less than the debt d;;1, in case of default. Clearly, the
repayment made to the bank in ¢ + 1 does depend on the quantity of durables
and debt chosen by the individual at age ¢, on the unobserved type, and on the
shocks e}, and €}, ;.

The zero expected profits condition determines the borrowing b; allowed at
each level of debt and durable wealth:

der if dyyy < max {(1—6)hs —e,0}

be (he,dir) = ¢ {1 = py(he,de1)ldesr + g (he diyr) max {(1 = 0)hy — ¢,0}}

otherwise

(1)

If the debt is smaller than the non exempted durable assets, then the bank
will be able to recover the borrowed funds in full, so that the borrowing al-
lowed will simply be the discounted value of d1. I denote with g, (he dit1) the

29The lack of commitment argument, with the uncertainty on future earnings, is just one
possible source of a positive probability of default (Hart and Moore (1994), Kocherlakota

(1996)). Asymmetric information and moral hazard could be some of the alternative assump-
tions to generate default in the economy (Green (1987), Thomas and Worrall (1989)).
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probability that a person with deterministic state (h¢ d;11) defaults in ¢ 4 1.
Implicitly, p,(he,di+1) is a function of (a, e, s) as well, as those are known to the
bank. If the debt is higher than the non exempted assets, the bank will be fully
repaid only with probability [1— u,(ht,di+1)], while with probability p,(he,di+1)
the bank will repossess the non exempted assets, (1 — d)hs — e, if positive. The
borrowing allowed is the discounted value of the expected repayment. The de-
fault probability conditional on each state is calculated taking expectations over
types and future shocks to preferences and endowments.

Notice that the individual specific (gross) interest rate on the loan is simply
the ratio between d;; and b, (ht,di+1), and therefore depends on the debt and
on durable wealth held by the household, and on its probability of default.

3.3 The problem in recursive formulation

The problem of the agent can be written in recursive form.

The state variables at age ¢ are (a,e,s, hi—1 di,e),ef; k). Trivially, age is
also a state.

Let (a,e, s, hi—1,di,ef el k) = (24,45 k), where z, = (a,e,s,hi—1 dy) is the
deterministic state, while g, is the vector of the realizations of shocks at ¢.

The control variables at age t are (ht, di11, by, ct, If) , where Itd = 1 if the
agent defaults, 0 otherwise. The decisions b; and ¢; are uniquely determined by
the constraints and (ht, di11, If) .

Given his education s, age at marriage a and exemption level e, the type k
agent solves the following problem:

Vie+l)<t<T

maxzecqo 1y { (1= IV (24,6 k) + LTV (24,65 k)} if de >0
W (Etvét; k) -
Vto (zy,€43 k) otherwise

The value of not defaulting is given by:

Ve (2 g3 k) =
max {ur (ce, husef) + BE: (Vigr (2441580413 K)) }
CtyMg, 08,041
Ct—|-ht :yf—F(l—d)ht_l —dt+bt
s.t. bt S b_t(ht7dt+1)

hy > 0,¢ ZO,dtH €ER

where b; (hy diy1) is derived from (1). As mentioned above, this constraint
holds with equality in equilibrium.
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The value of defaulting is

th (&uiﬁ k) =

max  {uy (ct, he,ef) — QU + BE, (Vig1 (@ys1, 81415 F)) } (2)

ceyhe,dit1

¢+ hy = min{(1 = )hy 1, e} +yf + 95
s.t. (3)
ht >0,¢4 > 0,d¢11 <0

At each period t, expectations are taken over the joint distribution of the
stochastic shocks g; , ;.
In period T the value Vi (24, ep; k) is the greatest of:

VP (zr,erik) =  max  {uk (cr, hr,ef) + Bg(hr — dry1)} (4)

cr hr,dri
cr +hr = (1= 8hy_y + yh — dp + L&

s.t. (5)
hr >0,c0 > 0,dr41 <0

and

Vi (@p,ersk) = max  {ug (cr, hr,e4) — Qi + Bg(hr — dri1)}  (6)

cr,hr,dri1

cr +hy = min{(1 — 6)hr_1,e} + vk + dTR+1
s.t. (7>
hr >0,c7 > 0,dpy1 <0

A solution to the dynamic optimization problem is given by optimal de-
cision rules for durable goods hy (z,,£,; k) € R4, borrowing/saving contracts
(be (4,645 k) , div1 (4,645 k) € R2, consumption ¢ (z;,£,; k) € Ry and default
If (z,,e,; k) € {0,1}, for any state (z;,&,; k) € {0,..,8} x {1, ..,ex} x {1,..,4} x
Ry x N x §R3_ x {1,..,K}, for any period t =a +1,...7T.

3.4 Equilibrium

Given the risk-free gross interest rate R, a Recursive Competitive Equilib-
rium is a set of value functions V; (z,,g;; k), policy functions h: (z;,e,; k),
dt+1 (Etagt; k) ) bt (§t7§t; k) y Ct (it’it; k) and Itd (gtagt; k) ) for k = 1; o0y Ka a
probability of default function s, (z,,,) and a borrowing constraint function
by (gtﬂ) such that:
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1) at each t, the policy functions solve the agent’s optimization problem
with corresponding value function Vi;

2) by (gt +1) is determined by the zero expected profits condition of the
banks, at each ¢ and for each z;,;

3) at each t, for each z, , the probability of default is given by

K

Hg (§t+1) = ZWkEt[Ig+1 ($t+1a§t+1§ k)]
k=1

where expectations are taken over future shocks g, ;.

3.5 The solution method

The solution to the model is not analytic, and has to be numerically computed.
Having to deal with two continuous deterministic states, two continuous random
shocks and three choices (durables, debt and default), the problem is particularly
burdensome. The main difficulty is in evaluating two dimensional integrals at
each of the many state points, at each period.

Because the policies at each age (solutions of the dynamic problem) are
functions of the continuous shocks, they are impossible to store in a com-
puter. However, in order to be able to evaluate the value function and the
optimal choice at any state and age, it is sufficient to know the expected values
EVigr (241,€413 k) and by (z,,4) (as in (1) above, by (z,,,) also involves an
expectation, since it depends on the probability of default). I therefore consider
a solution of the model to consist of the set of

Ei1(Vi(zy, g5 k) = EMAX (2, k)

and

K
b1 (z) = Z EBOR(z,,t — 1;k)
k=1

as functions of each state x, and age ¢, t = a+2,...,T, where EBOR(z,,t—
1;k) is the discounted value (at R) of the expected repayment by a type k
household that borrows at age (¢t — 1).

Both the EBOR and EMAX functions correspond to double integrals over
the distribution of shocks g, = (£7,¢¥), and must be computed for each perma-
nent state (k,e,a,s).

I use Monte Carlo integration to evaluate the required integrals at all state
points, as in Keane and Wolpin (1994). After having evaluated the EMAX and
EBOR functions, life-cycle profiles of the decisions of consumption, stock of
durables, borrowing/saving and default can be simulated. See the Appendix for
a description of the algorithm used for computation.
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4 Data

The data are a sub-sample of the Panel Study of Income Dynamics (PSID),
which is a longitudinal study started in 1968 with a sample of 5,000 families,
with individuals followed -whether or not in the same family unit - every year
until 1997, and every other year since then. This dataset contains all relevant
information on durable and non-durable wealth, labor income, household’s char-
acteristics, and, most importantly, states of residence and bankruptcy filings.
In particular, the PSID asked specific questions on one person’s bankruptcy
history only in one wave, in 1996.

Information on wealth is collected only at five waves: 1984, 1989, 1994, 1999
and 2001. However, I restrict attention to the period 1984 to 1994 since there
has been an important reform in bankruptcy law in 1994, while there have not
been salient changes before that (see Section 2).

In order to obtain a high quality sample with the required information, I
drop a significant portion of the data. I follow all the heads of household,
that are between the ages of 20 and 64, as long as they had no changes in
marital status or in the state of residence for at least one full 5-year period of
the three periods under consideration (between 1982 and 1986, between 1987
and 1991, and between 1992 and 1996, each period being centered at a year
for which information on wealth is available). The final sample is composed of
4,790 individuals. For details on the sample selection, refer to Table 2 in the
Appendix. Individual characteristics of the sample are presented in Table 3.

To match the time spans of the model, I aggregate the head’s and wife’s
after-tax labor income over five years.?® The value of durable wealth consists of
the sum of home equity (market value of the house net of mortgages) and the
value of vehicles (net of secured debt) owned by the household. The value of non-
durable net wealth is the sum of saving and checking accounts, mutual funds,
retirement accounts, money market funds, stocks, bonds, farms or business, land
and other real estate, less credit card and other unsecured debts, and matches
the b variable in the model.

One issue with the data is worth mentioning. In the PSID, those respon-
dents that do not report an exact amount of a wealth component are asked to
provide a brackets range for its value. For all these respondents an exact value
is then imputed on the basis of the distribution of amounts from respondents
who reported exact values and which fell within the range of the same bracket.
Both bracket ranges and imputed values are publicly available. My estimation
methodology allows me to avoid using the imputed values and directly compute
the likelihood of the brackets ranges for those individuals that didn’t report the
exact amounts.?!

All data are converted in real 1984 dollars using the CPI deflator. Given
the relatively short time-series, and the underlying supposition of an economy

30The implicit assumption is that all the resources of the family unit are pooled, and deci-
sions about their allocation are made by the head of the household.

31Values are imputed also for individuals that didn’t report neither exact values nor bracket
ranges. I exclude these observations from the sample.
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in steady state, I implicitly assume there are no cohort nor time effects in the
sample. Therefore a household is characterized by its state of residence, the
age at marriage, education group and age of its head, but not by the year
of the interview. All statistics are therefore computed aggregating over these
characteristics.

Figure 3 shows household earnings over 5 years, durable wealth, and non-
durable net wealth sample averages at each of the nine age groups, starting from
age 20 to 24. Household earnings profiles show the typical humped shape over
the life cycle. Both durable and non-durable net wealth increase until at least
the age of 60, with the average stock of durables (net of secured debt) being
significantly higher than non-durable net wealth until age 45: young households
hold most of their wealth in durables, while other types of assets gain importance
in later periods of life.

Only 101 households, or 2.11% of the whole sample used for estimation,
have filed for bankruptcy during the observation period. Default behavior is
aggregated over 5 year periods (a person participating in the sample in 1984 is
considered a defaulter if he/she filed for bankruptcy in any of the years between
1982 and 1986, a person participating in the sample in 1989 is considered a
defaulter if he/she filed for bankruptcy in any of the years from 1987 to 1991,
and so on). The typical individual that files for bankruptcy is about 35 years
old, white, with a high school degree, owns about $17,000 worth of durable
assets (over the 5 years period of default), and almost no non-durable wealth.
His family labor income is below the average income of a household his age, but
not extremely low.

Notice that it is difficult to compare the PSID default rates to the ones
observed at the national level, since the latter are not calculated by individual
characteristics (age, marital status). However, if anything, it is very likely
that these rates are underestimated, since bankruptcy filings are found to be
underreported in the PSID, as documented by Fay, Hurst and White (2000). In
fact, the overall PSID filing rate is only about half as high as the national rate
(the correlation between the two rates is 0.67, reported in FHW). I take the
underreporting into account by assuming that default is observed with error, as
described in the next section.

5 Estimation Method

I estimate all the 47 parameters of the model by maximum likelihood. Each
individual in the sample is assumed to be solving the optimization problem
described above. At each age after marriage, given the deterministic state of
durables and debt/savings, and shocks to earnings and preferences, the person
chooses the stock of durables to own, the net borrowing or saving, and whether
to default or not. Conditional on the deterministic state, the solution of the
dynamic programming problem allows me to evaluate the probability that the
agent is observed to make a certain choice as the product of the conditional
type probabilities and a two dimensional integral over the vector of shocks such
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that that particular choice is the optimal one. The likelihood function is the
product, over time and individuals, of these probabilities.

In the present context, however, the traditional approach of using smooth
probability simulators (as the GHK simulator, or the one developed by Mc-
Fadden (1989)) to evaluate conditional choice probabilities is not feasible, be-
cause the short dimension of the panel implies that only a few endogenous state
variables are observed. In particular, the great majority of individuals in the
sample are observed many years after marriage. Calculating the conditional
probabilities of their observed choices would mean to have to "integrate out"
all possible choice sequences that they may have followed, which would consist
in evaluating very high dimensional integrations. This computation would be
very cumbersome. I therefore use the same simulated maximum likelihood es-
timation algorithm as in Keane and Wolpin (2001). This algorithm is shown
to be computationally practical and to have good small sample properties (see
Keane and Sauer (2005) for a discussion), and allows one to avoid the compu-
tation of conditional probabilities. Rather, only unconditional probabilities are
computed.

At each trial parameter vector £, and for each permanent state (e, s,a), I

~ ~ T
simulate outcome histories of initial states k), and dj,  ;, earnings {ﬂ? & }tiaﬂ
~ o~ T

M 3 n T )
and choices { s O ko L1 }tia+
according to the functional forms and error processes assumed in the model,

and the related decision rules.?? Denote a simulated history by

, for each type £k = 1,.., K, forn = 1,.., N,
1

vn _ rvn T _f~n In In TFdn\T _ _
Xy = {Xt,k}t:a+1 = {yt,ka t,ks t,k’It,k}t:a+1a n=1,.,N, k=1,.,K

The key assumption that is required to form the likelihood is that the ob-
served data on initial states, choice variables and labor earnings are measured
with error. In this way, the observed outcome history for individual j

T
X = (ha,j»day1,j, {yt,jyht,jvbt,jvjt({j}t:a+1)

in the data has a positive probability of being generated by any simulated
—~n
history X .33
The probability of the observed history X; conditional on the simulated
history )’(an, Pr {Xj | )Z',?}, is simply the product of the measurement error

321 simulate N = 1,500 histories for each type and permanent state.

33Notice that the first period of observed data is individual specific. In particular, each
agent is observed for at most three consecutive age groups between marriage and retirement.
Here, for convenience, I describe the history of observations as if known at each age between
(a+1) and T.
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densities for the continuous variables and the clafs\s{i%ication error rates for the
discrete choices that are needed to make X; and X}, consistent.?*
Simulating N histories, I obtain the unbiased simulator of the probability of

X;:
| KN S\ T
Pr{Xj ‘ (ej,sj;aj),g} = KNZZPr{XJ |XI?}TJ,]
k=1n=1

where 7/, .. denotes the probability of being type k conditional on indi-
vidual j’s education and state of residence. Notice that each conditional prob-
ability is weighted by the ratio of the proportion of type k according to the
model, 75, ¢;, to the proportion of type k in the simulator, N.

The likelihood function to maximize over the parameter vector £ is then

L(&45),) = [TPr i | (o5 55.0).6)

Finally, it is necessary to describe the specific assumptions for the measure-
ment error processes. First, the measurement error in labor earnings is assumed
to be multiplicative, i.e. y; = gy, where 1} is lognormally distributed. The
measurement errors in net durable and non-durable wealth are additive, i.e.
hi = hy + 0P and by = by + n? respectively, where 7} and 7? are normally dis-
tributed. These errors are assumed to be serially indipendent and indipendent
of each other.??

The bankruptcy variable is assumed to be subject to classification error.
Simply, there is a probability that the reported answer on default is not true.
In order to take into account the fact that bankruptcies are very likely to be
underreported in the PSID, I allow for biased classification error. That means
that the probability a person is observed to file for bankruptcy is actually not
equal to the true probability of that person defaulting.?®

The optimization method used is a simplex algorithm (since the likelihood
function is not smooth). I instead use a smoothing algorithm to construct
standard errors using the BHHH algorithm. See the Appendix for details on
estimation and on the measurement and classification errors processes.

Lastly, a brief discussion on identification of the model parameters. There
is actually no general method to check the conditions for identification prior to

34 As an example, let the measurement error be n = x — &, where T is the true (simulated)
value, while x is the observed variable. Then the contribution to the computation of the
likelihood is simply f (1), where f denotes the probability density function of 7.

If instead than observing the exact value z, only the brackets range [z,Z] is known (as
discussed in the previous section), then the probability of the observed interval conditional on
the simulated Z is given by F (T — Z) — F (x — ), with F being the cumulative distribution
function of the measurement error.

35] assume that the measurement error variance is proportional to the value of the true
variable. See the Appendix for details.

36The permanent state (e, s,a) of each individual is assumed to be observed with certainty.
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estimation. However, in the model there are several sources of exogeneity which
are possible sources of identification, such as the exemption level, age, educa-
tion and history of earnings realizations. In practice, I compute the information
matrix and determine whether there is an identification problem from looking
at how the likelihood function varies with the parameters. The likelihood func-
tion is sensitive to the change in each parameter value (keeping all the others
constant).?7

6 Results

6.1 Estimated parameters and sample fit

Table 4 in the Appendix contains the point estimates of the parameters and the
related standard errors.?® All parameter values are tightly estimated. House-
holds discount the future at an annual factor of 93.2%, which corresponds to an
estimated annual discount rate of 7.3%. The estimated annual risk-free interest
rate is 1.8%.

The discount rate is within a reasonable range. Using information on the
elasticity of assets with respect to uncertainty, Carroll and Samwick (1997)
estimate a discount rate in the interval of 10 - 15%, while Gourinchas and
Parker (2002) estimate a discount rate just above four percent. The interest
rate estimated here, on the other hand, is quite low if compared to the average
real return on bonds for the period under consideration, about 3.4%. However,
the PSID does not over-sample very rich people, so that it seems plausible for
individuals in this sample to face on average low returns on savings.

It is also worth noting that what really matters is the ratio between discount
rate and risk-free rate. The profiles of durable and non-durable wealth are very
sensitive to this ratio. The higher the discount rate with respect to the return on
savings, the more impatiently households behave, being more willing to borrow
and consume in both durable and non-durable goods early in life, and saving
only later, for retirement. In the context of the present model, impatience makes
individuals more sensitive to the effects of bankruptcy regulations on the credit
market and thus explain the effect of these regulations on individual behavior
(especially in the first half of the life-cycle).

A key preference parameter is the CRRA coefficient. The large strand of the
literature that calibrates the life-cycle model from macro data or from existing
studies tends to use for this parameter a value between 1 and 5. Studies that
estimate this parameter from micro data typically find lower values, between 0.5
and 2 (Attanasio and Weber (1993) and Laitner and Silverman (2005), among

37It’s to be noted that the exact specifications for most of the functional forms in the
model were chosen to begin with for their economic interpretation and correspondence to
the existing literature. However, as estimation proceeded, these specifications were subject
to changes driven by their ability to fit some aspects of the data, or due to identification
problems.

38For the parameters that are transformed, the delta method has been used to obtain the
standard error.
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others). Gourinchas and Parker (2002) estimate a CRRA coefficient between
0.5 and 1.4. I estimate a very reasonable CRRA coefficient of about 1.65 for
both types of households. The relatively low risk aversion (with respect to the
one used in similar but calibrated models) indicates that households are indeed
willing to borrow at the risk of default.

The estimated consumption share 6 is 97.8%. This value is very high if
compared with the 0.81 value used by Fernandez-Villaverde and Krueger (2004),
who use the same utility functional form (their value is calibrated together with
the discount factor in order to obtain a steady-state interest rate of 4%). I
attribute this difference to the fact that the measure of durable wealth that
enters the utility function used here is net of secured debt, implicitly assuming
that agents receive utility only from that part of the stock of durable assets that
they really own. That is a necessary simplification in order to have as durable
wealth variable the one consistent with the exemption regulations (see Section
3.1 for a discussion).

The estimated earning process is consistent with the evidence that mean
labor earnings over the working life cycle are hump-shaped (see Figure 5), in-
creasing in education. The standard deviation of the i.i.d. shock to earnings is
estimated to be 0.38 in a period of 5 years, or about 0.08 per year. This number
is quite low if compared with similar numbers in the literature: Storesletten,
Telmer and Yaron (2004) find for example that the unconditional standard de-
viation of log earnings ranges from 0.3 to 0.64, in a model in which persistence
is found to be very high. The difference is probably due to the fact that I ag-
gregate earnings over five years, and I consider the joint earnings of head and
wife, while most of the studies use yearly individual labor income. My estimate
is more in line with the results by Keane and Wolpin (1997), who find that
the fraction of lifetime uncertainty resolved by skill heterogeneity is 90%. The
estimated parameters of the earnings process in my model suggest in fact an
important role of education and possibly unobserved skills (type) in determining
one’s earnings, so that a lot of the variability of income would be attributed to
the deterministic persistence rather than the transitory shocks.

The two unobserved types of households are characterized by virtually the
same CRRA coefficient but by very different "stigma" costs of defaulting: Q
is estimated to be four times higher for type 1 than for type 2. The second
type has a lower expected value of earnings, and lower durable and non-durable
assets at marriage. Overall, type 2 is the most likely to default. The probability
of being of the first type is increasing in education, as expected, and increasing
in the exemption level, except for the unlimited exemption. In other words, a
higher concentration of type 2 individuals is estimated to be living in the low
and in the unlimited exemption states.?’

39The percentage of type 2 households in the states are as follows: 68% in the low exemption
state ($9,800), 40% in the medium exemption ($22,900), only 9% in the high exemption
($64,500) and 72% in the unlimited one. Both the wide difference in these distributions of
types and the fact that the probability of being type 2 is similar in the low and the unlimited
exemption states goes against the interpretation of unobserved heterogeneity as self-selection
into states with different generosity in the bankruptcy regulations. It’s instead a signal that
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Of interest is also the probability that a non-default is reported in the PSID
conditional on the individual having actually filed for bankruptcy, which appears
to be extremely high, at 85%, supporting the evidence that bankruptcy filings
are underreported in the PSID (Fay, Hurst and White (2000)).

With these estimates, I can address how well the model fits the data on
durable and non-durable net wealth accumulation, default rates and household
income. Table 5 presents some summary statistics and Figure 4 compares the
actual and simulated distributions of the key variables. The model matches
particularly well the distribution of durable wealth (at the bottom of Figure 4),
and satisfactorily replicates the distribution of non-durable net wealth (which
is usually quite a difficult task, at the centre in the Figure). As for simulated
earnings, the model fit is not very good: it overstates the number of people at
the bottom of the distribution (at the top in Figure 4). Apart from this feature
and despite its simplicity, the model does a good job at fitting the distributions
of earnings, durable and non-durable net wealth. As for characteristics of the
households that file for bankruptcy, these are characterized by lower mean earn-
ings, durable and non-durable wealth than the population averages both in the
model and in the data.*°

Simulated and actual life-cycle profiles of mean durable and non-durable
wealth, labor earnings and default rates are presented in Figure 5. Average
durable and non-durable net wealth from the simulated model track the actual
increasing profiles very closely at least until age 50-54. The model fit is not very
good at the end of the decision periods, probably due to the very simplified
retirement motive in the model. Average labor earnings over the working life
cycle are also very close to the actual means, even if the standard deviation
is over-estimated (on average $145,000 over age in the model, $110,000 in the
data). Simulated and actual default rates show the same decreasing pattern.

The model also predicts interest rates on unsecured debt. The predicted
equilibrium borrowing interest rate is equal to 13.7%, quite credible if compared
to the rates on credit cards or personal loans observed in practice. Notice that
the predicted rate implies a quite high default risk-premium, of about 11.9%.

Tables 6 and 7 present in detail the simulated and actual means for the key
variables over the life-cycle for the four education groups and the four exemp-
tion groups, respectively.*! The model correctly predicts that both durable and
non-durable wealth increase with the number of years of school, while the prob-
ability of default is higher for high school drop-outs. Comparing the simulated
outcomes of the estimated model with the data by exemption level, results are
again good at least until age 50, a bit less satisfactory for the last ages, espe-
cially for the states with an exemption higher than $15,000 (and limited). In

there exists an unobserved heterogeneity among states that is not captured by the model.
40By construction, agents that default in the model have a negative non-durable net wealth.
In the data this is not necessarily true since default is a one-time event in a period that lasts
five years, so that individuals that file for bankruptcy in this period can also hold positive net
wealth.
41 The statistics are computed over five age groups rather than the nine in the model to
have a significant number of observations per cell in the data.
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particular, the model consistently overstates mean non-durable net wealth after
50 years old. As noted above, it’s a very difficult task to try and match wealth
data, and the problem at the last ages might be due to the very simple retire-
ment motive function adopted here. It’s also worth noting here that all these
comparisons between simulated and actual data are made taking into consider-
ation the compositions of the population in the four groups of states along the
dimensions only of education, age at marriage and exemption, and the estimated
distribution of unobserved types, disregarding many other potential sources of
heterogeneity among the groups of states.

Lastly, as a way of summarizing the data, it’s possible to use the simulated
results to estimate a regression of durable wealth on the key state variables ac-
cording to the theoretical model, and compare the coefficients of that regression
with the estimated ones from the data. The results are presented in Table 8.
The regressors are the years of shooling, age at marriage, age and age squared,
the exemption level and a dummy variable for the unlimited exemption.*> The
simulated regression captures quite correctly the effect of each variable on the
accumulation of durables. In particular, the effect of the exemption level on
durables has a positive sign for the limited values and is nul for the unlimited
exemption. The estimated regression under-estimates the coefficient for the lim-
ited exemption level, which is probably due to sources of heterogeneity other
than the ones considered here.

In summary, the very parsimonious model is found to match relatively well
the life-cycle profiles of earnings, wealth accumulation and default behavior
observed in the data, and the relation between exemptions and durable wealth,
here the main object of interest.

6.2 Discussion

A simple exercise allows us to conduct a more rigorous analysis of the effect of
the exemption level on the individual accumulation of durable and non-durable
net wealth over the life-cycle. The exercise consists in simulating shocks and
choices of 3,000 households that are equal in all respects except the exemption
level, and take averages. For the results of the exercise not to be driven by the
distribution of unobserved types in a particular state, in simulation the prob-
ability of being each type is calculated conditional only on education, not on
the state of residence. Table 9 presents average durable and non-durable net
wealth, default behavior and welfare for each of the levels of exemption used in
computation: low ($9,800), medium ($22,900), high ($64,500) and unlimited.
Tables 10 to 13 show the results for each of the two types, two selected educa-
tion groups (high school and college) and two selected exemptions, $9,800 and
$64,500.43

42 All variables are transformed so that they are consistent with the numerical solution of
the model (i.e. age is age group, the average exemption for each of the four groups of states,
etc.).

43The groups are selected so that they are representative of a low and a high education
level, and a low and a high exemption. Results for the other groups are not shown for brevity
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As underlined above, the effect of bankruptcy protection is twofold. On one
hand, the exemption corresponds to insurance for the borrower. On the other,
the level of protection of the borrowers has an effect on the credit constraints
faced by individuals. The estimated model allows to isolate these two effects.
First, I simulate choices of individuals with an exemption level set equal to zero
(i.e. no insurance), and I compute the endogenous borrowing interest rates in
this economy. In order to capture the effect of bankruptcy protection as in-
surance (the insurance effect), I then simulate the choices in an economy with
a positive exemption but an interest rates schedule fixed at the one computed
in the previous exercise, as if the credit market didn’t react to the higher con-
sumer’s protection. The effect of the change in credit conditions due to the
introduction of a positive exemption level (the credit constraints effect) is then
calculated as a residual.

A first somewhat surprising result is that allowing for a positive exemption
leads to a net lower accumulation of durables, at least in the first half of the
life cycle (before retirement). The household between 20 and 29 years old, for
instance, accumulates on average $4,500 less durables in an economy where the
exemption is $9,800 than in one in which the exemption is nul. Moreover, this
negative effect is non-linear: the decrease in the stock of durables is $7,600 for
an exemption of $22,900, but $8,000 for the two highest exemptions. This result
leads to the conclusion that the positive impact estimated with the regression
presented in the section above must be due to the unobserved heterogeneity
among states, and therefore quite misleading.

Non-durable net wealth increases with the exemption, again especially in the
first half of the life cycle. A household between 30 and 39 years old saves $7,700
more on average if the exemption is $9,800 relative to the case of no insurance
(zero exemption). Again, the effect is non-linear: the increase in non-durable
net wealth is about $13,000 for the medium exemption, but only about $14,000
for the two highest exemptions.

Default rates are increasing with the exemption level, with at most 1.2 per-
centage points increase (with respect to the zero exemption default rate) if the
exemption is unlimited.

Overall, the introduction of a positive exemption is welfare improving. In
terms of consumption equivalent variation, the household living in a world with-
out insurance would be willing to forgo 1.2% of its consumption every period
(that is, every 5 years) in order to live in an economy with an exemption equal
to $9,800. However, the gain from insurance is less for higher levels of protec-
tion (0.9% of consumption every period for each of the other three exemption
levels), suggesting that the higher the exemption, the higher is also the welfare
loss due to tighter credit constraints.

The last two columns of each of the Tables 9 to 13 show the two separate
effects of insurance and credit constraints, for each exemption level. It is in-
teresting to notice how these vary widely across exemption levels, substantially

and are available upon request. The net effect of the exemption seems to be non linear, since
there is practically no difference in average behavior between a $64,500 exemption and the
unlimited case.
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increasing in magnitude for the high exemptions, even when the net effects are
similar across states. The effect on durable wealth due to the change in credit
constraints when a positive exemption is introduced is always negative, ranging
from a few thousand dollars for the lowest exemption to about $70,000 for the
unlimited exemption: the higher the protection of the borrower the tighter the
credit constraints faced by individuals, and thus the lower their capability to
buy durables. On the other hand, tighter credit limits and/or higher borrowing
interest rates induce higher precautionary saving, increasing non-durable net
wealth, again especially in the first ages, by about $6,000 in a low exemption
state and by more than $30,000 in the high exemption states. Lastly, higher
borrowing interest rates decrease the default rate (by even 4.4 percentage points
in the unlimited exemption state). The welfare loss due to the credit constraints
effect is large in the two highest exemptions: 15% and 28% in terms of consump-
tion equivalent variation in the highest limited exemption and the unlimited one,
respectively, while the loss is relatively small in the low and medium exemption
states (1.6% and 5.6%, respectively).

The sign and magnitude of the insurance effect on durables varies with the
level of exemption: it’s positive and high for the highest levels, positive and
low for the medium exemption ($22,900) and negative and small for the $9,800
level. On the one hand, the possibility of saving a higher value of your durable
assets upon default increases the incentive to accumulate durables at least by
the borrowers (the higher the exemption level, the higher this incentive). On
the other hand, however, the introduction of additional insurance induces less
precautionary saving, both in durable and non-durable wealth (in fact non-
durable net wealth accumulation decreases upon the introduction of insurance).
At a low level of exemption, the latter seems to be the prevailing effect: as a
consequence of allowing a positive exemption level, durable wealth decreases
(by small amounts, ranging from a few hundred dollars to about $2,000). As
the protection increases, instead, it becomes more and more attractive to hold
durables (and borrow to buy them), so that durable wealth accumulation in-
creases with respect to the case of zero exemption, by about $1,000 to $2,500
in the medium exemption, but by more than $10,000 in the high exemption,
and by up to $60,000 in the unlimited exemption state. The introduction of
insurance has a large crowding-out effect on savings in the high and unlimited
states: the decrease in non-durable net wealth in these states ranges between
$18,000 and $25,000 in the first half of the life cycle.**

As expected, the introduction of insurance would increase default rates (at
most by 5.5 percentage points in the unlimited exemption state). Lastly, higher
borrowers’ protection induces welfare gains that are symmetric and higher in
absolute value than the welfare losses due to the tighter credit constraints. Over-
all, the household would be on average better off with some level of bankruptcy

44The only puzzling result is for the unlimited exemption, at the last age, when the credit
constraints effect is negative and large (almost $84,000), and the insurance effect is positive
(also big: $86,000). At the end of the life cycle, individuals are clearly less concerned with
precautionary motives, and they save for retirement. Therefore, these effects could be due to
a re-optimization of life-time resources before retirement.
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protection.??

Analyzing these effects on different education levels and different types (Ta-
bles 10 to 13), the main conclusions described above do not change. In general,
for all levels of exemption, the high school graduates seem to have a stronger
incentive to accumulate durables as insurance (there is less crowding-out of pre-
cautionary saving due to the introduction of borrower’s protection), and suffer
more from the tighter borrowing constraints. They gain more from the positive
exemption than college graduates do. As for the two types of individuals, the
second type, the more likely to default, would in fact increase his "strategic"
accumulation of durables (higher positive insurance effect) and suffer the most
from the worsening of the credit conditions.

Motivated by the observation that the welfare gain from bankruptcy pro-
tection is higher for the lowest exemption used in computation, I conduct a
counterfactual experiment to identify what the "optimal" level of exemption is.
I simulate the estimated model in an economy with the same characteristics as
the benchmark used for estimation but under different regimes, increasing the
exemption from zero up to an unlimited value.*® Default rates, equilibrium bor-
rowing interest rates and percentage of net borrowers in the economy, as well as
welfare comparisons in terms of consumption equivalent variation are presented
in Table 14.

The default rate is minimized when there is no bankruptcy: it would be 0.8
percentage points lower than in the benchmark model. As for credit market, the
percentage of net debtors in the economy would decrease with the exemption,
while the equilibrium borrowing interest rate would be only 3.3% in a world
with a zero exemption level, very low if compared with the 13.7% found from
the original estimated model.

In the benchmark economy households would be willing to forgo 0.4% of
their 5-year consumption to be able to live in a world with a level of exemption
equal to $5,000, the "optimal" exemption, since for higher levels the gain would
be much less (or would even be a loss). Overall, it seems that the gains from a
high level of insurance are reduced by the effect of tighter credit constraints, so
that the net effects of a change in exemption are actually very small.

7 Conclusions

This article contributes to the analysis and understanding of the effects of bank-
ruptcy regulations on household saving and default behavior, estimating a dy-
namic model that accounts for the equilibrium effects of bankruptcy protection

45Simulated average consumption over the life cycle does not change very much with the
exemption. It might seem a little bit of a puzzle that households are better off in a world
where they accumulate less durables and they consume the same. However, in this economy
households give a value to non-durable net wealth too, for the retirement motive, so that they
benefit from a higher accumulation of assets (and less borrowing) in the higher exemption
states.

46The same distribution of unobserved types by state is used in simulation than in the
benchmark estimated model.

29



on the accumulation of durable and non-durable net wealth, and on the credit
conditions faced by individuals.

The model is able to replicate the main features of the data, namely the
increasing profiles of durable and non-durable wealth, the hump-shaped labor
earnings and the decreasing default rates over the life cycle, as well as the differ-
ences in the patterns of these variables across different education and exemption
groups. The estimated preference parameters are credible. Households discount
the future at an annual rate of 7.3%, and have a coefficient of risk aversion equal
to 1.65. An individual default risk premium of about 12% is incorporated into
the cost of borrowing.

The estimates allow me to evaluate the overall impact of bankruptcy pro-
tection on durable wealth using a coherent theoretical framework to derive the
credit constraints which are actually unobserved in the data. Moreover, I can
separate the effect of the exemption as insurance for the borrowers from the
effect of the exemption on the credit conditions faced by individuals. Due to
the latter, a positive exemption leads to tighter credit constraints (higher bor-
rowing interest rates and/or lower credit limits), reducing the accumulation of
durables and increasing precautionary saving in non-durable wealth. On the
other hand, the introduction of a positive insurance gives agents the incentive
to borrow and buy more durables especially at high levels of exemption, and
it decreases precautionary saving. The effect of the exemption level on durable
wealth is overall negative, but households would be better off with a positive
small exemption of about $5,000.

The model here estimated is very parsimonious and would need to be ex-
tended along various dimensions. As an example, a possible extension would be
to incorporate the distinction between secured and unsecured loans. This work
has treated the value of durables as net of secured debt (i.e., home equity), and
has disregarded the households’ choice of the kind of debt they hold. This was
done because secured debt is senior to bankruptcy exemptions, i.e. the value
of the house that is collateralized can never be saved in bankruptcy. However,
the existence of a protection for unsecured debt might influence the supply and
demand of secured debt as well, as documented with somewhat divergent re-
sults in the empirical work by Berkowitz and Hynes (1999) and Lin and White
(2000).

Moreover, a more realistic environment would also distinguish between Chap-
ter 7 and Chapter 13, taking into consideration their potential impact (especially
of the latter) on labor supply and as a consequence on the level of uncertainty
faced by households.?” Such a setting would also allow a better understand-
ing of the equilibrium effects of the very recent Bankruptcy Reform (S. 256),
which introduces a means test to exclude higher income individuals from the
possibility to file for bankruptcy under Chapter 7, prompting them to use the
repayment plan required by Chapter 13. The analysis of the equilibrium effects
of bankruptcy protection in these settings is an important question for future

47Very recent interesting work by Meh and Terajima (2005) explores the effects of U.S.
bankruptcy protection on entrepreneurship.

30



work.
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8 Appendix

8.1 Computation
8.1.1 Algorithm

In computation, each state is discretized. The following four categories of edu-
cation are considered: no high school (s = 9), high school degree (s = 12), some
college (s = 14) and college degree (s = 16). Exemption levels are also divided
into four groups (described in Section 2): $9,800, $22,900, $64,500 and unlim-
ited, for which a value of $300,000 is used in computation (that’s the maximum
value of durable goods that can be chosen). Age can range from 1 (20-24 years
old) until 9 (60-64 years old). Accordingly, age at marriage goes from 0 (younger
than 20 years old) to 8 (55-59 years old). The value of debt d; at each age ¢
is restricted to lie in the interval [—75,50] (where all variables are divided by
$10,000). The value of durable goods h; belongs to the interval [0, 30] . Intervals
were chosen both in consideration of observed values in the data and such that
they do not bind simulated choices. Initial conditions are also restricted to lie
in the above intervals.

In brief, the algorithm I use is the following:

1) corresponding to a parameters value, compute

Er 1 {Vr (zg,er;k)} = EMAX (zp,T; k)

K
and the borrowing allowed by_; (z7) = ZEBOR@T,T —1;k) as in (1),
k=1
at each zp, using Monte Carlo simulation (see below);
2) recursively, using Monte Carlo simulations, calculate EM AX and EBOR
forall z, (,fort=T—-2,...,a+1;

3) simulate the optimal decisions of the j

generating shocks {giljvE%}tT:p for j = 1,...,1,500, assigning initial endow-

ments (hqj,dat1,5) , and using the EM AX and EBOR calculated above to find
the stream of choices and utility values.

th agent characterized by (a, s, €, k),

8.1.2 Monte Carlo Integration

The two random i.i.d. shocks are the following:

ef ~LN (0,07) Wt

ef ~ LN (0,02) vt
Use Cholesky decomposition:

In (6%) = X1U71¢t
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In (e}) = aguoy

where u1; ~ N (0,1), ug ~ N (0,1), i.i.d. V.

Then 032/ =a? and 02 = a3.

The Monte Carlo simulation proceeds as follows.

Given all deterministic states and type, at any value of choices z, |, I gener-
ate two random numbers uf},; and ub},, from standard normal distributions
(iid), form =1,..., M (M = 25 has proved to be sufficient), and I perform the

following transformation:
y,m __ m
€4)1 = exp (041“1t+1)
w,m __ m
€11 = €xp (aguth)

The value of no default VO™ (z, ,,&/1; k) and the value of default V1™ (z,, 1, e/ ; k)
are evaluated at each vector of shocks g} |, for m = 1,...M.

The value function V'™ (z,,,,£/%,;k) at each g%, is then given by the
hlghest of the no-default value and the default value, and the default rule
ItJrl (24416515 k) is derived from that.

Then,

M
1
E; {‘/t“rl (£t+1a§t+1§k)} ~ M Z VtTl (£t+17§ﬂ13 k) =
m=1
=FEMAX (LH_l,t; k‘)

and (from (1))

b xtH

HMN

M
Z [diy1(1 t+1 T (@i, k) F

I (£t+1’§ﬁ1; k) max{(1 = 0)hs — €, 0}]} =

K
Z T EBOR (2,41, t: k)
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8.2 Estimation
8.2.1 Parameters to estimate
Parameters to estimate (47):
e Preference parameters: 0, oy, aq, and 01,09
e Discount factor 8
e Depreciation rate of durables o
e Risk-free Gross Interest Rate R
e Age-specific components in earnings process, {ai};_; o
e Coefficient for schooling in earnings process, a
T

o Coeflicient for type 2 in earnings process, a;

e Variance of shocks to earnings, 03

2

e Variance of shocks to preferences, o3

e "Psyche" cost of default for each type, 21 and €5
o Initial states function coefficients, 1,1V, ¥4, Vs, Bos Bas Bss By Ohy Td, Ohd
e Types distribution coefficients: Y1, V51> V215 V315 Va1
e Parameters of Measurement and Classification Errors (see below):
Onh0y Onh1,00b05 Onb1,0nv0, Onvl; Pos P1
8.2.2 Measurement and Classification Error

The observed initial states, choice variables and labor earnings are assumed to
be measured with error.

e Measurement error in durables:
he = he + 1)
i~ N (0,03,
Oph p = ‘O’nho + O'nhlﬁt)

(the variance of the measurement error is proportional to the true - simulated
- value hy).
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e Measurement error in non-durable wealth:
_7 b
by = by + ny

77? ~ N (O,U%b,t>

Opbt = ’ano + Unb1bt

(the variance of the measurement error is proportional to the true - simulated

- value b).
Measurement error in the initial states (hq,dq+1) is assumed to be charac-
terized by analogous distributions as above.

e Measurement error in household labor income:

Yt = ?jﬂ??
n ~ LN (0,02, )
Onv,t = ‘Unyo + Onvl hl(gt)‘

(the variance of the measurement error is proportional to the logarithm of
the true - simulated - value, In(%;)).

e Since bankruptcy filings have been noted to be severely underreported in
the PSID (Fay, Hurst and White (2000)), the classification error for bank-
ruptey is assumed to be biased (i.e. the probability a person is observed
to file for bankruptcy is not equal to the true probability that the person
files for bankruptcy).

The biased classification error scheme is characterized by the following

index function:*®

Li = g + 110 + wiy

with w;; logistically distributed. If I;; > 0 then I¢ = 1, I = 0 otherwise.

48See Keane and Sauer (2003) for a discussion. Here, I do not allow persistence in misre-
porting since by construction the bankruptcy decision is not possible every five years.
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—d
Pr{]fi T = 1} _ exp(vo +71)
1+ exp(vo +71)

d _ 11 7d _ __exp(vo)
Pr{r =174 =0} = Tr et

All measurement errors are assumed to be independent and serially uncor-
related.
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Table 1 (to be continued in next page): Exemption Levels*

Exemption in 1984 Exemption in 1992 Average exemption

U.S. State ($) (S, 1984 real value)  1984-1092 () Coresony™
DELAWARE 5,075 370 2,723 1
MARYLAND 6,000 4,073 5,037 1
WEST VIRGINIA 6,000 6,739 6,370 1
GEORGIA 9,500 4,740 7,120 1
KENTUCKY 11,000 6,295 8,647 1
MISSOURI 11,500 7,220 9,360 1
TENNESSEE 12,250 6,665 9,458 1
UTAH 13,000 7,035 10,018 1
INDIANA 11,600 8,590 10,095 1
VIRGINIA 12,000 8,887 10,443 1
NEBRASKA 12,000 9,257 10,628 1
SOUTH CAROLINA 8,750 12,738 10,744 1
ALABAMA 13,000 9,627 11,314 1
NORTH CAROLINA 16,000 11,108 13,554 1
MAINE 17,300 10,072 13,686 1
OHIO 19,000 8,739 13,869 1
MICHIGAN 19,000 9,516 14,258 1
ILLINOIS 17,750 13,478 15,614 2
NEW HAMPSHIRE 10,500 92,957 16,729 2
CONNECTICUT 19,000 15,070 17,035 2
DIST OF COLUMBIA 19,000 15,070 17,035 2
NEW JERSEY 19,000 15,070 17,035 2
PENNSYLVANIA 19,000 15,070 17,035 2
RHODE ISLAND 19,000 15,070 17,035 2
HAWAII 21,000 15,552 18,276 2
WYOMING 23,000 16,292 19,646 2
OREGON 22,650 17,551 20,101 2
LOUISIANA 25,000 18,514 21,757 2




Table 1 (continued): Exemption Levels *

Exemption in 1984 Exemption in 1992 Average exemption

U5, State ($) (S, 1984 real value)  1984-1992 ()  Caresoy™
NEW YORK 25,600 18,440 22,020 2
COLORADO 25,000 22,957 23,979 2
WISCONSIN 25,900 31,251 28,576 2
WASHINGTON 36,750 24,142 30,446 2
VERMONT 40,000 30,067 35,033 2
MONTANA 40,200 30,511 35,355 2
NEW MEXICO 46,500 32,955 39,727 2
IDAHQ *** 6,400 75,166 40,783 .
ALASKA 55,500 42,212 48,856 3
MISSISSIPPI 38,000 62,947 50,474 3
CALIFORNIA 47,500 56,727 52,113 3
ARIZONA 57,600 75,278 66,439 3
MASSACHUSETTS 63,500 75,296 69,398 3
NORTH DAKOTA 90,000 63,836 76,918 3
NEVADA 99,000 74,944 86,972 3
ARKANSAS unlimited unlimited unlimited 4
FLORIDA unlimited unlimited unlimited 4
KANSAS unlimited unlimited unlimited 4
MINNESOTA unlimited unlimited unlimited 4
OKLAHOMA unlimited unlimited unlimited 4
TEXAS unlimited unlimited unlimited 4
IOWA *** 4,500 unlimited

SOUTH DAKOTA*** unlimited 25,179

Average (excluding

unlimited) 25,451 23,938 24,923

Average category 1 11,940 7,745 9,843

Average category 2 25,269 20,557 22,913

Average category 3 64,443 64,463 64,453

*Exemptions are the sum of homestead exemption, exempted value of vehicles
and wild card exemption
Source: Elias, Renauer and Leonard (1986,1992)

**Category 1: average exemption 1984-1992 below $15,000
Category 2: average exemption 1984-1992 above $15,000 and below $40,000
Category 3: average exemption 1984-1992 above $40,000
Category 4: unlimited exemption

*#EStates eliminated from the sample (see text for details)



Figure 1: Average Exemption 1984-1992 and Average Real GSP Per-Capita
1978-1983, United States
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Figure 2: Average Exemption 1984-1992 and Average Real GSP Per-Capita
1978-1983, United States without three outliers
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Table 2: PSID Sample Selection

1) PSID Heads of Households, total observations 1984-1994

2) Observations in 1) that are married
at least in one of the years 1984, 1989 or 1994

3) Observations in 2) whose marriage history is observed
4) Observations in 3) whose state of residence is observed
5) Observations in 4) whose age is between 20 and 64

6) Observations in 5) whose age at marriage is observed
7) Observations in 6) whose education is observed

8) Observations in 7) after eliminating outliers on earnings,
durable and financial wealth

9,983

5,797
5,701
5,673
5,234
4,974

4,954

4,790




Table 3: Composition of PSID Sub-Sample

All sample Defaulters

Distribution by Age % 20-24 1.92 3.96
% 25-29 9.9 22.77
% 30-34 17.15 18.81
% 35-39 19.57 26.73
% 40-44 16.21 13.86
% 45-49 11.56 6.93
% 50-54 8.21 4.95
% 55-59 7.98 1.98
% 60-64 7.5 0
Sex % Male 98.98 99.01
Distribution by Race % White 68.62 71.29
% Black 27.64 26.73
% Other 3.74 1.98
Distribution by Education % No High School 21.09 24.75
% High School 38.52 47.52
% Some College 19.95 21.78
% College 20.43 5.94
Distribution by Age at Marriage Before 20 y.o. 7.95 16.83
% 20-24 41.52 45.54
% 25-29 25.72 24.75
% 30-34 11.32 6.93
% 35-39 5.74 1.98
% 40-44 34 0.99
% 45-49 2.38 2.97
% 50-54 1.46 0

% 55-59 0.5 0




Figure 3: Life-Cycle profiles of Labor Earnings, Durable and Non-durable wealth,
PSID sub-sample
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Table 4: Estimated Parameters

Point Standard
Estimate |Error

Preference parameters beta (transformed in annual discount factor) 0.9321|  0.0003
sigma (CRRA coeff.) type 1 1.6481]  0.0048

sigma (CRRA coeff.) type 2 1.6519]  0.0051

teta (consumption share) 0.9784]  0.0002

st. deviation of shock to utility 1.0232 0.0003

ah (bequest motive) 0.0437(  0.0003

ad (bequest motive) 0.9512(  0.0028

cost of default (stigma) - type 1 0.0201|  0.0003

cost of default (stigma) - type 2 0.0049[ 0.0001

Parameters depreciation rate 0.0035[ -0.0005
that characterize the economy interest rate (annual) 0.0178]  0.0002
Earnings process as (coefficient on education in earnings function) 0.1235 0.0004
aT2 (coefficient on second type in earnings function) -0.5346]  0.0033

al (age 1 specific earnings) 0.6529  0.0233

a2 (age 2 specific earnings) 1.0803( 0.0076

a3 (age 3 specific earnings) 1.3359(  0.0061

a4 (age 4 specific earnings) 1.3812(  0.0064

a5 (age 5 specific earnings) 1.4513]  0.0061

a6 (age 6 specific earnings) 1.5240|  0.0070

a7 (age 7 specific earnings) 1.4459| 0.0073

a8 (age 8 specific earnings) 1.3782|  0.0076

a9 (age 9 specific earnings) 0.8467|  0.0062

standard deviation of shock to earnings 0.3774 0.0021

Initial assets functions WO (intercept in function of initial h) -15.2731]  0.5186
Wwa (coeff. on age at marriage) 2.0465| 0.1151

ws (coeff. on education) 0.2124(  0.0091

W2 (coeff. on type 2) -0.1503|  0.0694

BO (intercept in function of initial d) -0.7225|  0.0154

Ba (coeff. on age at marriage) 0.1591|  0.0084

Bs (coeff. on education) 0.1159(  0.0021

B2 (coeff. on type 2) -0.3126|  0.0132

oh (st. deviation random component of initial h) 4.9003|  0.2620

ohd (correlation between initial d and initial h) 1.2134]  0.0280

od (st. deviation random component of initial d) 0.2377]  0.0144

Measurement error processes o_ho 0.0826]  0.0085
o _hl 0.5509 0.0119

o b0 0.0002 0.0000

o bl 0.9919]  0.0159

o_yo0 0.6828|  0.0120

o yl -0.0318  0.0057

@0 -4.7571|  0.1549

Pl 3.0150 0.2556

Type Probability Y01 (coeff. in type probability) -1.3036]  0.0153
ys1 (coeff. on education in type probability) 0.0441 0.0008

y21 (coeff. on second exemption group in type prob.) 1.1501|  0.0460

y31 (coeff. on third exemption group in type prob.) 3.0151| 0.0757

y41 (coeff. on fourth exemption group in type prob.) -0.2230]  0.0192




Table 5: Data Fit of the Model

Data (1984 §) Model
All economy Defaulters |All economy Defaulters
Mean household earnings (over 5 |$181,600 (st.dev. $180,800 (st.dev.
years) $109,800) $133,200 |$144,900) $146,300
$40,500 (st.dev. $38,100 (st.dev.
$43.,600) $43.500)
Mean durable wealth median:$27,700 $17,200 |median:$24,300 $14,200
$32,600 (st.dev. $45,800 (st.dev.
$85,100) $120,700)
Mean non-durable net wealth median:$2,900 $3,400 [median:$4,200 ($2,000)
% Negative wealth in sample 29.70% 32.70%
Mean durables at marriage $10,400 $9,100
Mean non-durable net wealth at
marriage $14,200 $11,600
Mean Default Rate 2.11% 2.82%




Figure 4: Cumulative distribution of Earnings, Non-Durable Net Wealth and
Durable Wealth, observed versus simulated data

8

4 6

cumincome_sim/cumincome_data
2
L

o
T T T T
0 20 40 60
temp
cumincome_sim cumincome_data

©
% d
T,
£|
2o
g ©
5
L
£
%<
£
3
£
!

o4

T T T T
-50 0 50 100
temp
cumw ith_sim cumw Ith_data

4 6 8

cumdurab_sim/cumdurab_data

2

T T T
10 20 30
temp

o4

cumdurab_sim cumdurab_data




Figure 5: Actual and predicted mean durable and non-durable net wealth, labor
earnings and default rates over the life cycle*

Mean durable wealth over the life cycle
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Figure 5 (continued): Actual and predicted mean durable and non-durable net
wealth, labor earnings and default rates over the life cycle*
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Table 6: Data fit by education groups

Mean durable wealth ($/10,000, 1984 real value)

High School High School Some College |College or more

Drop-out
Age Data Model |Data Model |Data Model [Data Model
20-29 0.64 1.01 1.13 1.62(1.4* 2.20]1.16%* 3.12
30-39 1.46 1.87 2.51 2.83 3.31 3.62 4.17 4.88
40-49 2.75 2.62 4.22 3.86 5.70 4.95 7.11 6.25
50-59 3.61 3.09 5.40 4.78 6.95 6.36 8.43 7.41
60-64 4.22 3.32 6.63 5.97]|7.79* 7.73]11.07* 9.47
Mean non-durable net wealth ($/10,000, 1984 real value)

High School High School Some College |College or more

Drop-out
Age Data Model |Data Model [Data Model [Data Model
20-29 0.04 0.58 0.11 0.76]0.81* 0.86(0.05%* 0.83
30-39 0.44 1.50 1.35 2.14 2.44 2.80 3.15 3.22
40-49 1.34 3.16 3.10 5.09 3.76 7.57 7.57 9.63
50-59 2.27 4.56 5.27 8.44 7.70 11.89 12.15 14.68
60-64 2.77 3.53 6.64 8.58[9.66* 12.72]15.71% 16.31
Mean earnings ($/10,000, 1984 real value)

High School .

High School Some College |College or more

Drop-out
Age Data Model |Data Model [Data Model [Data Model
20-29 8.63 8.17] 11.47] 12.36]13.34% 16.27]17.43% 20.61
30-39 12.03 12.05| 16.20| 16.86| 19.62 21.29 25.55( 26.77
40-49 13.70 12.98| 19.55| 18.70| 24.05 23.55 31.06| 27.98
50-59 11.77 11.88| 16.49| 17.09| 21.10 21.67 28.35| 25.49
60-64 8.25 7.17] 11.87] 10.07[15.07* 12.45|22.38* 15.36
Mean Default

gii};_ii}i()()l High School Some College College or more
Age Data Model [Data Model |Data Model |Data Model
20-29 7.9% 5.0% 5.1% 3.5%(2.1%* 2.6%(1.6%* 1.9%
30-39 4.5% 3.7% 3.2% 3.4% 2.9% 3.1% 0.5% 2.7%
40-49 2.1% 3.2% 1.4% 2.9% 1.7% 2.6% 0.0% 2.5%
50-59 1.2% 2.3% 1.2% 2.1% 0.0% 1.8% 0.6% 1.7%
60-64 0.0% 1.6% 0.0% 1.4% (0% * 1.2% 0% * 1.0%

*Cell has less than 100 observations.




Table 7: Data Fit by Exemption groups

Mean durable wealth ($/10,000, 1984 real value)

Exempt<=$15,000 E}:ﬁgﬁ?&om and | b empt>$40,000 g:é‘n‘f;f:n
Age Data Model Data Model Data Model Data Model
20-29 1.14 1.80 1.29 1.84 1.63 1.96 1.05 1.43
30-39 2.54 3.23 3.04 3.46 3.89 3.60|  2.64 2.81
40-49 4.10 4.11 5.63 4.77 6.93 5.44| 4.34 3.98
50-59 4.89 4.27 6.82 5.33 7.11 595 4.70 4.35
60-64 5.09 4.50 7.63 6.12|8* 6.88(5.95* 4.89
Mean non-durable net wealth ($/10,000, 1984 real value)
Exempt<=$15,000 E’fﬁgf&%ﬂ”ooo and g empt>$40,000 g;liﬁln;fn
Age Data Model Data Model Data Model Data Model
20-29 0.23 0.59 -0.01 0.82 0.49 0.91 0.62 0.88
30-39 1.61 1.84 1.80 2.66 2.36 3.40 2.20 2.50
40-49 3.22 5.25 4.46 7.09 5.45 8.98 4.06 5.98
50-59 5.18 7.12 6.67 9.77 5.45 11.09 6.80 7.87
60-64 6.03 5.95 7.55 9.17|5.56* 10.61[8.64* 6.63
Mean earnings ($/10,000, 1984 real value)
Exempt>$15,000 and Unlimited
Exempt<=%$15,000 Exempt>$40,000
<=%$40,000 Exemption
Age Data Model Data Model Data Model Data Model
20-29 12.82 12.04 12.13 14.18 12.42 16.12] 13.01] 11.80
30-39 18.20 17.21 19.24 20.41 19.57 23.60 18.84 17.97
40-49 21.27 18.82 23.15 22.52 24.81 26.22 21.62 19.55
50-59 17.51 15.50 19.01 18.49 17.12 21.07 17.04 16.07
60-64 11.14 8.59 13.38 10.37|11.87* 12.04|12.32* 8.92
Mean Default
Exempt>$15,000 and Unlimited
Exempt<=%$15,000 Exempt>$40,000 .
<=%$40,000 Exemption
Age Data Model Data Model Data Model Data Model
20-29 6.05% 3.95% 2.16% 3.09% 4.00% 2.07%| 6.12% 3.91%
30-39 2.50% 3.56% 2.60% 2.99% 2.18% 1.73%| 1.30% 4.31%
40-49 0.98% 3.06% 1.21% 2.53% 1.26% 1.36%| 3.07% 3.95%
50-59 0.27% 2.18% 0.92% 1.92% 1.52% 1.24% 1.36% 2.76%
60-64 0.00% 1.31% 0.00% 1.43%[0%* 1.15%|0%* 1.78%

*Cell has less than 100 observations.




Table 8: Regressions of Durable Wealth on Individual Characteristics and
Exemption Levels, Model versus Data

Dependent variable: Durable wealth (1984 real $/10,000)

Data Model

Independent variable Coefficient | Std. Error | Coefficient | Std. Error
Intercept -8.06 0.33 -8.64 0.32
Years of schooling 0.53 0.02 0.63 0.02
Age group at marriage -0.44 0.04 -0.38 0.03
Age group 1.38 0.10 1.78 0.10
Age group squared -0.04 0.01 -0.11 0.01
Exemption(1-dummy) 0.30 0.02 0.11 0.02
dummy unlimited 0.02 0.13 -0.42 0.13
R-Squared 0.26 0.16

F-value 414.84 332.76




:Oﬁ«mﬁnd\/ uorjerIe A
IANTVA# [ANTVA# %6°8¢- %60~ juareAmbyy %0°GT %8 GT- %8 GT- %6°0- - juareAmby
ﬁavﬂuamﬁ:ﬂmﬁco ﬁQmuQ:z—ﬁﬁOO
9€9€°0- £€79¢€°0 8971~ 91281~ €0E8'T- oTeylo 6€8T°0- ¥¥61°0 6LE9°T- 8TC8'T- €Ce8'1- AIRIO M
%V V- %85S %69°L %EE’E %ST'C a3 19A0 sojyel jneja(| %0°C- e WB1ES %62 %ET'C 98€ I9A0 SojyelL jneja(f
8€'8- 19'8 69°8T 1€°01 80°0T 09< 0€°0 80°0- 66°6 0€°0T 80°0T 09<
ge'T 780~ 88'8 €c0T cL'6 65-0¢ 9L'C St Ly'L €¢°0T cL6 64-09 qyreon
e 8% €9°¢ S0°L 19 67-07 ieom S[qreInp-uoN €0'€ 80C- 7o'y L0°L cr9 67-0% o[qeanp-ION
06°¢ 4 ya 06°0- 00'¢ 29’1 6€-0¢ L€°€ 6T 0€°0- 90°€ c9'T 6£-0€
9¥'€ e 28T 68°0 <z 0- 6¢-0C 70°¢ 68°1- yI'e- 06°0 qc0- 6¢-0C
sy a8y
17¢- 67°€ 90°0T ¥9'9 2679 09< 500 ¥0°0 199 99°9 289 09<
86°G- €6°¢G €Tt ge'g 69°¢G 65-0¢ 8T'T- [qmt cL9 48 69°¢G 69-09
089~ ge'9 6€°TT 6S°F 787 67-0% so[qem(g 89°T- 6€'1 ¥e'9 9¢'v 78F 6V-0% sopqem(
€eL- 699 2901 62°¢ €0y 6€-0¢ v 79T 99°¢ e €0v 6€-0€
89'9- 88°G 9Z'8 8¢'T 8¢€'C 6¢-0C 9¢°€- 9T 87 8¢'T 8€°C 6¢-0C
EEWMM@ dourInsul 0=Xo JI se SJUTRIISUOD QouRINSUL =X JI se PoxIy
Ep%mw:o ur agueyd POXIJ S9jRI JSOIOYUT | POIWI[UN=X]] 0=X5] a8y MpoId ut afueyd | ur ofueyo 0y | s9jel JserIUl | 00 FIS=XH 0=xX4 gy
o ur—u . 0} anp d8uey)) | YIM pIYIWIUN=X]] 0} onp a8uey) | anp aSury) |UYIm 0O FIS=XH
uoryeLIe A UOTJRLIR A
%9°G %¥9- %V9- %60~ juareAmbyy %91 %6°C %6°C %C 1" jusreAmby
ﬁOMuQﬁHZmﬁOO ﬁomunm:z—ﬁﬁﬁvo
cL90°0- 80°0 9PeLT- 8TC8'T- €0E8'T- oTeyo 96T10°0- €7€0°0 86L'T- 9L18°'T- €Ce8'T- AIRIO M
%91~ %92°C %IV %56°C %ST'C o8e 10A0 Sojel Jnefo(] %£6°0- %€8°T %89°€¢ %SL°C %ET'C oFe 1040 SojeI Jnefo(]
¥¢'0 <00 2001 9z°01 80°0T 09< 9T°0 200 0101 ralols 80°0T 09<
IT'T 29°0- S0'6 1201 cL6 65-0¢ W0 60°0- €9°6 S0°0T L6 69-09 qyreon
9z'1T 9¢°0- gLg 102 9 67-07 ieom S[qrInp-uoN cq0 700 a9 899 cr9 67-0% o[qeanp-ION
28T 120~ 9€'T €6'C 29’1 6€-0¢ 69°0 80°0 0L'T 6€°C 9T 6€-0€
LE°T 9¢°0- 2S0- 98°0 <z 0- 62-0C 990 9T°0 60°0- 9¢°0 qc0- 6¢-0C
sy a8y
¥1°0 90°0- 169 ¥9'9 2679 09< cro L0°0- 679 299 2679 09<
qe0- 6¢°0 88°¢G €e'g 6¢°¢G 65-0¢ c0'0 10°0- 8¢'¢G 19°¢ 69°¢G 64-09
9¢°0- €T°0 86°F 197 787 67-0% so[qemg 000 ¥0°0- 187 187 787V 6¥-0v so[qem(g
€L°0- 200 oT'vy Le€ €0y 6€-0¢ 60°0- cro- 16°¢ [4:39 €0V 6€-0€
66°0- £€¢°0 19C 29’1 8€'C 62-0C ¥20- 12°0- LT'T €6'T 8€'C 6¢-0C
zu:ﬂu.w“.w\ﬂwo,\v QourInsur OHNM .ﬁ se SHUTRIISUOD ooueInsur DHK@ .wﬁ se Twumm
EWW:HWJU ur 9ueyd POXIJ S9JRI JS9TI0jul 006'22$=xd 0=x4q gy TPaID Ul o8uRYD | Ul 0URYD 0} | SOJRI JSoIajul 008°6$=X 0=x3 a8y
o 2._1 oSwe)) 0y onp o3ury)) [ YIM 006'Cc$=XT 0y onp o3uey)) | onp dfuey) | YIM (0S‘6$=X

$109]J9 SJUTRIISTUOD }IPSId PUE SdURINSUI :UOH)dUISXS JNOYIIM PUB YA IOTABYS] TeNPIAIPU] :6 S[qe.L,




07 onp o8ury))

anp aguey))

006'c2$=x1

07 onp o3ury))

anp a8uey))

M 008'6$=XH

TOTYRLIR A TOTYRLIR A
%€°9¢ %V Le- %V LE- %I'T- %0°0 juareambyy %601 %071~ %0°CT- %I'T- %0°0 juareambyy
uondwmnsuoy) uondwmnsuoy)
G48¢°0- 696¢°0 £88¢1- 8ELG'T- GG8G'T- OIeJ[d 161T°0- §9¢1°0 L8GV'T- 8ELG'T- GG8G'T- OIBJ[O M
%€°9- %S9 %1V L %VL'1 %760 938 1040 | safRl Jneja( %9°€- %8'€ %ELY %L1 %V6°0 | 98e 1040 | sojer jnejo(]
V€9 GL'9 16°T¢ 9T'GT GLVI 09< 0€°0 11°0 9871 9T'a1 QLY 09<
88T [daN 99°TT Vel 8L°CT 64-09 qieom 90°C 07’ 1- LETT ¥eT 8L°CT 64-0¢ qyeom
06'€ 09°¢- 997 '8 IT’L 67-0% ofqrIMp-TON ¥6°C L9°T- 67'¢ €V'8 IT’L 6v-07 ofqrIMp-TON
G9'¢ 6L'T- 10 6L°€ 6’1 6€-0€ 87'€ 91" 0€°0 8L'€ 6’1 6€-0€
69°€ Sr'e- 1467¢- 80T 9€'0- 6¢-02 9r'e cL'1- 80°C- 80T 9€'0- 6¢-08
a3y a8y
6’1~ 80°C 79°01 1.8 gg'8 09< [¢qltl G0°0- 09’8 [} Gq'8 09<
8L~ 897 L6711 6.9 88'9 64-09 ¥8°0- ¥L°0 9L 8L9 88'9 65-0¢
VL9 Ge'9 08°TT 90°¢ g 6v-0v so[qemn( €e'1- G6°0 179 L0°G i 6V-0v solqeIn(g
TG°L- 0€9 98°0T gee L9V 6€-0€ 67°C- 131 ¥8'¢ gee L9V 6€-0€
LT°L- 19 €8'8 99'1 69'C 65-02 (45 8C'C L6V 99’1 69'C 6¢-08
0=xo SJUTRIISTOD
SJUTRIISTOD QouRINSUT [ se poxyy soger ypom QoueINSUl | )=X0 JI Se PIXIj
JTpaId Ul o8ueyDd| Ul o3ueYD 0 3 .pn@uwﬁzmﬁﬂg; oI UN=X{] 0=x9 a3y w M.wwsﬁao ut ogueyd 0y | sojel JseIUl | 0OGFI§=XH | 0=xH a8y
07 onp o8ury)) | onp aduey) wwﬁizz.usm o mw% sSuey) onp a3uey) [Ypm O0GF9§=xH
TOTYRLIR A TOTYRLIR A
%a'€ %V'v- %V %I°T- %0°0 juareambyy %10 %S°T- %S°T- %V 1- %0°0 juareambyy
uonduwmnsuoy) uondwmnsuoy)
¥€€0°0- 1670°0 107G 1- GELSG'T- CG8G'1- OIeJ[D ¥100°0- 6S10°0 €699'1- L0LG'T- CG8G'T- OIBJ[O M
%09°¢- %8¢ %9L°¢ %9T°T %760 98 1040 | s9YRI J[eJA(] %181~ %60°C %€0°€¢ %cg'T %¥6°0 | 93e 1040 | soer e
870 L0°0- 8971 9T'GT QLY 09< LT°0 120 c0¢t1 6T°GT LV 09<
180 L350 167¢t 8C'ET 8L°CT 65-09 qreom 0€°0 G0°0 €8°¢Cl E€T°ET 8L°CT 65-09 qreom
60°T L0°0 €C'L [45R] IT'L 67-07 o[qRINpP-TON 070 ce0 LVl L8'L IT'L 67-07 o[qRINp-TON
Gq'1 61°0 11'¢ 99°¢ 6’1 66-0€ 9L°0 L30 61°C G6°C 6’1 6€-0¢
Ge'T 700 GE0- 70T 9€°0- 62-02 L9°0 €€°0 €0°0- 79°0 9€°0- 62-02
a8y 93y
120 L0°0- 87’8 0L'8 Gq'8 09< 010 L0°0- 67'8 698 gq'8 09<
€30 €20 114 889 88°9 69-09 00 9070 G669 96'9 88°9 64-0¢
€€°0- 80°0 ¥9'a 16 i 6V-0v so[qemn( 00°0 80°0 ¥§'g €9°¢ g 6V-0v so[qeIn(g
G8°0- 02°0- L8V [45hS L9V 6€-0€ 8T°0- €T0- iy 9C'y L9V 6€-0€
G6'0- €0°0- 99'C 1.1 69'C 6¢-02 9¢°0- 62¢0- e 81°C 69'C 6¢-05
0=xo SJUTRIISTOD
SJUTRIISTOD QouRINSUT & poxT] Soye1 V. QouRINSUl | =X JI Se PIXIy
JTpaId Ul o3ueyDd| Ul o3ueRYD 0 J1S© poxy 1 006‘ces=x 0=x9 a3y P ur 9gueyD 0} |  SOJRI )SOI)UL 008°6$=X | 0=X a8y
: : : 1S0I09UT T[HIM ut ofuretd : :

ayenpeId [ooyos-ySiy ‘1 odA T, :uorpduaoxs INOYM PUB YIM IOIARYSq [eNPIATPU] :0T 9[qel,




UOTJRLIR A UuoTyeLIR A
%L°0C %S TG %4 1e- %80~ %0°0 yuareAmby %V'1T %€C %€ %6°0- %0°0 juareambyy
uondwnsuoy) uondwnsuoy)
66V1°0- LGST°0 716°0- €790°T- 10L0°T- OIBJIO M 9600°0- 6S10°0 oreo'1- 8€90°T- 10L0°T- OTBIPM
%S°6- %8S %299 %L1 %9T'T |98 A0 | sajel e %G G- %3’ %9¢°€ %811 %911 938 1040 | sojel yuERR(
G8°'1- €r'e ov've 6a'ce Prayee 09< 0¢°0 LT°0 yvee ¥9°¢e Prayed 09<
0T ¥L0- [4<WAs 7481 68T 64-09 910 [t LE8T €481 68T 64-09
X o : . . . )eom . . . . . . jeom
8V e ¢e'6 SOV 89°CL 6V-0v o[qeIp-TON €0 1.0 6€°¢T 0L¢T 89°CL 6v-0v olqeImp-TON
697 G6°'T- 69°0 8¢'¢ G69'c 6€-0€ 860 780 67v'¢ vy 69'c 6€-0€
68°¢ L1~ 9€'C- (4N} 99°0- 6¢-0¢ LE°1 160 S1°0- (4! 99°0- 6¢-0¢
a3y a3y
¥6°0- 96°0 19°€1 L9cl G9°¢l 09< ¥¢0 vo- 1eel GLel G9°¢l 09<
VLT 69T 69°TT G8'6 06'6 64-09 €00 90°0- ¥8'6 986 06'6 64-09
o 6L°¢ G0ct 8L°L 90’8 67-0v solqeIn(g 010 1¢°0- ¥0'8 '8 90’8 6v-0v soqem
629~ &'y vLTT &' 1€L 6€-0€ €€°0- Ly'0- ¥8'9 1¢9 1€ 6€-0€
012~ 8¢'¢ 1.°6 19°¢ €ET 6¢-0¢ 06°0- av0- L8°¢ 86°C €T 6¢-0¢
SJUTRIISTOD 0=xo Jt SJUTRIISTOD 0=x0
TpaId e PoxIj sojel POID SOUBIMSHL J1 Se PoxIJ s9jel
ut o8uerd 0y ut ofuvyd 03 1S9I0YUT )M poyum=xy 0=x4 o8y ut ofuetd ut oBueyo 1S9I0YUT )M 006 zes = 0=x4 o8y
anp a8uey)) 01 anp o3uey)) .
anp oa8uer) oy UN=x73 0} onp a8uey) 006‘c2$=xHa
UOTJRLIR A\ UuoTyeLIR A
%L %08~ %0°8- %80~ %0°0 juoreambyy %V°0- %L 0~ %L°0" %I'T- %0°0 juareambyy
uorydumsuo)) uonydumsuo))
£€050°0- L620°T- 1101~ ¥790°T- 10L0°T- OIBJIO M 1€00°0 1LL0°T- GG90°'1- ¥¢90°T- 10L0°T- OTBIPM
%076 %0°€E %ITT %ATT %91 |o8% 140 | sejer ymepQ %8°0- %0°T %e1T %ie T %ITT [958 a0  sojer ynejo(y
90°0 6T°0 9v'ce 4544 Prardd 09< S1'0 €0°0 0€°¢c ¥¥°ee Prardd 09<
020 €10 8¢'81 8481 Ge'81 65-09 9¢°0- 8¢'0 €481 LT'81 Ge'81 65-09
. - . . . . qieom . . . . . . Heom
¥e'1 €0°0 G9°Cl 66°CT 89°CT 67-07 o[qrInp-UON 6€°0 €¢0 06'ct 0€etr 89°CT 67-07 o[qRINpP-TON
G8'C 910~ 6V°¢ yee §9°¢ 6€-0€ 99°0 L6°0 0'¢ 89°¢ 49'c 6€-0€
0T'e G6°0- 8G'T- [4} 99°0- 6¢-08 89°0 S7°0 12°0- Lv'0 99°0- 6¢-08
a8y a8y
60°0 ¥0°0- 19°¢1 0L7CtT G9°Cl 09< 2070 11°0- yeer 19°¢1 G9°¢l 09<
11°0- L0°0 L6'6 986 06'6 64-09 [480) cro- 6L°6 06°6 06'6 64-09
99°0- €¢0 87’8 €81 90’8 6v-0v solqeIn(g 00°0 90°0- 61°8 618 90’8 6v-0v seqeIm
49T~ LT°0- VL 6v'¢ 1€ 6€-0€ a1°0- 910~ STl 00°L 1€ 6€-0€
66°C- 8¢'T 19'G %9'C €T 6¢-0¢ 0¢°0- 8¢€°0- S6°¢ GL¢ €T 6¢-0¢
ut owﬁmao 0} ut ofuvyd 03 wm@amﬁ,: s 00S79$=xA 0=x4 o8y ut wws@.ﬁ ut ogueyo .umm:aﬁ:. s 008 68=x¢1 0=x4 o8y
anp a8uey)) . 0} anp o3uey)) .
onp aguer) 00S79$=x11 09 anp oueY)) 008°6$=xH

oyenpeis o8af[0o ‘T adAT, ;uorjduwioxs IMOYYIM pPUR YIIM IOTARYS] [eNPIAIPU] :TT S[qe],



uoryerIe A TOTYRIIR \
%cee %8°€¢- %8°€€- %80~ %00 judreAmbyy %V'8 %68~ %6'8- %80~ %0°0 juareAmbyy
uorpdumsuoy) uorydumsuoy)
£2C80- c0€S0 T0CL'T- Veve'e- £093°C- OTRIO M £9¢T°0- TEET0 CLIT'C Geve T €092 OIBJO M
%6°C~ %T°S %TT'8 %9¢°¢ %IT'e | 98 10A0 | sojer ymepq %9°0- %0°C %ST'S %EST %IT'E o8e 10A0 | sojel Jmejo(y
6L°TT- L6°TT 96°GT LTV 66°¢ 09< 80°0 €0°0- 96°¢ 1% 66°¢ 09<
0Z°¢ SLT- 67°¢ 69°¢ €C°4 69-09 —— €8°T 0€'T- €6°¢ 9L°G €9 65-0G —
TLC e 0T [ZRY IT’e 67-07 o[qeanp-toN S g8°0- 1€°C 98°¢ IT’e 6V-07 olqemp-toN
18°¢ S6°¢C- 01°2- LT 980 6€-0€ 99°0- 020 €8T 980 66-0€
0€°¢ L9°C- XS 84°0 ¥0°0- 6¢-02 LL°0- 18°0- £€9°0 ¥0°0- 6¢-02
o3y o3y
@87 c0°¢ €06 LTV 107 09< 8¢°0 61°0- €8°¢ 17 107 09<
L0°8- 80°8 99°TT 69°€¢ 86°¢ 69-09 LL°0- L9°0 9TV 87°€ 86°¢ 69-09
€8°L- €L°L T0'TT 8T'¢ 8C°¢ 6v-07 sofqem(q 17°0- 9T°0 e €0°¢ 8C'¢ 67-07 sojqemq
8L T9°L 9T°0T Ge'e 99°C 6€-0€ 79°0- <10 08'¢c 9T'C 99°C 6€-0€
8¢9~ €09 8y'L 60T VT 6¢-02 0T'T- L9°0 [4%4 0T VT 6¢-02
0=x9 SYUTRIISUOD 0=x0
SHUTRIISUOD QouURINSUT §1 se poxy soju Jpo> QoURINSUT R —
IpoIo ur o8ueyo|  ur oSueyd s AN QI UN =X =x 08 : ur ogueyd - L ‘7Tg=x =X 08
g%u o~: v:.owuw ! o ow_ D ohwaw JsoIojUL LM PRt a) 0= v ey 03 snp owdﬁ FSOLOFUL LA oo ees = = v
b ont 1O | o1 ont 1O poyIUN=X7] 0} anp d8ury) 3 ont 1O 006'2c$=XH
uoryerIe A TOTYRLIR \
%9'8T %G 61~ %C 61~ %80~ %00 jusreAmbyy s %66~ %6°€- %L°0- %00 JuareAmbyy
uorjdumsuoy) uorydumsuoy)
8€8C 0 L162°0 98661~ yeve ¢ £093°C- OTeIP M 9.70°0- 8L60°0 Gg61'C- T10¥¢'¢- £093°¢C- OTBJO M
%L°0- %6°C %66 %TE"S %IT'E | 98 1040 | sojel ynejo %¥°0- %¥'1 %ESY %ETY %IT'E o8e 10A0 | sojel Jnejo(]
010 L0°0 907 9TV 66°¢ 09< 9T°0 T0°0 007¥ 9TV 66°¢ 09<
[4 RS LE°¢- 98°T 89°¢ €C°4 65-0G —— €9°0 £€¢0- 00°¢ €9°¢ €9 65-0G —
L9°€ G0'€- 11°0 8L°€ IT’e 67-07 o[qeanp-toN 9.0 LT°0- 68°C 99'¢ IT’e 6v-07 olqemp-toN
e €49°C 89°T- LLT 80 6€-0€ 06°0 61°0- 99°0 9¢'T 980 6€-0€
06°C LT 1€°¢C 69°0 ¥0°0- 6¢-02 8L°0 ¥1°0- 8T°0- 650 ¥0°0- 6¢-0C
o3y o8y
80°0 010 v 617 107 09< 12°0 90°0- G6°¢ 9T’V 107 09<
002 c0c 09°¢ 09°¢ 8¢'¢ 65-0G 10°0- ¢0°0- 9¢'¢ gee 8¢'¢ 65-0G
LT [4 %4 0y°¢ €T'e 8C'¢ 67-07 sofqem(q 10°0- L0°0- 12°€ 6T°¢ 8C'¢ 67-07 sojqemq
6L°¢C 07'¢ 90°¢ L2C 99°C 6€-0€ ¥C0- 00" €9°C 6€°C 99°C 6€-0€
0¢°¢- ¥6°C 0y'v 60T VT 6¢-02 6€°0- c0'0- i) 70T VT 6¢-02
0=xo SYUTRIISTOD 0=xo
SYUTRIISTOD QouRINSUL - Wpot QouRINSUI \ se poxy sojer
JIpoId ul oSuRYD|  UT oSuRYD Jt se poxty 008 79$=X1 0=x9q o8y P ur aguerd J1 se poxy 008‘6$=Xd 0=x9q o8y

03 anp @Miﬁﬂo

03 anp @Miﬁﬂo

1SOIOYUT TIIM
00S79$=X

ut o8uerd
01 onp aguey))

03 anp @Miﬁﬁo

1S9I0JUT M
008°6$=xH

ajenperd [00qos-y3ry ‘g odA 7, :uondurexs JNOYIIM PUR YIIM IOTABYS(] TeNPIAIPU] :gT 9[qR],




01 onp o8uey))

03 anp @Miﬁﬁo

1S9I0JUT M
00¢'79$=xH

ut oSuerd
03 onp aguey))

anp a8uey)

A 008'6$=XH

UOTJRLIR A\ UorjeLIR A
% 6¢ %9°6¢- %9°6¢- %V°0- %0°0 JuareAmbyy %LG %09~ %09~ %€°0- %0°0 juspeAmby
uorydumsuoy) uorjdumsuoy)
12¢€0- 092€°0 8L9T'T- 6689°T- 8€64'T- OIRIP M 9650°0- G290°0 ETES'T- 6065 T- 8€649'T- OIRI[O N
%9°¢- %vv %cS L %681 %ST'e | 98e 10a0 | sojel e %¥0- %1 %9EY %L6°¢ %ST'E 93 1040 sojel Jneje(
LT L- 68°L 6L°1C [ahgs 16°€T 09< 190 8T°0- CLET €ETT 16°€T 09<
8T'T 1€°0- 0v'et 8G°€T 1L°CT 69-0¢ el 760~ LT°CT CVET 1L°C1 69-0¢
. e . . . _ reos . . . . . _ reos
18°€ 12°¢ [4°RY 6€°L €L°9 67-07 o[qrIMp-UON ¥eT €9°0 6T°9 ¥4 €L°9 67-07 o[qrImp-UON
[4ai% gee- 0LT- (414 99°T 6£-0€ 66°T 1L°0- ¥6°0 €6°C 99T 6£-0€
98'C 06°T- cl'e ¥.°0 ¢c0- 62-0T cLT 99°0- 88°0- ¥8°0 ¢T0- 62-0T
o8y o8y
96°T- 102 0€°0T 7€'8 628 09< 8T°0 qT'0- 18 [4 R 62°8 09<
876~ 8¢€°¢ 68°TT 9 169 69-0¢ ce0- 6T°0 029 8¢9 169 69-0¢
v 679 LLTT Geg 624 67-07 so[qemq eT°0- 100 624 yI°g 62°¢ 67-07 so[qeang
60°L- L6'9 L6°0T 88°¢ 007¥ 6£-0€ 86°0- ge0 9eV 8¢°¢ 00¥ 6£-0€
07'9- 68°¢ 44 8T €E°C 62-0C LTT- 16°0 G8'C 89T €€'C 62-02
SHPUTRIISUOD 0=x0 SHUTRIISUOD 0=x0
PaID ooure st J1 s® POXIJ sojel 1POID otremst J1 s® POX1J sojel .
w sSuey ur mmﬁwv.:u Ao LA poyuIun=xyy | Q=x7 a8y w s8ueo ut oSuerd 03 Aoz LA 006'22$=XH 0=xHq a8y
01 onp agury)) ) anp oguer) .
0} anp a8uey) PoyWIUN=X7] 03 anp dgury) 006'C38=x"
TOoTIRLIR A TOoTIRLIR A
BV %V VI- %V VI- %€°0- %00 JuareAmbyy %C'C %L'e- %L'e" %40~ %00 JuareAmbyy
uorydumsuoy) uorpdumsuoy)
c0ST°0- 8€4T°0 ¥l c069°T- 8€64'T- OIBJO M 8¢c0°0- £820°0 §699'1- £€889'T- 8€69'T- OIBJO M
%90~ %1'C %1T'S %C9T %GT'E | 98 10A0 | sojRI e %€°0- %8°0 %V6°¢ %€9°¢ WET'¢ o8e 10A0 | sojel Jneje(]
790 00" 88°E€T [ahgs 16°€T 09< €€°0 0T°0- 08°€T ETVT 16°€T 09<
09°C 08°T- 16°0T 09°€T 1L°CT 69-0¢ <90 ¥C0- LV'CT CT'ET 1L°CT 69-09
. g . . . _ reos . . . . . _ reos
6T°€ 0€'C [4ia% 9L €L°9 67-07 o[qrImp-UON cq0 8T°0 gg9 90°L €L°9 67-07 o[qrImp-UON
L9°€ L8°C cL0- G@8'C 99T 6£-0€ 69°0 ¢c0- €71 cl'e 99T 6£-0€
80°€ 80°C- 0€°2- LL°0 cc0- 62-0T clL0 £€0°0- ¢z 0- Ly0 cc0- 62-02
a8y a8y
070 ¥€0- G6°L Ge'8 628 09< €T°0 000 628 '8 62°8 09<
L9°0- T6°0 0L Ge9 169 69-0¢ 90°0- 70°0 949 099 169 69-0¢
6C°T- 60T 8€°9 80°¢ 634 67-07 so[qemq 60°0 000 8¢'¢ LE°G 62°¢ 67-07 so[qeamng
eT'e 89T 89°¢ €9°¢ 007¥ 6£-0€ 000 90°0 L0¥ L0V 00¥ 6£-0€
10°€- Ve 087 6L°T €E°C 62-02 ¥C0- 80°0- Gc'e 102 €€'C 62-0T
SHUTRIISUOD 0=x9 SYUTRIISUOD
QouRINSUT OURINSUL | ()=X0 JI S& POXIJ
HPoD Sueyp [ POXY SO 00S‘798=X 0=xX o8 Hpow ur oSueyd 0} [ Sojer 1soI9)uI 008°6¢=xX 0=x o8
w oguweyo ur asuey )G TIS=XH =X \4 ! q : ! )8 6$=XH =XH \4

ajenperd a3s[oo ‘g adA T, ‘uordurexs JNOYIIM PUB YIIM IOTABRYS(] TeNPIAIPU] €T 9[qR],




Table 14: Comparison between regimes

Benchmark | Exempt. =$0 | Exempt.=$5,000 | Exempt.=$10,000 | Exempt.=$60,000
Default rate 2.8% 2.0% 2.5% 2.7% 3.2%
Borrowing 13.7% 3.3% 5.9% 10.5% 19.7%
Interest Rate
Percentage
negative 32.7% 38.7% 34.5% 32.8% 33.1%
wealth
Equivalent
Consumption -0.3% -0.7% -0.3% -0.2%

Variation






