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Hackney, Friesner, and McPherson (2018) developed a methodology to identify the optimal distribution
of discharged debts in Chapter 7 bankruptcy filings. In 2013, Oregon adopted debtor-choice status.
Applying the methodology to data from Oregon immediately before, during, and after, the conversion to
debtor choice status should facilitate an accurate assessment of the impact of debtor-choice status on the
distribution of debt disbursements. The results suggest that the optimal proportion of assets retained by
households through exemptions is between 3-4% of all disbursements, and that the legislation did not
noticeably impact convergence to this optimum proportion.
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INTRODUCTION AND LITERATURE REVIEW

Bankruptey is an important, and highly politicized, form of social insurance (Sullivan, Warren, &
Westbrook, 1988, 197; Grochulski, 2010; Hackney, Friesner, & Johnson, 2016). It is most appropriately
used when households (or individuals) experience major, unanticipated events (i.e., job loss, serious
injury, etc.) that fundamentally reduce a household’s ability to meet outstanding debt obligations and/or to
maintain a positive household cash flow. In such cases, filing for protection under the U.S. Bankruptcy
Code allows these households to relieve (or, in some cases, restructure) the household of their debts and
re-establish themselves financially.

Most households in the United States file for bankruptcy protection under one of two primary
chapters of the U.S. Bankruptcy Code: Chapter 7 and Chapter 13 (Power, 2007, Hackney & Friesner,
2015). Under a Chapter 7 filing, the household discloses its assets, liabilities, income, and demographic
characteristics to the Court. All liabilities are prioritized, with trustees and other Court representatives
being accorded highest priority, followed (in order) by secured creditors, priority unsecured creditors (i.e.,
child support, alimony expenses, tax obligations etc.), and unsecured creditors. Asset cases, those with
assets to distribute in excess of exemptions, are a very small minority of all Chapter 7 filings (Jiminez,
2009). The bankruptcy debtor has little incentive to pay general unsecured creditors, and the debtors, with
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the assistance of bankruptcy counsel, will seek to structure their filing so as to fully maximize their
exemptions and minimize non-exempt assets. Assets are subsequently classified as exempt from the
bankruptey process (and retained by, or disbursed to, the debtor) or non-exempt. Non-exempt assets are
liquidated and used to repay creditors in order of priority. A small variety of debts are non-dischargeable
(some taxes, child support etc.), but most debtors are essentially debt free upon receipt of their discharge.
As noted in the Grogan v. Garner case, the result achieves the stated public policy purpose “to give the
honest debtor a fresh start” (United States Supreme Court, 1991). Chapter 13 filings, commonly called
“wage earner plans”, are limited to natural persons and households with debts within certain inflation
adjusted upper limits, and the debtor, as well, must demonstrate a regular source of income. The Chapter
13 Trustee differs from the Chapter 7 Trustee, in that they do not function as a non-exempt asset
liquidator. The Trustee may require a debtor to surrender a secured luxury good (i.e. snowmobile or jet
ski). The purpose here would be to improve the debtor’s cash flow for funding a payment plan. As in
Chapter 7 cases, the Chapter 13 debtor files schedules listing assets, liabilities, income and expenses and
other general demographic information. The debtor, after reasonable household expenses, must commit
net disposable income to fund a plan, between 36 and 60 months in duration that repays creditors in order
of priority (Loibl, Hira, & Rupured, 2006; Norberg & Compo, 2007). Any (lower priority) liabilities that
cannot be funded by the repayment plan are typically discharged. As a practical matter, the vast majority
of Chapter 13 plans may not provide full payment to unsecured creditors, but they do provide a strategy
for Chapter 13 debtors to protect non-exempt assets from liquidation.

Clearly, a tradeoff exist between the two filing plan choices. Chapter 7 requires the debtor to part with
non-exempt assets in exchange for immediate debt discharge and the ability to immediately begin re-
establishing itself financially. Chapter 13 is preferable if the household wishes to retain its assets, and is
willing to do so by funding a payment plan, which delays re-establishing itself financially until the terms
of the payment plan are met. The U.S. Bankruptcy Code allows most households to file under Chapter 13.
Under 11 U.S.C. Sec. 109(e), the Chapter 13 debtor is limited to a total unsecured debt not exceeding
$419,725.00 and secured debt not exceeding $1,257,850.00. These sums are periodically adjusted for
inflation. Households may only file under Chapter 7 if i) they have not previously filed for bankruptcy
protection in the last 8 years; and 11) after adjusting for family size, the household’s income is less than
the median income (again, adjusted for family size) in the state in which the household resides at the time
of filing (Power, 2007; Hackney & Friesner, 2015; Hackney, Friesner, & McPherson, 2018). The latter is
commonly referred to as the “means test” and is intended to serve as a rough proxy for a household’s
ability to repay some or all of its debts. Those failing to pass the means test are presumed to have the
ability to repay some or all of their debts. The debtor not passing the “means test”, and not being
exempted, will have to either file Chapter 13 or elect a non-bankruptcy solution to their financial
quandary.

Implicit in these decisions and legal requirements are the presumptions that exempted assets in a
Chapter 7 filing are appropriate, precisely identified, and ensure that the bankruptcy process creates a
socially optimal redistribution of wealth from creditors (many of whom go unpaid) to debtors (many of
whose debts are discharged without repayment). If these presumptions are not met, it may be possible for
debtors to use these exemptions to shield too many (or too few) assets from liquidation, creating a social
welfare loss (Hackney, Friesner, & McPherson, 2018). The difficulty with these presumptions that that no
universal list of exemptions exist that consistently apply to all bankruptcy filers. In 36 states, there are
exemptions set by the state that are specific to debtors in that state. The remaining 14 states and the
District of Columbia, not only have state specific requirements, but also allow debtors to choose between
following the state’s exemptions and those established by the Federal government (Jiminez, 2009). The
latter are frequently termed “debtor choice states”. Since households filing for Chapter 7 bankruptcy in
debtor choice states can choose between state and Federal guidelines, it is alleged that filers in debtor
choice states shield a greater dollar value of assets from liquidation than in non-debtor choice states,
possibly exacerbating the social costs of bankruptcy. This allegation is based upon the fact that the
Federal exemptions are almost always more generous than comparable state exemptions, and provide
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more options and opportunities for debtors to exempt all their assets, and deny any dividend to the
creditors. This manuscript focuses on asset exemptions in Chapter 7 filings.

The literature on consumer bankruptcy, and the chapter filing decision, is robust (see, for example:
Sullivan, Warren, & Westbrook, 1997; Fay, Hurst, and White, 2002; Lefgren and Mclntyre, 2010; Zhu,
2011). However, the literature attempting to quantify the optimal distribution of debts in consumer
bankruptcies, especially those in Chapter 7 asset cases, is less well-developed. The first comprehensive
attempt to address this issue was made by Athreya (2006), who built a theoretical model, as well as a
simulation model based on the theory, to characterize the welfare effects of asset exemptions. The author
found that a u-shaped relationship exists between asset exemptions and unsecured debt acquisition. Low
exemptions discourage individuals from accumulating substantial unsecured debt. Additionally, low, but
more generous exemptions induce households to avoid unsecured debt markets and save more, which
reduces the likelihood of bankruptcy. Eventually, as exemptions increase, the costs of bankruptcy to the
household are reduced, and unsecured debt increases. Taken cumulatively, Athreya finds a small, positive
welfare-enhancing effect from asset exemptions.

While an important first step in understanding the impact of asset exemptions on social welfare,
Athreya’s (2006) analysis is limited in several respects. First, the author builds a simulation that is
national, rather than state specific. As a result, variations in causes and consequences of bankruptcy
across states, which are crucial in examining this phenomenon, are ignored. The author also focuses only
on homestead exemptions (rather than all exemptions), and makes no distinctions between debtor choice
and non-debtor choice states. Similarly, no distinctions between Chapter 13 or 7 filings, nor the
antecedents or causes of the chapter filing decision, are made. Lastly there is only a limited discussion of
the “optimal” amount of debt discharged or the “optimal” amount of asset exemptions.

More recent research — for example, see Grochulski (2010) and the citations therein — has further
developed the theoretical underpinnings of the relationship between consumption, bankruptcy, and asset
exemptions. However, empirical studies identifying the optimal distribution of debts discharged in
consumer bankruptcy filings in debtor choice versus non-debtor choice regimes, especially at a regional
or local level, remain sparse. One notable exception is Jiminez (2009), who characterizes the distribution
of assets liquidated and disbursed in Chapter 7 asset case filings. Unfortunately, the author says little
about whether this distribution is optimal from the perspective of one or more stakeholders (i.e., social,
the bankruptcy filer, creditors, etc.) in the process. Moreover, the author does not fully examine whether
and how the distribution of assets differs across states/regions, which may have different allowed asset
exemptions.

In a recent manuscript, Hackney, Friesner, and McPherson (2018) provided a simple empirical
methodology to identify, in a relative sense, the optimal distribution of debts (across multiple categories
of debts, including asset exemptions) that should be discharged in Chapter 7 asset cases. The authors
apply their methodology to data collected from 9 western U.S. states comprising the Ninth Federal Court
District in 2010. Their findings were three fold. First, the “optimal” level of asset exemptions should be
approximately 9 percent of total disbursements. Second, most states deviate from this optimum,
indicating that some state’s exemptions are too liberal (allowing too many assets to be retained by the
debtor), while others are too strict. The magnitude of these deviations from the optimal benchmark were
relatively modest, generally deviating less than 8 percent from the optimal benchmark. Third, no evidence
was found to suggest that debtor choice states allowed relatively greater asset retention by debtors than
non-debtor choice states. This suggests that other factors (such as the nature of assets debtors hope to
retain, household consumption patterns, changes in employment status, economic conditions in the local
economy, etc.) are more important determinants of disbursements in Chapter 7 asset cases than simply the
availability of asset exemptions within a particular state.

While interesting, the previous study is also limited in several major ways. First, Friesner, Hackney,
and McPherson (2018) used aggregate (state-level) data to identify the optimal distribution of debt
disbursements. This assumes that states are comparable in important socio-economic characteristics that
drive the bankruptcy filing decisions (Zhu, 2011; Hackney and Friesner, 2015). Empirical analyses using
data drawn from a single state are more likely to meet this assumption. Second, their methodology
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assumes that state-specific asset exemption provisions are comparable across states. If they are not
comparable, an optimal distribution of debt disbursements in one state may not apply to those in other
states, especially if an “optimal” distribution of disbursements is prohibited by state asset exemption
guidelines. An assumption of comparable asset exemptions is more appropriate when analyzing data
drawn from a single state, where all filers are subject to the same set rules and regulations governing the
Chapter 7 bankruptcy filing process.

The State of Oregon provides a unique natural experiment to address many of the shortcomings of the
Hackney, Friesner, and McPherson (2018) analysis. Oregon has traditionally operated as a non-debtor-
choice state. However, in 2013, the State legislatively adopted SB 396, which facilitates debtor-choice
status (see: https://www.oregonlegislature.gov/bills_laws/lawsstatutes/2013orLaw0597.pdf). Applying
the Hackney, Friesner, and McPherson (2018) methodology to Chapter 7 asset case bankruptcy data from
Oregon immediately before, during, and after the conversion to debt-choice status, should provide a
comparable set of information with which to assess whether debtor-choice status impacts the distribution
of debt disbursements (and by extension, social welfare loss) in Chapter 7 bankruptcy filings.

The primary objective of this manuscript is to utilize data drawn from Chapter 7 bankruptcy filing
asset cases in the State of Oregon to determine the optimal distribution of debts discharged, including
assets retained by the debtor/household. In doing so, it may be possible to determine whether the
conversion to a debtor choice state allowed those filing for Chapter 7 bankruptcy with assets to shield
relatively more of those assets from creditors and other stakeholders, compared to previous years when
filers in Oregon had no choice of asset exemptions.

The remainder of this manuscript proceeds as follows. In the next section, the Hackney, Friesner, and
McPherson (2018) methodology is summarized. The third section describes the data used in the study,
while the fourth section describes the results of the modelling exercise. The final section concludes the
paper by summarizing its findings, discussing how those findings might inform new policies to improve
the consumer bankruptcy process, identifying study limitations, and suggesting new opportunities for
future work in this area of study.

METHODOLOGY

The analysis employs the methodology developed in Hackney, Friesner, and McPherson (2018) as its
starting point. We briefly review their methodology below, drawing variable names, definitions and
notations verbatim from their work. The interested reader is referred to Hackney, Friesner, and
McPherson (2018) for a full description of their methodology.?

In the absence of objectively determined optimal values, they must be computed using benchmarking
techniques. A myriad of benchmarking techniques exist in the literature (Anderson, Sweeney, &
Williams, 2000; Ozcan 2009). Friesner, Hackney and McPherson (2018) argue that an appropriate
technique should be flexible, emphasize parsimony, be employed using small or large datasets (which
may or may not have well-defined statistical properties), be accepted in the quantitative management
science and econometric literatures, and be implemented using software (such as Microsoft Excel) that is
available to both applied practitioners and researchers. As a final consideration, Friesner, Hackney and
McPherson (2018) argue that the distribution of debt disbursements should be examined on a
proportional, rather than total dollar, basis. That is, for every dollar of debt disbursed in the bankruptcy
process, the focus of interest is the proportion of that dollar that is allocated to a particular stakeholder
(i.e., a creditor, Court administrators, the debtor, etc.). By focusing on the proportional allocation of
disbursements, filers who present with different sets of assets and outstanding debts are directly
comparable. Additionally, proportions are stated in non-monetary units, which allows direct comparisons
of filers across different time periods. Once optimal proportions have been identified, these proportions
can easily be converted back to monetary terms.

Given those considerations, the authors postulated a nonlinear programming problem of the following
form:
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where 1 = 1,..., S denotes each year (2009-2017); j = 1,..., T denotes each category of debt repayment,
and p represents the proportion of total payments (for year i) in category j. If 0 < p;; <1 and

$_.p; =1 for each year and debt category, the following restrictions are implicitly enforced through
the model and its solution:
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Essentially, the empirical model chooses a set of weights for each debt category/year (using the year
as the means to determine the weights) to minimize the sum of squared errors around an optimum
benchmark proportions (p;) of payments for that debt category. Deviations from the benchmark
proportion (p;j) in a given category identify distributions that exceed or undershoot the benchmark, and are
not optimal. Using simple arithmetic, the benchmark proportions can also be converted to a nominal
dollar values. Using the consumer price index to convert nominal dollar values to real dollar values
allows for a comparison (on an aggregate basis as well as on a per bankruptcy case basis) of optimal
disbursements and actual disbursements in each category. Since we are comparing a single state over a
relatively short time period, these disbursements allow for a direct and meaningful comparison of how a
change from a non-debtor choice state to a debtor choice state impacts the amount of disbursements
overall and to different stakeholders (i.e., the debtor, court administrators, and his/her creditors).

One potential limitation of the Friesner, Hackney and McPherson (2018) is that the authors treat their
empirical application as an exercise in non-statistical benchmarking. As such, no hypothesis tests were
performed. In this analysis, simple hypothesis tests are conducted, treating the benchmarking exercise as
exploratory. As such, we have no prior expectations, whether overall, by year, or by debt category, about
the optimal distribution of debts. Given these considerations, this analysis employs a null hypothesis that
no systematic differences exist in any relationship concerning the distribution of debt disbursements, or
disbursements over time, or the combination of the two.

Identifying an appropriate statistical test can be challenging, since the nonlinear programming
algorithm seeks to minimize (a weighted average) of the differences between observed and optimal
proportion of debt disbursed in each category. This precludes the use of many traditional tests, such as
analysis of variance or the chi-square test of homogeneity. Instead, to test for statistical significance in
one dimension of interest (either time or debt disbursement categories) we apply an adaptation of the
median sign test. More specifically, we identify the count of instances (aggregated over the other
dimensions of interest not being tested) where a particular observed proportion exceeds its optimal value.
Under a random assignment of proportions in a given category, we would expect half of the cells being
counted to exceed the optimum proportion and half to fall below it. Chi-square tests can be applied to test
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whether the observed counts deviate significantly from its (median) expected value. To assess the joint
relationship between time and debt disbursement, we again identify counts of instances where a particular
observed proportion (in any give year and for any given debt disbursement category) exceeds its optimal
benchmark. We use this information to create a 2x2 cross tabulation, where the rows aggregate the counts
over the years (2009-2012, and 2013-2017, respectively), and the columns aggregate the counts based on
debt disbursement categories (secured, unsecured, and priority creditors versus all other categories). A
McNemar (chi-square) test can be applied to assess the relationship between time and debt categories. All
calculations are performed using Microsoft Excel and employ 5 percent significance levels.

DATA

This study utilizes data drawn from the final trustee reports for Chapter 7 filings made public through
the U.S. Trustee Program’s website: https://www.justice.gov/ust/bankruptcy-data-statistics/chapter-7-
trustee-final-reports. We consider data drawn from the State of Oregon during the period 2009 to 2017
(the latter being the most recent year available for analysis), which provides an even window surrounding
the adoption of debtor-choice status (4 years prior to 2013, and 4 years afterwards).?

The data contain information on all Chapter 7 asset case filings in Oregon that were successfully
closed in a given year. De-identified data are also available, both at the level of the individual filing and
on aggregate, characterizing the dollar value of debt disbursements in one of seven mutually exclusive
and collectively exhaustive categories: debtor exemptions, debtor/3rd party disbursements, unsecured
creditor disbursements, secured creditor disbursements, disbursements to court administrators,
disbursements to resolve prior bankruptcies (which may occur when a filer converts a filing under a
different Chapter of the U.S. Bankruptcy Code — typically Chapter 13 — to a Chapter 7 filing), and
disbursements to priority creditors (i.e., those owed spousal support, child support, unpaid taxes, etc.).

To ensure comparability across each case in the dataset, this analysis examines the distributions of
debt disbursements as the proportion of total debt disbursed that falls into a particular debt category. The
availability of information that shows the distribution of debt disbursements at the individual level, as
well as aggregated totals at the state level, presents an interesting opportunity to investigate our study’s
objective from multiple perspectives. One approach is to calculate these proportions uniquely for each
debtor’s case, and take the mean of proportions across all debtors in a given year. The alternative is to
sum the dollar value of disbursements for each category in a given year, and use the information to
calculate proportions of disbursements in each category. The latter reflects aggregate averages and total
disbursements in the state, while the former reflect individual level trends. This distinction between the
two types of data are important to note. Policy analysis and legislative change tend to focus on aggregated
state-level averages, which reflect total debt discharge and social welfare loss. On the other hand, the
individual debtor is more interested in individual level data, aggregated to an average across the state (i.e.,
the expected outcome for the “typical” individual Chapter 7 filing). In an ideal world, debtors present
with very similar total amounts of debt, as well as distributions of debt across each major debt category,
which leads to very little difference between the state-level, aggregated averages, and those obtained by
taking the mean of individual level filings. But if this is not the case, and the data contain a small number
of cases with very skewed amounts of discharged debts in one or more categories, the results of the
analysis will differ depending on the data utilized. We equate such differences to the perspective of the
analysis (at the policy-making level, or the level of the filer), and we apply the methodology twice, once
for each method of calculating the proportion of debt disbursements falling into a given category.

The data do not contain individual household demographics; however, as long as the analysis focuses
on a single state, and that state’s demographics have not changed substantially over the 8-year time
window, this lack of data is not of substantial concern, as minor differences across households filing for
bankruptcy within a single state should “average out” over the evaluation window. Lastly, because the
data are drawn from publicly available sources, and the data were de-identified prior to placing them in
the public domain, the analysis does not constitute human subjects research and does not require
Institutional Review Board approval.
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RESULTS

Table 1, Panel A describes the variables used in the analysis, as well as descriptive statistics (i.e.,
means and proportions) for each of these variables. The number of closed Chapter 7 asset cases varies
considerably over the time frame of the analysis. In 2009, there were 1,481 cases, a number that rose
steadily to 1,911 cases in 2011. In 2012, the number of cases fell to 1,068, but rebounded to 2,416 in
2013. The number of closed cases in 2014 was 1,610; subsequently, cases steadily declined until 2017,
when only 418 cases were closed. The trends in cases mirror changes in the local economy. The period
2009-2011 was a substantial recessionary period, causing unemployment and economic uncertainty. It is
therefore unsurprising to find that a greater number of lower income households (who qualify for a
Chapter 7 filing) declared bankruptcy. The sharp decline in cases in 2012, followed by an equally large
spike in 2013, is likely due to the legislation (SB 396) that converted Oregon to a debtor choice state.
Filers who would benefit from using Federal exemptions likely delayed filing (and closing) under Chapter
7 until the law took effect. The time frame from 2015-2017 is one of economic recovery and expansion,
as well as increased employment. This likely leads to fewer financially distressed households and fewer
Chapter 7 asset cases.

Table 1, Panel A also characterizes the total amount of debt disbursements across each of the seven
categories. All nominal dollar values in the panel are converted to real, 2009 U.S. dollars using the
consumer price index for all items and all urban consumers. It is important to note that if a debtor retains
an asset through an exemption, the Court essentially releases the asset, disbursing it to the debtor. The
distributions of assets are consistent with the literature (Jiminez, 2009). Secured creditors receive the
largest share of disbursements, especially during the period 2014-2017 where total disbursements range
from approximately $10.1 million to $30.4 million. Unsecured creditors also receive a substantial total
dollar value of disbursements, ranging from approximately $4.2 million (in 2012) to $11.9 million (in
2009). Interestingly, between 2009 and 2013, unsecured creditors received the largest total dollar value of
disbursements, but were surpassed by secured creditors in 2014. Disbursements to Court administrators
represent the third largest total dollar value, ranging from $3.7 million (in 2012) to 16.2 million (in 2014).
The remaining categories exhibit relatively modest total values of disbursements, with total dollar values
generally below $2 million per year. It is also interesting to note that in 2014, there was a large, one-time
spike in the total dollar value of disbursements to address prior bankruptcy filings ($2.4 million). This
may also be due to filers attempting to taking advantage of the changes created by SB 396 by refiling for
bankruptcy under Chapter 7.

Perhaps more interesting are the proportional distributions of disbursements in a given year across
each of the seven categories. As discussed above, there are two approaches to calculating the proportional
distribution. The first (which takes an aggregate, policy oriented perspective) is to use the aggregate totals
presented in Panel A, and divide each disbursement category by Nominal Gross Receipts (i.e., the sum of
all total dollar disbursements in each of these categories) in that year. Table 1, Panel B, presents these
proportions. Unsecured creditors represent the largest proportion of disbursements (at between 30 to 40
percent) from 2009 to 2013, after which the proportion declines. Concomitantly, the proportion of
disbursements accruing to secured credits ranges between 18 and 29 percent from 2009-2013, and
increases substantially between 2014-2017. The proportion accruing to Court administrators remains
consistent at between 20-30 percent of disbursements over the entire evaluation window. Proportions for
the remaining categories are generally less than 10 percent, and are stable throughout the entire time
period of analysis.

The second approach is to calculate these proportions for each individual filing, and take a mean of
these individual proportions (for a given category of disbursement). This perspective reflects the typical
experience of the filer. Table 1, Panel C reports these proportions. These proportions differ substantially
from those in Table 1, Panel B. Secured creditors only receive about 2 percent of disbursements in 2009,
and this proportion climbs steadily to approximately 13 percent over the evaluation window. Unsecured
creditors, on average, receive approximately 54 percent of disbursements in 2009, and this proportion
gradually declines to approximately 42 percent in 2017. However the proportion accruing to Court
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administrators remains between 27 and 30 percent throughout the time frame of the analysis. The
proportions for the remaining categories are, again, generally less than 10 percent, and are stable
throughout the entire time period of analysis.

Comparing Panels B and C yield several inferences. First, there is a skewed distribution of asset
disbursements in the dataset. A few debtors file with a large dollar value of assets, which are eventually
disbursed to secured creditors. However, the typical Chapter 7 asset case filing disburses relatively little
of the proceeds to secured creditors. The opposite is true for unsecured credit. Most filings distribute
nearly half of disbursements to unsecured creditors, while a few cases with large total dollar value of
disbursements do not distribute as much to unsecured creditors. Second, the Court administrators collect
nearly 30 percent of all disbursements, regardless of the total dollar value disbursed. Third, debtor
themselves retain only a small proportion of disbursements, no matter how the proportions are calculated.
Debtor exemptions range between 3 to 7 percent of total disbursements.

Table 2 presents the optimal proportion of disbursements for each category based on the Friesner,
Hackney and McPherson (2018) methodology. Panel A describes the simulation results for proportions
created based on aggregate totals of debt disbursements. Examining the year specific weights, note that
filings submitted in 2011 constitute nearly 46.5 percent of the optimal debt distribution. The 2014 filing
year contributes 22.1 percent, while 2013 (the year in which SB 396 was passed) contributes 18.3 percent
of the optimal. 2010 and 2017 contribute 7.0 and 6.2 percent, respectively to the composition of the
optimal distribution of debts. This implies that the years 2011, 2014, and 2013 are, in order, closest to the
optimum debt distributions.

Table 2, Panel A also identifies the optimal distribution of debt disbursements based on data from
aggregate totals of disbursements. Unsecured creditors, at the optimum, receive 29.2 percent of
disbursements, followed closely by unsecured creditors (25.8 percent) and Court administrators (24.0
percent). Debtor 3rd Parties receive 8.5 percent, while 6.4 percent of disbursements are optimally
allocated to priority creditors, and 1.7 percent to prior bankruptcy filings. At an optimum, the debtor
claims only 4.4 percent of disbursements through the exemption process.
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TABLE 2
SIMULATION RESULTS

Panel A: Proportional Distribution of Gross Receipts - Based on Aggregate Data

Optimal Objective Value
Year Year Weights Debt Disbursement Category  Optimal Proportion at the Optimum
2017 0.0616 Debtor Exemptions 0.0441 1.6313
2016 0.0000 Debtor/3rd Party Disbursements 0.0851
2015 0.0000 Unsecured Creditors 0.2920
2014 0.2208 Secured Creditors 0.2579
2013 0.1828 Court Administrators 0.2396
2012 0.0000 Prior Bankruptcies 0.0170
2011 0.4654 Priority Creditors 0.0642
2010 0.0695
2009 0.0000

Panel B: Proportional Distribution of Gross Receipts - Based on Mean of Individual Case Filing
Proportions

Optimal Objective Value
Year Weights Debt Disbursement Category Optimal Proportion at the Optimum
0.5967 Debtor Exemptions 0.0311 2.2153

0.3303 Debtor/3rd Party Disbursements 0.0217

0.0638 Unsecured Creditors 0.4315

0.0092 Secured Creditors 0.1177

0.0000 Court Administrators 0.2905

0.0000 Prior Bankruptcies 0.0029

0.0000 Priority Creditors 0.1045

0.0000

0.0000

Panel B of Table 2 conducts a similar analysis, using proportions created using individual filings,
subsequently aggregated using the sample mean. The results are starkly different from those obtained
using aggregated filings. Filings submitted in 2017 constitute nearly 60.0 percent of the optimal debt
distribution. The 2016 filing year contributes 33.0 percent, while 2015 and 2014 contribute 6.4 and 0.9
percent, respectively to the composition of the optimal distribution of debts. The remaining years
contribute nothing to the formation of the optimal debt distribution. This suggests that from the
perspective of the individual filer, the passage of SB 396, and Oregon’s conversion to a debtor choice
state, fundamentally changed the nature of optimal outcomes arising from the Chapter 7 asset case
bankruptcy process.

Panel B also identifies a very different optimal distribution of debt disbursements. Unsecured
creditors, at the optimum, continue to receive the plurality of disbursements, at 43.15, while Court
administrators receive 29.1 percent. Secured creditors receive only 11.8 percent of debt disbursements,
while priority creditors receive 10.5 percent. Debtor 3™ Parties receive 2.2 percent and 0.3 percent are
allocated to prior bankruptcy filings. At an optimum, the debtor claims only 3.1 percent of disbursements
through the exemption process.

Comparing Panels A and B yields a number of interesting inferences. First, when using the “policy
lens” to assess the optimal distribution of debt disbursements, no specific time frame, whether before or
after the conversion to a debtor choice state stands out as an optimal benchmark. But from the individual
filer’s perspective, the conversion to debtor choice status led to filings in subsequent years that are much
closer to optimal. Second, under both perspectives, unsecured creditors and Court administrators reap the
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majority of the disbursements. Under the first scenario representing the “policy level” perspective,
secured creditors benefit from considerable debt disbursements. However, under the second scenario —
reflecting the perspective of the typical individual filer - they receive very few disbursements. This
suggests that there is skewness in the data driven by a few Chapter 7 filings that included substantial
secured assets. Third, the optimal distribution of assets distributed to the debtor via the exemption process
is relatively constant, at between 3-4 percent, in both scenarios. Thus, while the change to a debtor choice
state changed optimal outcomes, and the characterization of the optimum outcome, the debtors
themselves do not appear to benefit any more or less under either scenario.

Of additional interest is whether there are any significant deviations from the optimal proportions in
any specific category in any specific year, and whether those deviations are statistically significant. Table
3 can be used to examine these issues. Panel A compares observed and optimal debt distributions based
on the “policy analysis” perspective, or based on proportions derived from aggregate totals. For the
reader’s convenience Panel A represents observed (or actual) and optimal debt disbursement proportions.
Panel A also presents several chi-square tests that examine the statistical significance of counts — or the
number of times in the table that an observed proportion exceeds its optimal value. When actual
disbursements exceed optimal disbursements, this stakeholder receives “too large” of a debt
disbursement. The tests in Panel A indicate that no significant deviations exist between the observed and
optimal proportions when 1) examining deviations solely by time; when examining deviations solely by
debt disbursement category; or iii) time and category taken jointly. Thus, if there are deviations in any
debt category in any given year, they are largely idiosyncratic.

Panel B repeats this analysis, using proportions that are aggregated from individual filings. In this
scenario, the results differ slightly from the previous scenario. No significant differences exist by year, or
when examining deviations based on the year and debt category, taken jointly. However, when
considering only the debt category, there are statistically significant differences. Examination of Panel B
can be used to identify which observed debt disbursement categories exhibit proportions that consistently
exceed the optimal values. Two debt disbursement categories can be identified in this regard. The first is
for unsecured creditors. The optimum proportion of disbursements in 43.2 percent. The observed
proportions for this category between 2009 and 2016 exceed this optimum proportion. The second is the
debtor exemption category. Its optimal value is 3.1 percent. Examining the observed values, one finds that
between 2009 and 2016, the observed values for debtor exemptions also exceed the optimal values. These
results suggest that, over the time frame of the current study, both the unsecured creditor receives, and the
debtor retains, too many assets compared to what is optimal. However, it is equally important to note that,
for both of these categories, the actual and optimal values are converging with the optimal values. In
2009, the proportion of disbursements to unsecured creditors was 53.8 percent, but by 2017 it was 42.0
percent, just below the optimum of 43.2 percent. Similarly, in 2007, the debtor retained 7.8 percent of
assets, which slowly decreases to 2.9 percent; again, just below the optimum of 3.1 percent.

As noted in the paper’s methodology section, examining the distribution of debt disbursements on a
proportional basis is important to ensure comparability over time and across filers. Table 3, panel B
suggests that significant deviations from the optimal distribution of debts exist, especially from the
perspective of the “typical” individual filer. However, the use of proportions is also less easily interpreted
within the context of the bankruptcy process, which collects, assesses and disburses dollar amounts to
stakeholders. To that end, consider Tables 4 and 5, which convert the proportional differences between
actual and optimal debt disbursements to dollar values. More specifically, for each year and debt
category, the difference between observed and actual proportion of debt disbursements is calculated. This
difference is subsequently multiplied by the real (2009) dollar value of total disbursements, which gives
the total real dollar value of debt that was over or under disbursed to each stakeholder. In essence, these
values depict the total magnitude of excess social welfare loss or gain through the debt disbursement
process for the entire State of Oregon during the study period. These values are provided in Table 4. Since
there are two methods of computing the proportions, there are two sets of calculations. Table 5 contains
similar information, but further normalizes these dollar values to a per case basis. Thus, Table 4 looks at
these misallocations from a macro level, while Table 5 presents them at a micro, or individual filer, level.
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For consistency and completeness, Tables 4 and 5 present these calculations for simulation results based
on aggregate totals, as well as based on individual filings, even though no significant deviations between
actual and optimal distributions were found for simulation based on aggregate totals.

At the level of the individual filer, and regardless of the means by which the optimal values are
imputed, the misallocations of funds range from less than one hundred dollars to a few thousand dollars.
The largest redistribution — in the range of $1,000-$2,000 per filing - is from secured to unsecured
creditors. However, as noted in Tables 1 and 5, there are between 418 and 2,416 filers per year. Thus,
over all Chapter 7 filers with asset cases, the redistribution grows to several hundred thousand to several
million dollars per year. As shown in Table 4, there is typically between $1 million and $10 million
dollars per year that is misallocated from one stakeholder to another. Clearly, such magnitudes warrant
further study to determine feasible means to improve the allocation of these funds.
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DISCUSSION AND CONCLUSION

The findings of this analysis are threefold. First, over the time period 2009-2017, the optimal
proportion of assets retained by households through exemptions of Trustee administered assets is between
3-4% of all disbursements. Disbursements to unsecured creditors, Court personnel, and unsecured
creditors represent the groups who, at the optimum, receive the largest proportion of case disbursements.
Second, there are distributional differences in the optimal proportion of debt disbursements, depending on
whether one uses aggregated statewide averages, or an average of individual-level filings. Using
aggregated state-level averages, the proportion of debt disbursements to unsecured creditors, Court
personnel, and secured creditors are 29.2%, 24.0%, and 26.0%, respectively. Using individual-level
disbursements aggregated to the state level yields percentages of 43.2%, 29.1%, and 11.8%, respectively.
Thus, the optimal distribution of debt disbursements depends crucially on the perspective of the analysis.
These differences are likely due to a few Chapter 7 filings with very large dollar amounts of assets to be
disbursed, which the remainder of asset cases distributing very few assets, or no disbursements
whatsoever, which is the case of the overwhelming percentage of non-asset cases (Jiminez, 2009). Third,
there are considerable ramifications of failing to disburse funds optimally. These funds range from
$1,000-$2000 per debtor, and aggregate to several million dollars per year in the state. Most of the
misallocation occurs between unsecured and secured creditors. It is incumbent on policy makers and
Court administrators to identify approaches to mitigate this form of inefficiency.

A critical policy issue explored in this manuscript is whether the conversion from a non-debtor choice
state to a debtor choice state allowed filers in Oregon to retain more of their assets from creditors and
other stakeholders, and in doing so exacerbate the social welfare costs of the bankruptcy process. The
results of this analysis indicate that the conversion to debtor choice status did not noticeably impact the
proportion of debt disbursements received by the filer through the claiming of exemptions on assets
liquidated by the Trustee. In fact, under both simulation scenarios, the proportion of disbursements
retained by debtors falls consistently throughout the time period of the analysis. By 2016-2017, the
proportion of disbursements claimed by the debtor through the exemption process is at (and in some
years, below) its optimal value. Thus, the trend of reduced debtor exemption disbursements was in
process before the passing of SB 396, and continued thereafter. More broadly, this analysis concludes that
adopting debtor choice state status does not imply that debtors are able to shield greater assets (or more
appropriately, that debtors recover greater or fewer exemption disbursements) from creditors and
stakeholders, nor does it imply that a social welfare loss results from shielding assets through the
exemption process.

The last statement comes with a series of caveats. First, the years during, and after, the
implementation of SB 396 do play a prominent role in determining the characterization of the optimum
distribution of weights. For the simulation created solely using aggregate level state data, the years 2013
(when SB 396 was passed) and 2014 (the year immediately after passage), collectively contribute over
40% of the information used to characterize the optimum distribution of debt disbursements. If the
spreadsheet modeling analysis is based on individual level filings, which are aggregated using the sample
mean, the years 2014 through 2017 contribute 100% to the formation of the optimum. So while the
passage of SB 396 may not, in itself, be responsible for minimizing debtors’ abilities to shield assets
through the exemption process, it may provide supporting or background context to indirectly ensure that
the proportion of disbursements allocated through exemptions converge to its optimal value.
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A second caveat is that the current analysis focuses on the dollar value of debt disbursements, and the
proportion of total disbursements allocated to the debtor through the exemption process. What the data do
not uncover is whether filers are able to use the exemption process to shield specific assets of personal
importance (albeit of an equivalent dollar valuation), from liquidation. For example, if, under SB 396, a
filer can retain a personal heirloom worth $1,000 through the exemption process (and instead liquidate
other assets also valued at $1,000), versus a situation prior to the implementation of SB 396 that did not
allow the filer this type of substitution, the implementation of the law might create welfare-enhancing
effects not addressed in the current manuscript.

Third, examination of Table 1 indicates that the number of filings nearly doubled in 2013 compared
to the previous year. Moreover, filings in 2014 were approximately 50 percent higher than in 2012. This
suggests that households may have strategically delayed filings until 2013/2014, to utilize debtor choice
provisions that were not previously available. This implies a perception on the part of filers that they may
have had some underlying rationale, or perceived some benefit, from the passage of SB 396 and Oregon’s
conversion to a debtor choice state. The data used in this manuscript are insufficient to uncover these
rationale, and future research is necessary to address this issue. This caveat and call for future research are
especially critical if those filers who strategically delayed their filing i) owned assets that could be
exempted (or at higher dollar amounts) under Federal guidelines, and ii) they owned those assets free and
clear of encumbrances. As an illustrative example, under Federal exemptions for homesteads (see 11
U.S.C. 522(d)(1); (d)(5)), the debtor may exempt up to $20,000 in real property, and up to $10,125 of the
unused homestead exemption may be applied to any property, including cash. Many state exemptions
offer the debtor few or no protection for cash assets. Thus, debtors may not shield a greater total dollar
value of assets, but the Federal exemptions allow the debtor much more leeway in the types and form of
assets that are exempted, giving the debtor a very substantial incentive to delay filing until he or she can
use Federal exemptions to retain specific assets of particular interest to the debtor (in this case, cash). This
in turn, supports both the second caveat discussed above, as well as the increase in filings (caveat three)
concurrent with, and immediately subsequent to, the passage of SB 396. In such cases, these filers would
be fundamentally different from other filers in the data set (see endnotes 1 and 2), and the assumptions
underlying our methodology may be suspect.

While this study presents some interesting findings, it is intended as an initial, exploratory study. The
analysis contains several major limitations, and readers should exercise caution in interpreting and apply
our study’s findings. Most importantly, our study uses data drawn from one state, with a narrow (9 year)
time window. While this allows comparability in implementing our empirical methodology, it
simultaneously requires us to characterize this analysis as an exploratory case study. As a result, the
study’s findings may or may not generalize to other states, and other time frames. Replications of this
study in other states, regions or Court districts would provide a valuable and important replication of the
current manuscript.

A second limitation is that state specific debtor provisions vary from one state to the next. It may be
the case that the ability for households to file under Chapter 7 and shield a sub-optimal amount of assets
depends not so much on whether the state is debtor choice or non-debtor choice, but is dependent on
whether states allow filers to claim specific types of exemptions in the bankruptcy process. The current
analysis does not have sufficiently detailed data to test this assertion. Future research that used more
detailed information to answer this question would also improve our knowledge of the benefits, costs and
social welfare implications of the Chapter 7 bankruptcy process.

Third, our methodology is limited in that it employs simple spreadsheet modelling techniques and
simple hypothesis tests. While these methods are beneficial in that they are accessible to policy makers
and practitioners, they are also limited in the depth, breadth and precision of the findings that they can
provide to researchers and policy makers. It is important for future research to develop new approaches to
quantify the optimal distribution of debt disbursements, especially those than can be implemented using
various forms of regression analysis. This would allow for more precise characterization of the optimal
distribution. Such methods would also allow for the application of more powerful methods of hypothesis
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testing than what is used in this manuscript. Lastly, it would also allow for an examination of the impact
of different socio-economic or legal forces on the ability to exploit the asset exemption process.

ENDNOTES

1. This last statement presumes that i) debtors have substantial assets to liquidated; and ii) that exempted
assets do not have competing claims on those assets. Jiminez (2009) notes that very few Chapter 7
bankruptcy cases liquidate and distribute assets. Moreover, Chapter 7 bankruptcy is reserved for filers with
relatively low incomes. In the authors’ experience, Chapter 7 bankruptcies distribute few assets because
filers have insufficient incomes with which to accumulate assets. Therefore, there are very few assets with
sufficient value to warrant liquidation. For those filers who have accumulated assets that could be
liquidated, it is also important to note that the assets must be considered net of encumbrances on the asset
(Jiminez, 2009). For example, an individual filer’s home may be identified as an exempted asset. However,
if the asset has an outstanding mortgage, the balance of the mortgage would be listed in the bankruptcy
filing as secured debt. Similarly, other competing claims (overdue taxes, outstanding liens, etc.) also would
be reported and incorporated into the bankruptcy process. Since only the net value of the exempted assets
could subsequently be shielded from the bankruptcy process, the value of assets that could be shielded via
exemptions is relatively low.

2. One assumption made implicitly by Hackney, Friesner, and McPherson (2018), but not discussed in that
manuscript, is worth noting here. The authors assume that the totality of debtor resources is identified, and
possibly collected and disbursed, by the Court. The debtor has no financial incentive in any course of action
that results in having non-exempt assets available for Trustee administration. The system relies upon
truthfulness in preparation of the schedules and the accuracy of asset and income disclosures. By extension,
their methodology implicitly assumes that the financial disbursements made by the Court are sufficient to
characterize (whether on net or on total) the outcomes of the Chapter 7 bankruptcy process. As noted in
endnote 1, filers may be able to exempt certain assets from the bankruptcy process. Those assets are either
minimal in total value, or they are likely encumbered, making them low in net value. Any encumbrances
are listed as debts in the bankruptcy process, and thus accounted for in the process. In extreme cases the
Court may require exempt assets to be liquidated, especially if those assets are encumbered. Upon
liquidation, competing claims and administrative costs to ensure liquidation and disbursement would be
satisfied, and only the remaining monetary amount would be returned to the debtor as an “exemption
disbursement”. Indeed, as Jiminez (2009) notes, an adept bankruptcy attorney may suggest to potential
filers to conduct “pre-bankruptcy” planning. More specifically, filers who wish to retain a high valued asset
with substantial net worth (over and above what exemptions allow) may strategically encumber the asset
with secured debt to reduce its net value. Since the encumbrances are captured in the reporting process, the
net value of the exempt asset falls, and the asset may be exempted. While this may or may not be
appropriate, it does ensure that the data collected in this study are more likely to capture all available
information in the filing process, and by extension that Hackney, Friesner, and McPherson’s (2018)
assumption is reasonable.

3. As of April 2020, data are also available for the 2018 calendar year. Only a small number of 2018 cases
from the State of Oregon (338) were reported in the dataset. The data were last updated on July 5, 2019,
and the dataset does not appear to be formatted as formally as the data available for previous years. Based
on these considerations, it was unclear as to whether the 2018 cases represent an entire calendar year, or a
part of the year. As a result, data from 2018 were not included in this study.
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