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This paper studies the effect of debtor protection laws on small firms’ access to credit, and the price and non-price terms of their loans when they receive credit, by exploiting the differences in U.S. personal bankruptcy law across states.  While personal bankruptcy law is designed for consumers, it also affects unlimited liability firms (sole proprietorships and most partnerships) whose owners are legally liable for the firm’s debts.  To a lesser extent, it could also affect small limited liability firms (corporations and limited liability partnerships), as long as lenders require the owners of these firms to personally guarantee their loans or these firms could transfer assets to their owners.  


We use a measure of debtor protection that has its maximum value when the borrower’s home equity is lower than the state homestead exemption (the debtor’s home equity is fully protected), and is decreasing in the difference between the home equity and the homestead exemption (the amount that the creditor can seize).  We find that unlimited liability small businesses (sole proprietorships and most partnerships) have lower access to credit in states with more debtor-friendly bankruptcy laws.  In addition, these businesses face harsher loan terms when they receive credit – they are more likely to pledge business collateral, have shorter maturities, and borrow smaller amounts.  For limited liability small businesses (corporations and limited liability partnerships), we also find a reduction in credit availability, but of smaller magnitude, together with an increase in the loan rate.  Our results also suggest that the personal bankruptcy law especially affects firm owners with low home equity values.
For the full paper, please follow this link: http://center.uvt.nl/staff/penas/preprints/BCP_29_Jun_09.pdf
