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• How	does	access	to	credit	affect	household	well	being?	

• Consumption	smoothing	improves	household	utility:
• Canonical	models:	Friedman	(1956),	Modigliani	and	Brumberg (1954),	and	Hall	
(1978)

• May	worsen	well	being	for	some	households:
• Unusually	strong	preference	for	current	consumption	(Laibson,	1997;	
O’Donoghue and	Rabin,	1999;	Heidhues and	Koszegi,	2010)

• Poor	financial	literacy	(Lusardi	and	Tufano,	2015)
• When	lenders	are	more	informed	than	borrowers	about	potential	outcomes	
(Bond,	Musto	and	Yilmaz,	2009)

Research	Question
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• Studies	effect	of	credit	access	on	household	well	being	in	states	of	the	
world,	not	among	different	types	of	borrowers
– Distress	states	vs	normal	states

• Study	the	payday	loan	market
• Studies	household	material well-being,	i.e.,	consumption	

This	Paper
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Why	Study	High-Cost	Credit?		

• Heavily	used	market:	
– Used	by	20	percent	of	households	with	income	less	than	$40,000	that	experience	a	

hardship	(FRB,	2016)
– 12	million	households	take	payday	loans	a	year	(Pew,	2014)

• Payday	lending	is	a	particularly	controversial	market
– Small	value,	short-term,	high-cost	loans	(~400%	APR)
– Opponents:	Market	is	a	debt	trap
– Proponents:	Helps	families	facing	emergencies

• Research	finds	conflicting	effects	of	payday	lending
– Negative	effects:	Melzer (2011);	Melzer (2014);	Skiba and	Tobacman (2015);	

Carrell and	Zinman (2014)	
– Positive	effects:	Morse	(2011);	Zaki	(2015);	Morgan,	Strain	and	Seblani

(2012);		Zinman (2010)
– Little	effect	on	finances:	Bhutta	(2014);	Bhutta,	Skiba and	Tobacman (2015)	
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Another	Reason:	Timely	Policy	Issue

• CFBP	proposed	payday	and	title	loan	regulations	in	June
• Regulations	establish	ability	to	pay	standards:	“full-payment”	test

– Alternative	loan	products:	
• Short-term	of	$500	or	less
• Rollovers	capped	at	two	(three	loans	total)	and	a	30	day	cooling-off	period
• Auto	titles	as	collateral	would	be	prohibited

• From	press	release:	
– “We’ve	proposed	a	rule	to	protect	consumers	from	payday	debt	traps”
– “Payday	and	similar	loans	lead	to	consumers	trapped	in	debt	and	our	

proposed	rule	aims	to	help	those	consumers”

• Likely	to	have	substantial	effect	on	high-cost	credit	markets:
– CFPB	projects	loan	volume	would	fall	69	percent	to	84	percent	
– CFPB	has	received	about	a	million	public	comments
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Why	Study	Consumption?	

• From	a	theoretical	basis,	households	derive	utility	from	
consumption

• Spending	is	a	common	measure	of	material	well-being
• Spending	is	a	better	measure	of	well-being	than	income	(Meyer	and	

Sullivan,	2004)	
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1)	In	periods	of	distress:
– Improves	material	well-being
– Payday	loan	access	helps	households	smooth	consumption
– Mitigates	declines	in	spending	on	food,	mortgage	payments,	and	home	

repairs

2)	In	normal	periods:	
– Payday	loan	access	reduces	household	material	well-being
– Reduces	spending	on	nondurable	goods	overall	and	on	housing- and	

food-related	spending	particularly

Summary	of	Findings
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1) Highlighting	the	state-dependent	nature	of	the	effects	of	
high-cost	credit	on	well-being

2) Reconciling	conflicting	evidence	on	the	effects
3) Informing	policymakers

Contributions
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Presentation	Outline

• Facts	on	household	financial	preparedness
• Overview	of	the	payday	loan	market
• Empirical	strategy
• Results:	

– Households	facing	distress
– Households	in	normal	times

• Conclusion
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Facts	on	Household	Financial	Preparedness
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Many	Households	Lack	Access	to	Basic	Financial	Services

FRB	Report	on	the	Economic	Well-Being	of	Households

• About	30	percent	of	households	are	unbanked	or	underbanked
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Many	Households	Save	Little

• 50	percent	of	households	with	income	less	than	$40,000	report	zero	savings

• Source:	FRB	(2016)
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Many	Households	Can	Not	Easily	Handle	a	Small	Financial	Disruption

• 46	percent	of	survey	respondents	report	a	$400	emergency	expense	would	
be	hard	to	handle	(FRB	2016)

• Source:	FRB	(2016)
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Hardship	Events	Are	Prevalent

• 18	percent	of	households	reported	experiencing	an	economic	hardship	
in	the	last	year

• Source:	FRB	(2016)
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Payday	Loan	Market	Overview
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What	Are	Payday	Loans?

• Payday	loans:
• Small	value:	Often	$500	or	less
• Short-term:	Repaid	or	rolled	over	on	next	payday
• High-cost:	Fees	from	$10	to	$30	per	$100	borrowed	

• (400%	APR	for	$15	fee)



• Use	is	prevalent:
• 12	million	payday	borrowing	households	a	year	(Pew,	2012)
• Used	by	many	households	that	report	hardships
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How	Many	People	Use	Payday	or	Any	High-Cost	Loans?	

• Source:	FRB	(2016)
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Why	Do	People	Use	Payday	Loans?	

Pew	(2012)
• Recurring	expenses:	69	percent	

• 53	percent	for	utilities,	car	payments	or	credit	cards	
• 10	percent	for	rent	or	mortgage	payments
• 5	percent	for	food	

• Unexpected	emergency/expense:	16	percent
• Something	special:	8	percent
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Characteristics	of	Borrowers	

• Characteristics:
• More	likely	to	be	female,	single	parents,	African	American,	and	less	than	a	

college	degree	(PEW,	2012)

• Income:	
• 25	percent	of	borrowers	with	income	less	than	$15,000
• 56	percent	with	income	between	$15,000	and	$50,000	(PEW,	2012)

• Financial	conditions:	
• 55	percent	report	no	savings	(Ellihausen,	2009)
• 40	percent	of	applicants	without	a	general	purpose	credit	card	(Bhutta,	

Skiba,	and	Tobacman,	2015):	
• 80	percent	without	credit	available	on	credit	card	(BST,	2015)
• More	likely	to	have	been	turned	down	for	credit	or	have	been	60	days	

delinquent	on	a	payment	(Morgan	and	Pan,	2012)
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How	Often	Are	Borrowers	Renewing	Payday	Loans?	

• 82	percent	of	payday	loans	are	renewed	within	the	14	day	renewal

• Source:	CFPB	(2014)
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Number	of	Loans	in	a	Sequence	Is	Bimodal

• Source:	CFPB	(2014)
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Most	Households	Taking	1	or	2	Loan	Sequences

• Source:	CFPB	(2014)
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Data	and	Empirical	Methodology
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Data	Overview

• Consumption	data:	Consumer	Expenditure	Survey
• Confidential	data	on	census	tract	location
• Total	expenditures,	durable	expenditures,	nondurable	

expenditures	(broad	and	narrow	as	in	Lusardi	(1996))
• Major	breakdown	of	goods	and	services	(Kearney,	2004)
• Sample	years:	1998-2010

• Weather	event	data:	Sheldus Hazard	Database
• County-level	data
• 18	types	of	weather	events
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Empirical	Strategy:	Temporary	Negative	Shock

• Identify	payday	loan	access	(Melzer,	2011	and	2014)
• Study	households	in	states	do	not	allow	payday	lending
• Treated	households:	live	close to	the	border	of	states	that	allow	payday	lending
• Control	households:	live	far from	the	border	of	a	state	that	allows	payday	

lending

• Identify	temporary	periods	of	financial	distress	(Morse,	2011)
• Weather	events	that	cause	monetary	damages

• Study	the	interaction
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Advantages	of	These	Measures

• Advantages	of	payday	loan	measure
• Takes	advantage	of	variation	in	location	and	over	time
• Not	as	subject	to	endogeneity concerns	about	state	law	changes
• Not	as	subject	to	endogeneity concerns	about	lender	locations

• Advantage	of	studying	weather	events
• Unanticipated	negative	shocks
• Plausible	source	of	temporary	financial	distress
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Empirical	Strategy:	Temporary	Negative	Shock

Expenditureict = β1PaydayAccessct + β2WeatherEventnt + 
β3PaydayAccessXWeatherEventcnt + β4Borderc + γWit + δXst + δZnt + αs + αt + εicnst

• i is	household;	t	is	month	of	spending;	c	is	census	tract;	n	is	county;	s	is	state
• Expenditure	is	measured	in	levels	and	in	logs,	adjusted	for	inflation

• PaydayAccess is	a	dummy	=	1	dummy	variable	that	equals	1	if	a	household	is	in	a	
state	that	bans	payday	lending	and	also	lives	in	a	census	tract	within	25	miles	of	a	
state	that	allows	payday	lending

• WeatherEvent is	a	dummy	=		if	any	weather	event	that	caused	monetary	damages	
occurred	in	the	month,	in	the	county	of	the	census	tract

• Border is	a	dummy	=	1	if	a	household	is	within	25	miles	of	any	border

• Controls:	race,	age,	income	class,	family	size,	cubic	in	income,	county	unemployment	
rate,	county	employment	growth,	state	personal	income	growth,	log	of	state	
personal	income,	log	of	state	house	prices

• Cluster	standard	errors	at	the	county	level
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Empirical	Strategy:	Overall	Effect	of	Payday	Loan	Access

Expenditureict = β1PaydayAccessct + β2Borderc + γWit + δXst + δZnt + αs + αt + εicnst

• i is	household;	t	is	quarter	of	spending;	c	is	census	tract;	n	is	county	and	s	is	state
• Expenditure	is	measured	in	levels	and	in	logs,	adjusted	for	inflation

• PaydayAccess is	a	dummy	=	1	dummy	variable	that	equals	1	if	a	household	is	in	a	
state	that	bans	payday	lending	and	also	lives	in	a	census	tract	within	25	miles	of	a	
state	that	allows	payday	lending

• Border is	a	dummy	=	1	if	a	household	is	within	25	miles	of	any	border

• Controls:	race,	age,	income	class,	family	size,	cubic	in	income,	county	unemployment	
rate,	county	employment	growth,	state	personal	income	growth,	log	of	state	
personal	income,	log	of	state	house	prices	

• Cluster	standard	errors	at	the	county	level
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Payday	Loan	Law	Changes
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Weather	Events	Are	Prevalent	in	the	Sample



31

Expenditures	Similar	Between	Treatment	&	Control	
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Some	Demographic	Differences	Between	Treatment	&	Control



33

Results:	
Effects	of	Payday	Loan	Access	in	Distress	Periods
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Payday	Access	Mitigates	Declines	on	Nondurables

• Expenditure	regressions	in	logs
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Payday	Access	Mitigates	Declines	on	Nondurables

• Expenditure	regressions	in	levels
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Mitigates	Declines	on	Food	and	Home	Repairs

• Expenditure	regressions	in	logs



37

Mitigates	Declines	on	Food,	Mortgages,	and	Home	Repairs

• Expenditure	regressions	in	levels
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Results:	
Effects	of	Payday	Loan	Access	in	Normal	Periods



39

Spending	Reductions	in	Nondurables	Overall
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Spending	Reductions	Concentrated	in	Housing	and	Food



41

Conclusions

• Effect	of	payday	loan	access	on	household	well-being	depends	
on	whether	the	household	is	facing	distress
• If	facing	distress—improves	well-being	in	the	short	term
• If	not	facing	distress—worsens	well-being

• Can’t	tease	out	overall	welfare	effect

Issues	for	policymakers:	
• Many	households	are	financially	unprepared	for	distress
• At	least	some	households	are	likely	to	lose	access	to	this	market

• Alternatives	for	households	facing	distress?	


