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Literature Review of Payday Lending: Effects on Consumer Welfare
What is a Payday loan? 


The phrase payday loan has a lot of stigma surrounding it, so it is important to clarify what exactly we are speaking of.  A payday loan is a small cash advance, usually less than $300, for a short period of time, typically two weeks.  The process uses a personal check as collateral.  The borrower will write a postdated check to the lender for the amount of the loan minus the fee charged.  For example, the customer will write a $300 check, dated two weeks from the current date, and receive $250 back, with the $50 fee taken out.  When the loan has expired, the payday service will cash the check.

Though the process is simple, the resulting opinions are not.  There have been several academic papers written on the subject and in this literature review I hope to cover the most interesting and important while covering a wide array of the facets of the subject.  Critics claim that these risky loans are predatory, but the ambiguity of the word predatory makes that a hard issue to understand. The heart of the issue is whether these short-term high interest loans are harmful or beneficial to those who use them.  The published research discusses these ideas, as will be evident as I review them.  The four articles that seemed most pertinent to the discussion were Michael Stegman’s paper from the Journal of Economic Perspectives simply titled “Payday Lending”, Don Morgan and Michael Strain’s paper on the “Payday Holiday: How Households Fare after Payday Credit Bans”, Mark Flannery and Katherine Samolyk’s paper entitled “Payday Lending: Do the Costs Justify the Price?” and finally Adair Morse’s “Payday Lenders: Heroes or Villains?”
Michael Stegman

Payday Lending
Michael Stegman approaches the issue of payday lending from a mathematical and academic viewpoint.  He initially asks the important but often overlooked question of why haven’t stable, mainstream banks stepped in to deal with this issue?  He then divides the issue into supply, the firms, and demand, the consumers, of the market.  Then he asks the powerful question of should government overseers leave it alone, regulate it, or destroy it?  A detailed overview of what has been done by policy makers in the past gives a better understanding of what, if anything, our elected officials should do in the future.
Stegman addresses the lack of stable banking systems interest in payday loans in a very insightful way.  A common explanation for their lack of involvement has been a fear of reputation damage.  Doubt is cast on this idea is when you recognize that in many ways large banks already do provide a type of short-term high interest loans.  When regular checking accounts are overdrawn the customer pays a fee that is very comparable in size to a payday loan.  Interpreted into an interest rate, these figures look more like cash advances than typical bank loans.  The major explanation for the rise in these overdrawn fees given by the author is the general rise in noninterest, fee based income in the banking industry.  According the Stegman, noninterest income has risen almost twice as fast as interest income for banks.  Bounced checks and overdraft fees have become an increasingly important part of banking income.  For good or bad, this has also led to an increase in an attraction to more risky and less reliable borrowers, those that might take out a payday loan.
The supply of payday type lending, Stegman claims can be traced all the way back to the Great Depression of the early 19th century.  Everyday banks began to decrease these small risky loans when credit cards became more popular.  Cash advance shops popped up to fill the need for those borrowers that did not meet, or no longer met, the credit card’s standards.  In recent years, these types of loaners have consolidated, taking advantage of the economies of scale available to large providers.  Information processing and storing, increases in communication technology, a shortage of good locations, and the hostile legal environment are all added costs that increase the benefits of economies of scale.  There have also been claims that some lenders are “creating their own demand” through slick advertising targeted during prime borrowing times such as Christmas and back-to-school.  This argument is unclear at best since the ideas of creating demand and simply making the public more aware of your product, are hard to differentiate.

The demand for these short term loans is surprisingly widespread.   According to Stegman’s article, 5 percent of the population has claimed to have taken out such a loan and 10 percent say they are likely to do it in the future.  Regardless, payday loaners’ main market is consumers with poor or risky credit, but it is not the poorest of the poor that these loaners aim for.  Borrowers must have a checking account and steady employment to be eligible for such loans.  In Charlotte, North Carolina, payday loaners focused more on working class communities as compared to the poorest neighborhoods.  Another interesting detail shown by this paper is that as a factor, race is not to be ignored.  All else constant, Stegman claims that blacks are twice as likely to take out these types of loans and five times more likely to rollover the loan than whites.
From simple disclosure laws to complete outlawing, the government has many options available and has used an array of them in dealing with the industry.  However, we must first evaluate why government intervention is brought up in the first place.  As Stegman insightfully states, the type of policy that will be used surely depends on the attitude people take toward these lenders.  Are they just urgent but useful types of short-term loans or are they predatory businesses that increase the government’s welfare problem.  The problem of repeat customers becoming addicted to this expensive debt is certainly a worry.  It has even been cited that cash advance employees are rewarded for promoting repeat borrowing, thereby hurting, not helping, vulnerable borrowers.  
According to one study, 40 percent of borrowers roll loans over more than five times in the year borrowed.  Stegman mentions several statewide studies that show a trend of repeat customers rolling over a large percentage of loans to the next month resulting in large interest payments.  For this concern, many laws focus on limiting successive borrowing.  Twenty states currently limit the number of payday loans a customer can have at one time and thirty-one states limit customer rollovers.  Mandatory breaks between loans and limiting lenders’ legal resources to reclaim unpaid debts have also been used. 

Another form of regulation is the use zoning laws to keep these types of stores from collecting around vulnerable neighborhoods.  Limiting their relative location to each other and restricting their proximity to residential areas have sought to reduce overall and repeat borrowing.  A possible drawback to this approach is the opportunity for these businesses to be freed from pricing competition.  Imagine if the government did not allow gas stations to be located near each other.  Like gas stations, payday loans thrive off customer convenience, and could lose competition as a result of these laws. The last thing policy makers want to do is increase the credit burden on the vulnerable.
The “nuclear options” as Stegman describes them, would be those that seek to regulate the cash advance industry out of existence.  The chief of these approaches is the application of banking regulations and usury laws to the industry.  When Georgia implemented these laws, it essentially destroyed the payday loan companies.  North Carolina took the legal route of appealing to the state’s bad check law.  Under this law, no person or business can willfully give or accept a check that has insufficient funds to cover it.  This forced legal action on any active payday shop.
Michael Stegman describes the regulation of the payday lending business as a legal chess game.  A state will pass a law limiting their power and the payday lenders find ways around the law.  More parameters many times mean more loopholes.  The most famous of these loopholes is the rent-a-bank model taken on by cash advance lenders.  In the 1990’s many states began to regulate the large loan fees charged by payday loan companies.  Not long after a hole was found.  The lenders began to partner with out-of-state or national banks, which were not subject to the cap on fees and used them as a source of credit.  When this model came under attack from governments and advocacy groups the lenders began to use the internet as a way to circumvent local state laws.
Finally the author raises the all important question of what should policy makers do.  Solving the information problem that is associated with upfront fees, on top of the interest, on top of accidental fees is a suggested use of governmental resources claims Stegman.  It could be very beneficial to bring all these fees into a clearly consistent set of disclosure regulations.  These, he hopes, will help buyers see the problems associated with repeatedly rolling over loans.  The author’s final point is one not directed at the payday industry or at regulators, but one pointed squarely at the American people.  It is not business or government that is the preliminary problem of this situation.  It is America’s addiction to credit, and that is something that he fears goes deeper and farther than short-term loans.
Don Morgan and Michael Strain
Payday Holiday: How Households Fare after Payday Credit Bans
In 2004 and 2005 Georgia, followed by North Carolina, made illegal and hence closed all payday loans stores in their two states.  Donald Morgan uses the resulting data from these new laws to test the theory that payday loans are “debt traps” in his Federal Reserve Bank of New York staff report entitled “Payday Holiday: How Households Fare after Payday Credit Bans.”  A collection of data on the number of bounced checks, complaints about lenders and collectors, and Chapter 7 bankruptcies were used to measure the overall increase or decrease in welfare due to the banning of these types of loans.

The Center for Responsible Lending, a leading opponent of payday loans, supports the debt trap theory on the assumption that these stores are targeting customers with high cost loans in an effort to trap them into becoming repeat borrowers.  The CRL reports that most customers borrow 8-12 times a year, trapping 5 million families, resulting in payments of $3.4 billion annually.  These complaints have not been taken lightly by lawmakers.  Along with Georgia and North Carolina, Oregon, Pennsylvania, New York, New Jersey and many New England states do not allow these businesses to exist.  The question of whether payday credit is part of the problem or part of the solution is one that many states are struggling with.
Unlike Michael Stegman, who focused on the preexisting issues of payday lending, Morgan focuses his research on measuring whether Georgia and to a lesser extent North Carolina, had more or less financial problems after the ban on payday loans.  The results are persuasive.  Relative to other states, the people in Georgia substantially bounced more checks, complained more about lenders and collectors, and filed for Chapter 7 bankruptcy more after the ban on payday lending. Morgan shows this by measuring these three elements before the ban, after the ban, and the difference between the two.
These results make a clear argument that consumers find cash advances from payday lenders a cheaper solution to financial constraints than the bounced check protection offered by banks.  This makes sense when we realize that translated into APR, bank fees for covering a bounced check are equal to 2400 percent (this compared to average 390 percent charged by payday loans).  By taking the changes from other states and comparing them to the changes in the number of bounced check in Georgia, we see a 13 percent increase in the amount of checks returned in Georgia.  This comes to 300,800 more bounced checks per quarter, at $30 per check; Georgians paid $36 million more in returned checks fees.
Complaints from borrowers against lenders and collectors were measured by the Federal Trade Commission, which enforces debt collection laws.  When a borrower defaults on a loan, if they do not file for bankruptcy they are susceptible to asset repossession, but the law forbids vicious and deceptive methods.  Morgan used this information as a way to measure “almost bankruptcy”.  Using the same difference-in-difference technique, Morgan shows that the amount of complaints increased by 64 percent increase against debt collectors. Georgia was higher than any other state after the ban.
Bouncing checks measures an introduction of financial problems and complaints is an accurate measure of extensive credit problems; bankruptcy is the summation of serious problems.  Morgan measure Chapter 7, instead of Chapter 13, because the category of person that seeks a payday loan is the type of person that would file for Chapter 7.  The difference between the two chapters is that Chapter 7 results in a forfeit of all current assets, but future income is kept.  Chapter 13 is more of a rescheduling of debt payment.  Because of the average low income of payday borrowers, Morgan’s assumption makes sense.  Using the diff-in-diff we see an increase of 8.5 percent in Chapter 7 bankruptcies in Georgia relative to before the ban.
These statistics that demonstrated the harm done by the new law in Georgia had similar but less significant results in North Carolina.  With the later action of North Carolina to ban the loans and their recent bankruptcy reform, Morgan insists that the North Carolina results are only preliminary and are less important than those from Georgia.  Nevertheless, the data brought to light by this study is very telling of the usefulness that many Americans find for short-term high credit loans.

The final critic that Morgan confronts is the claim that these decreases in welfare after the ban are only due to the problems that are associated with the immediate withdrawal of the stores and that they only temporary.  In 2003 Hawaii took a different route than that of Georgia and North Carolina and actually doubled the allowable limit of loans from $300 to $600.  This larger “dose” of instant credit gives us a chance to look at the effects of loans from the increase in availability perspective.  If these critics are correct and credit traps are real, then we should see an increase in financial problems as more payday debt is allowed.  The results of the study proved just the opposite.  
The difference in the number of complaints about lenders and debt collectors saw a 50 percent decline as compared to other states.  Chapter 7 bankruptcies also fell by about 27 percent relative to the national average.  The Hawaii study shows that a higher available supply of payday lending leads to less financial problems for an area.  This starkly contradicts the debt trap theory, a theory that economically doesn’t make much theoretical sense.  Economists mostly view credit as a chance for consumers to smooth out consumption over times of hardship or in expectation of a future wage increase.  They cannot be tricked into taking on debt they knowingly cannot pay off.
Morgan concludes that Georgia and North Carolina are not financially better off as a result of their payday restrictions.  In fact, by all three measures they are worse off.  The Center for Responsible Lending predicted the ban would save Georgia families $154 million per year.  Instead, of saving the state money, the ban has noticeably cost them.  The data seems to show that these businesses are not predatory, but are instead just meeting the demands of money strapped Americans.  As the numbers of these payday stores increase, they will probably come under more fire.  But it is their ever increasing numbers, and in turn increasing competition, that assures us they are keeping their prices as low as possible, or are they?
Mark Flannery and Katherine Samolyk
Payday Lending: Do the Costs Justify the Price?

The payday advance industry that we have been discussing is made up of a widespread network of individual shops.  The data and theory we have looked at so far has taken a macro look at the entire industry, but Mark Flannery looked at the businesses in a different way.  In his paper “Payday Lending: Do the Costs Justify the Price?” Flannery uses individual store data from two large cash advance lenders to investigate store costs and profitability.  Using this store level data we can see whether the price of payday lending is predatory or just a reflection of business costs.
Alternative financial services, as the author calls them, are alleged to have high profit margins, but these statements are rarely supported by data.  In fact, there is a range of profitability within the payday market, especially between maturity levels of stores.  Recent startup lenders rarely make huge profits and in fact usually take financial losses their first few years.  It is for this reason that Flannery ignored “new” lenders and focused his analysis on “young” and “mature” stores.
The information gathered gives us a better understanding of how the supply of alternative financial services is structured.  The costs of this type of business are very fixed.  The rent for the building and the payment of the workers are a large cost to these lenders as compared to other parts of the financial market.  For this reason, loan volume is a major contributor to store income.  This helps explain the gap between new and mature store profits.
Another contributor to the high price of payday lending is the higher average default rate.  This of course is correlated with common economic understanding of interest.  The higher the risk of an investment, the higher the expected return should be.  If borrowers have a bad credit history, it would make logical sense to charge them a higher interest rate.  Considering that the average customer of these shops is not eligible for mainstream financial loans, they are by definition more risky.

Consumer groups not only complain about the unfair interest rates, but they also criticize these stores for targeting specific vulnerable groups.  Low income neighborhoods and military bases are seen as communities that are more likely to rollover loans to the next month.  It is the claim that chronic borrowing is the key to  payday loan success that is given special attention by this study.
Repeat customers, those claimed to be trapped by their cycle of debt, are the victims that consumer groups say are being extorted.  But in fact, these chronic borrowers are not especially profitable to these individual stores, not per loan at least.  They are of course more profitable in the sense that they visit the store more, but this is true for all businesses.  Are graduate students a victim of university’s because they pay for several more years of education?  The same is true for payday lending.  Repeat customers are only more profitable in the sense that they contribute to a larger volume.

A detailed look into the exact costs of the stores lets us know how much of the high prices are unavoidable.  The two major costs are the fixed costs of employees, rent, local advertising and taxes and the variable cost of loan defaults.  According to Flannery, fixed costs account for almost half of the total costs.  That comes to about $19-27 per loan.  Defaults on loans account from between 21-25 percent.  This equals roughly $6-9 per loan.  All of these statistics are greatly depending on the maturity of the store, with the mature store being generally lower cost.  For a loan of $100, these costs come to $11-14 per loan.  The average loan is $250 for 20 days with typical fees of $15-20.  We can see very little overcharging.  In fact, pretax income for mature stores comes to about $11.26 per loan and -$3.01 for young stores.  This all makes clear economic sense when realizing the huge boom in the industry over the last decade.  Competition has kept down any possibility of exorbitant prices.
When it comes to firm profitability in the payday loan industry, increases in volume are the key.  Older stores with more experience and regular customers are clearly more profitable.  Despite critics’ claims, Flannery found no significant relationship between stores with more repeat customers and profits.  Interestingly, race and income differences in location have little effect as well.  Loan rollovers are no more profitable than other kinds of additional loans.  High frequency borrowers are only more profitable in the sense that they increase the volume of the store’s loans.  It seems that the high cost of payday loans are a result of the high fixed costs and added loan defaults.  The data shows that efforts to cap fees will only put these services out of business.
The final part of Flannery’s paper suggests policy implications of the research.  He suggests that because volume is so important to the profitability of firms, we should not attempt to impede increases in the number of stores.  He also states that this firm is perfectly viable without so many repeat borrowers.  This implies that the stores have no incentive to trap customers in debt, other than the benefits of a simple increase in volume.  Another unique point is that currently payday loans are unamortized.  This means that there is no division of the debt into payments, each payment consisting of part interest and principle.  A possible way to help customers out of serious financial problems is to offer amortized loans, those able to be paid off in smaller sums.  The final point raised by Flannery is the all important question of the possible damages that could result in banning these loans.  The authors would not like to see these types of loans to go underground, where information is expensive and brutality laws are scarcely enforced.

Adair Morse
Payday Lenders: Heroes or Villains?

The common explanation of the benefits of payday lending is that they offer credit strapped customers with a solution to unexpected financial misfortune.  Adair Morse in his preliminary draft of “Payday Lenders: Heroes or Villains?” confronts this claim in a very unique way.  Personal economic distress can be due to many things, one of them being natural disasters.  The occurances of natural disasters are inherently out of the control of individuals and governments, but the resulting cost of the disaster is not.  By looking at the availability of payday loans in an area struck with a natural disaster, Morse measures whether these high interest loans are beneficial or harmful to borrowing communities.  
He measures welfare by investigating the number of foreclosures, alcohol and drug treatments, deaths and births in a community, all organized by zip code and measured before and after disaster.  Prior research has proven that birth and death rates decrease after a disaster and that building foreclosures increase.  They have also shown that drug and alcohol treatment goes down after this rude awakening.  Drug and alcohol abuse tend to rise in most stressful times, except for some reason in natural disasters.
Proponents of payday loans claim that they help distressed individuals smooth their consumption during times of financial shortage.  Payday loans are a way to avoid larger costs such as late fees, repossessions and possible evictions.  The opposing view is that payday loans tempt customers to over-consume with quick access to easy credit.  The resulting conclusion is that overall welfare can be increased by removing the temptation to overindulge.
To test the arguments of both sides Morse used natural disasters in communities in California from 1996-2005.  By using information from only one state, he held constant any legal restrictions on the cash advance industry.  To ensure accuracy, Morse measured the welfare determinants two years before and two years after the disaster.  Another benefit of using the exogenous shock of natural disasters is that previous data has shown payday lending shops do not open up in response to natural disasters.  This is probably because of the benefits of having a regular customer base in the payday loan industry.  There is no long-term demand and hence no chance to collect regular customers in an area with short-term financial shortage.

The conclusion of the data collected is that payday lenders do in fact provide an important service to communities in unexpected short-run financial hardship.  In fact, short-term high interest loans seem to be a valuable tool to communities trying to recover from unforeseen destruction of assets.
Natural disasters normally increase foreclosures, but areas containing payday lenders significantly counteract this increase.  What's more, in most communities birth rates drop following a disaster, but those neighborhoods with easy access to instant credit are able to sustain their previous rate.  The same proves true for the death rate after a disaster.  The final measure used is the amount of drug and alcohol treatments.  The decreases in these treatments are magnified when there is access to payday loans.
After concluding that payday lenders are beneficial to disaster victims, Morse then asks: are mainstream banks a good substitution?  By rerunning the estimation using normal banks instead of payday lenders Morse concludes that they are not.  In only 1/8 of the areas do banks assist financially troubled communities like payday lenders were successful in doing.  This seems to suggest that borrowers who are on the economic fringe on are unable to get mainstream forms of credit.
The structure of this assessment by Morse is a clear view into the demand for credit in times of crisis.  The randomness of natural disasters replicates those of vehicle troubles and unexpected declines in health.  It would be a reasonable step to conclude that any kind of exogenous shock, be it natural disaster or car accident, could benefit from the quick and accessible credit of payday loans.  Morse’s conclusion is that access to short-term, high interest loans is a need not being met by conventional creditors and is welfare improving to those on the fringe.
Conclusion
The research done by these economists is very helpful when thinking through the payday lending policy debate.  Michael Stegman showed that attempts to regulate the business have only led to structural changes in the industry and do not have the intended result.   Another important point he makes is that we cannot seek to entangle the government in the cash advance industry without also dealing with mainstream banks and their bounced check fees.  These two short-term loans are very similar, only most customers find payday stores to be cheaper.  Although Stegman demonstrates that many borrowers take out several loans a year, he did not prove that this was bad.

Don Morgan shows us that in fact these supposed debt traps don’t really exist.  He shows us that bounced checks, complaints against lenders and collectors, and Chapter 7 bankruptcies all increased after the ban in Georgia and North Carolina.  This paper reveals that payday lending is useful, not harmful to its users.  This industry does not seem to be particularly malicious against its customers.  This is a service that provides risky lenders with high interest loans.

Mark Flannery is able to show us that these businesses, like all business that are subject to adequate competition, produce their services at cost.  The pricing by these stores are not predatory, but just a reflection of the large fixed costs that individual stores pay.  These stores do not thrive off the debt cycle of its customers, and in fact gain no extra benefit from having repeat customers.  It seems clear that the payday loan industry provides a service to borrowers whose needs are unable to be met by mainstream creditors.  To take away or hinder this market will either stop beneficial transactions between buyers and sellers or it will simply send them to the more risky underground market.

Finally, Adair Morse constructs a statistical test to try and understand whether payday loans are beneficial in time of crisis.  In the end he concludes that these short-term high interest loans are able to decrease foreclosures and keep birth and death rates at their pre-disaster levels.  The findings of these writers are increasingly important in the political discussion.  In the last five years 14 states have prohibited this type of lending and most states highly regulate them.  This regulation has only increased the risk of being a payday lender thereby increasing the cost to potential borrowers. This paper puts the discussion out of a credit problem with financial results, but instead suggests that restrictions in this market could have lethal results.
Although the articles reviewed here are thorough, there are still some areas for further study.  One would be to see how the payday lending industry affects crime.  Does it cause the small minority who are hurt to commit more crimes?  It may even have the effect of lowering crime by raising the financial stability of the working poor.  Another interesting figure to know is that if payday loans truly are beneficial to borrowers, exactly how beneficial are they?  We know the costs of banning them, but we have yet to see the benefits of keeping them.  A final topic of interest is the question of who is benefiting from these bans on payday loans.  Elected officials are listening to someone when they make these decisions, who is it and how much do they stand to gain from it?
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