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Research Papers Job Market Paper 

Welfare Consequences of Payday Loan Regulation: Evidence from Rhode Island 

Payday loans attract a lot of attention from the media and legislators, who criticize the 
payday lending companies mainly for charging high interest rates and trapping borrowers 
in “debt cycles.” Placing caps on the loan fees is a common regulation, practiced by half of 
the US states, yet little academic research has examined the impacts or welfare 
implications. Using a difference-in-difference framework and a unique proprietary dataset 
of payday loan transactions between 2009 and 2013, I investigate the consequences of a 
policy change in Rhode Island. The policy lowered the cap on fees from 15% (~390% APR) 
to 10% (~260% APR) in mid-2010. I find that the lenders always charge the prevailing cap, 
creating a strong first stage. I also show that borrowers are price-sensitive both at the 
extensive and the intensive margin. The loan sequences become longer, while default 
decreases. No lender exits the market after the fees go down, implying that there was 
significant market power. A neoclassical welfare analysis shows that these changes amount 
to a 44% increase in consumer surplus. I then develop and calibrate a dynamic model of 
payday loan usage that allows for time-inconsistency, an assumption particularly suitable to 
describe subprime consumers. Simulations of the model show that such borrowers would 
still be better off with the lower fees, suggesting that the welfare gain from the reduced cost 
of usage outweighs the welfare loss from the heightened time-inconsistent behavior. 

Work in Progress 

Payday Loans: Out of Sight, Out of Mind? 

Many policymakers believe that payday loans are harmful to the financial well-being of 
consumers, and for that reason payday loans are currently prohibited in 17 states plus the 
District of Columbia. With an online segment estimated to comprise 25% of the market, and 
the difficulty of enforcing laws upon the online lenders that identify as offshore/tribal, these 
prohibitions may be proven not as effective as intended. Arizona imposed a 36% APR cap 
on payday loans in July 2010 which was effectively a prohibition as it pushed all storefront 
lenders out of the market. Using a proprietary dataset of online loans, and a difference-in-
difference framework, I investigate whether there is an increase in online loans after the 
new policy, indicating that consumers flow from the storefront market to the online one after 
the policy change. The results show the number of online loans from Arizona consumers 
actually declines. This can be due to the negative publicity and the financial education that 
preceded the policy change, or the result of some form of complementarity between the 
online and the storefront markets, for example, if the financial distress caused by borrowing 
from the storefront market leads the consumer to borrow from the online market as well. I 
also find that on the supply side, the licensed online lenders are substituted by offshore/tribal 
lenders after the new policy.  
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