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SUSAN PAYNE CARTER

Payday Loan and Pawnshop Usage: The Impact of
Allowing Payday Loan Rollovers

Millions of US households rely on payday loans and pawnshops for
short-term credit. Payday loan interest rates are as high as 25% per
2- to 4-week loans and individuals use a post-dated check to secure
the loan. Pawnshop usage is available for anyone with collateral. This
article examines whether individuals using payday loans in states where
rollovers are allowed are more likely to also use pawnshops together
with payday loans. I find that this is true for individuals who make less
than $30,000, but it does not hold for those with higher levels of income.
There may be some complementary relationships between payday loan
rollovers and pawnshops for these lower-income individuals. These
results are important when considering whether to allow payday loan
rollovers.

“WARNING: A small loan is not intended to meet long term financial
needs. A small loan should be used only to meet short term cash needs.”!
Despite regulators forcing payday lenders to post this announcement,
borrowers often do not heed the warning and extend their payday loans for
months by paying the interest on the loan and prolonging repayment until
the next period—a process called “rolling over.” The practice of rolling
over payday loans is popular, and 25 states have now prohibited rollovers

on payday loans.?

1. Indiana state law, IN ST 24-4.5-7-101, Chapter 7 “Small Loans,” requires this warning.

2. Over 50% of respondents in a national payday loan sample renewed payday loans three or more
times (Lawrence and Elliehausen, 2008). The Consumer Financial Protection Bureau has a new paper
documenting the frequency of individuals rolling over loans (Burke et al. 2014).
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Unlike credit from banks and payday lenders, pawnshop loans do not
depend on credit scores and are available to anyone. As payday borrowers
often have low credit scores and are credit constrained, pawnshops may be
one of the only options low-income borrowers have available after exhaust-
ing payday loan options.># This article looks at the use of payday loans and
pawnshops together, and studies the relationship between state legislation
allowing payday loan rollovers and their use. I find that borrowers who can
roll over payday loans three or more times and have low levels of income
are more likely to use pawnshops and payday loans together. Instead of
the two forms of credit being substitutes, as we might expect, pawnshops
may have a complementary relationship with rolling over loans for these
individuals. For those with a slightly higher income (between $30,000 and
$50,000), however, additional rollovers are not associated with a greater
use of payday loans and pawnshops together but are associated with a
greater likelihood of using payday loans. This result would suggest that
those using payday loans with slightly higher levels of income are not
turning to pawnshops with additional levels of rollovers. These differing
results depending on income status suggest that the relationship between
payday and pawnshop use is heterogeneous across individuals and regula-
tions focusing on limiting rollovers should consider how regulations may
affect these populations differently.

Compared with traditional bank loans, credit unions, and credit card
providers, both payday loans and pawnshops have high interest rates, with
some charging up to 25% per loan (equivalent to an annual percentage
rate (APR) of 650% if the interest was rolled over every two weeks
[25% % 26%]). If a borrower who is paid bi-weekly rolls over a $300
payday loan at an interest rate of 15% for three months, the borrower
pays $270 in interest on that loan. On average, individuals in Skiba and
Tobacman’s (2008) sample of Texas payday borrowers who defaulted on
their loans had already paid almost 90% of their loan in interest payments.

I use national-level survey data collected by the Federal Deposit Insur-
ance Corporation (FDIC) as a supplement to the January 2009 Current
Population Survey (CPS). The supplement asks questions on the use of

3. Logan and Weller (2009) find that one-third of payday borrowers have been denied credit during
the past five years. Carter, Skiba and Tobacman (2011) show that payday borrowers are liquidity
constrained relative to non-payday borrowers at a credit union in the western United States. Individuals
at the credit union who did not take out payday loans had an average of $6,529 available liquidity in
their checking, savings, and line of credit accounts. Individuals who used a payday loan during a given
six-month period only had an average of $832 available. In addition, 70.1% of the payday borrowers
in the sample had no available line of credit when they took out a payday loan.

4. Consumers also may turn to friends and family but there is minimal data on this form of credit.
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payday loans and pawnshops and provides an opportunity for researchers
to study the use of multiple alternative financial services at a national level.
As the survey is coupled with the detailed information provided in the
CPS, I can control for demographic characteristics that may affect demand.
According to the data, 3.4% of households in the United States use payday
loans and 2% use pawnshops.? Conditional on using a payday loan, there
is a 13.8% chance an individual uses a pawnshop loan.

To my knowledge, this article is the first to study the relationship
between renewal laws on the use of pawnshops together with payday
loans. Understanding the services people use together and independently
is important for giving a better understanding of the financial picture of
individuals. Studies focusing on the reasons for using a particular service
are important for determining the impacts of various regulations; however,
the external impacts are important as well. For example, if payday loans
are prohibited where else are borrowers turning? If borrowers are less
constrained in terms of taking out payday loans (allowing more rollovers),
does it have a positive or negative impact on substitutes? It remains to be
studied empirically whether rolling over loans has a positive or negative
effect on utility in general, but this article studies the first order impact of
rollovers on the use of the two services.

BACKGROUND ON PAYDAY LOANS AND PAWNSHOPS

To secure a pawnshop loan, a borrower leaves a material possession at
the pawnshop in exchange for cash. If the loan is not repaid, the object is
forfeited. Borrowers need neither a bank account nor a job to secure one
of these loans.% Pawnshops are regulated at the state (and sometimes local)
level, with limits on the length of the loan, the amount that can be charged
for interest, and shop locations.

Meanwhile, to obtain a payday loan, a borrower writes a post-dated
check in the amount of the loan plus interest due on the borrower’s next
payday. On the next payday, a borrower may choose to repay the loan,
renew the loan by paying the interest again, or default. While most states
do not allow payday loans to be renewed, 13 states allow up to six renewals
or do not regulate renewals at all. Research on whether payday loans are

5. In 2007, the Survey of Consumer Finance began asking about the use of payday loans. A total
of 2.38% of households had used them in the past year.

6. Johnson and Johnson (1998), however, report in their survey that 47.4% of their sample of active
pawnshop borrowers had a checking account and 49.1% had a savings account. Only 36.4% had neither
a checking nor a savings account.
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harmful or beneficial to borrowers is mixed and, at present, no definitive
conclusion has been reached.’

There is surprisingly little economic research on pawnshops, despite
having acted as an important source of credit for low-income borrowers
for centuries. One exception is John Caskey’s book Fringe Banking:
Check-Cashing Outlets, Pawnshops, and the Poor, published in 1994,
bringing attention to the understudied markets of pawnshops. The exact
time and place where pawnshops began is uncertain, but there are biblical
references to them in the Old Testament (Caskey 1994 from Levine 1991).
The symbol of pawnshops (three gold circles) that continues to hang on
most pawnshop storefronts today has its roots in the coat of arms of the
Lombards, who first began pawning items in Britain (Caskey 1994). In the
United States, pawnbroking began in the 17th century. By the 19th century,
there were a number of philanthropic pawnshops. Pawnshop popularity
diminished in the early 2000s; however, recent industry reports have
revealed that the pawnshop demand has increased since the latest economic
crisis (Haspel 2011). Today there are approximately 12,000 publicly and
privately held pawnshops across the United States.’

Payday loans began to gain popularity in the mid 1990s and into the early
2000s. Caskey (2005) argues that the rise in payday lending helped lead to a
decline of pawnshops. Many individuals who visited pawnshops had bank
accounts and jobs, and therefore were eligible for payday loans. In addition,
large pawnshops began to offer payday loans as well (Caskey 2005). By
2009, more than 10 million households used payday loans (Skiba and
Tobacman 2011). More recently, payday loans have spread to traditional
banks as well. Some banks, including US Bancorp, Regions, and Fifth
Third Bank, have begun to offer direct-deposit advances that are similar
to payday loans (Allyn 2011; Randall and Zibel 2011).

To study the policy implications of changing the number of rollovers
allowed, Li, Mumford, and Tobias (2012) use online payday loan data
to simulate the effect of changing state laws from allowing unlimited
rollovers to allowing no rollovers. They estimate that this change would
have no impact on the size of the loan taken out and would slightly
decrease the probability of default.

7. When payday loans are eliminated, the number of bounced checks increases and Chapter 7
bankruptcy filings rise (Morgan and Strain 2008; Zinman 2010). In addition, with the availability of
payday loans, individuals are better able to cope with income shocks caused by natural disasters (Morse
2011). On the other hand, it has also been shown that access to payday loans may increase financial
hardships, especially difficulty paying bills, the need to postpone medical care (Melzer 2011), and
filing for Chapter 13 bankruptcy (Skiba and Tobacman 2011).

8. http://www.uspawnshopdirectory.com/maillist.php.
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Avery and Samolyk (2011) use the FDIC supplement used in this article
to study both payday and pawnshop loans. They look at the use of payday
loans and pawnshops and measure the relationship between interest rate
ceilings and the use of these two forms of credit as well as the number
of storefronts. Their results do not show a large effect of interest ceilings
on the use of payday loans; meanwhile, there is a positive relationship
between the number of stores in operation and interest ceilings. These
results suggest that lowering interest rates will cause payday lenders to
adjust their operations, but it will allow borrowers to continue to take out
loans at a lower cost.

DATA

I use national survey data to explore whether state variation in payday
loan laws relates to the use of payday loans and pawnshops. In January
of 2009, the FDIC added a questionnaire to the CPS to gain more infor-
mation on the populations of individuals that do not have bank accounts
and that use non-bank financial services. The survey asked questions on
whether individuals had a bank account.’ In addition, it asked specific
questions on the use of alternative financial services: payday loans, check
cashing, pawnshops, rent-to-own usage, tax-refund anticipation loans, and
non-bank money orders. For each of these services, the survey asked about
the frequency of use and the reasons for using the service. These data
give us a better understanding of what combinations of services people
are using.

For someone to be considered a pawnshop user in my analysis, they must
answer “yes” to the question ‘“Have you or anyone in your household ever
sold items at a pawn shop?” and have a frequency of use of either “At least
a few times a year” or “Once or twice a year.” Meanwhile, an individual
is coded as using payday loans if they answer “yes” to the question ‘“Have
you or anyone in your household ever used payday loan or payday advance
services?” and they say that they have taken out at least one payday loan
in the past 12 months.

Summary statistics are included in Table 1. Those who use either
payday loans or pawnshops are younger and more likely to be married,
to be a minority, to have no more than a high school degree, to not own a

9. Approximately 7.7% of households were without bank accounts, and another 17.9% had bank
accounts but also used alternative forms of finance (FDIC 2009). A full summary of the findings as
well as state averages can be found in the “Executive Summary” (FDIC 2009) and the “Addendum”
(FDIC 2010).



SUMMER 2015 VOLUME 49, NUMBER 2 441

TABLE 1
Summary Statistics
Use Neither Use Just Use Both Payday
Payday Loans Payday Use Just Loans and
Nor Pawnshops Loans Pawnshops Pawnshops

Age 47.47 (17.51) 40.19 (14.62)  38.72 (14.18) 37.73 (13.47)
Female 47.63% (0.50)  46.69% (0.50) 51.84% (0.50)  46.13% (0.50)
Married 58.29% (0.49)  44.54% (0.50) 40.28% (0.49)  42.64% (0.50)
White 85.01% (0.36)  72.43% (0.45) 75.22% (0.43)  73.32% (0.44)
Black 8.50% (0.28)  20.99% (0.41) 16.73% (0.37)  19.20% (0.39)
Hispanic 9.96% (0.30)  11.82% (0.32) 14.80% (0.36)  13.97% (0.35)
High school grad 30.60% (0.46)  37.47% (0.48) 38.44% (0.49)  39.65% (0.49)
Some college 28.09% (0.45)  34.91% (0.48) 27.23% (0.45)  33.17% (0.47)
College plus 29.30% (0.46)  12.53% (0.33) 11.65% (0.32) 7.23% (0.26)
Not a citizen 6.61% (0.25) 5.37% (0.23)  6.39% (0.24) 3.49% (0.18)
One child 11.63% (0.32)  14.86% (0.36) 13.92% (0.35)  17.20% (0.38)
More than one child 16.55% (0.37)  22.38% (0.42) 20.67% (0.41)  26.43% (0.44)
Unbanked 5.13% (0.22) 9.31% (0.29) 27.15% (0.44)  23.94% (0.43)
Employed 51.44% (0.50)  49.51% (0.50) 40.72% (0.49)  41.90% (0.49)
Own a home 74.90% (0.43)  46.24% (0.50) 43.70% (0.50)  43.96% (0.50)
Income ranges

Income < $30,000 25.89% 35.77% 57.43% 47.95%

Income between 20.83% 28.73% 21.54% 29.53%

$30,000 and $50,000
Income greater than 53.28% 35.50% 21.03% 22.52%
$50,000

Note: Table 1 reports summary statistics on individuals who have not reported using payday loans or
pawnshops in the past year, have used just payday loans, have used just pawnshops, or have used both.
Only states where payday loans are legal are included.

home, and to have children relative to those that use neither service. When
comparing those who use just payday loans, just pawnshops, and those
that use both, it is not surprising that individuals who use just pawnshops
are more likely to not have a bank account (be unbanked) than those using
just payday loans. To take out a payday loan, individuals need to have a
bank account, so individuals who report using payday loans may have used
them in the past year and then no longer have a bank account. Those using
just pawnshops are also more likely to be female. Relative to those who use
just payday loans or just pawnshops, those that use both services are more
likely to have children. Individuals using these two services are also more
likely to have lower incomes. For example, 35.77% of people just using
payday loans make less than $30,000, 57.43% of people using just pawn-
shops make less than $30,000, and 47.95% of those that use both make less
than $30,000.
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ESTIMATION STRATEGY

As presented in Table 2, the state rules on payday loans and pawnshops
vary. I am interested in the use of payday loans and pawnshop loans,
focusing on the number of renewals allowed and controlling for interest
rates. State regulations on the number of rollovers vary from allowing
zero to not specifying a limit. Geographically, states that allow rollovers
are scattered across the United States, as are states that prohibit rollovers.
Figure 1 presents a map of the contiguous United States indicating states
where payday loans are illegal, and for states where rollovers are legal, the
number of rollovers allowed in each state. As the table and figure indicate,
a number of states prohibit payday loans, and I remove these states from
my analysis.

Ideally, to test for a causal effect of rollovers, those living in states with
and without payday loans would be the same except for this difference
in the law. Table 3 reports summary statistics on individuals living in
states that do and do not allow rollovers. Those in states that do not allow
rollovers have a slightly higher minority rate and slightly less education
on average. They also have more people (6.51% relative to 5.31%) who
are unbanked and slightly fewer (50.38% vs. 52.62%) people employed.
Otherwise individuals in the two groups of states appear similar. I further
split the states that allow rollovers into those states that allow one or two
rollovers vs. those who allow three or more rollovers. Again, the summary
statistics do not reveal significant differences between these groups in terms
of the population. Despite this, in my analysis, I cannot make a causal
argument that payday loan rollovers cause any differences in payday and
pawnshop rate because there may be unobservable characteristics about
people living in these various states, which lead them to be more or less
likely to use these services.

I measure the factors that affect an individual’s decision to use payday
loans and pawnshops by employing a multinomial logit model and using
variation in state laws. The multinomial logit is an extension of the binary
logit model which enables a test of the probability of unordered responses.
The four cases in this multinomial logit are: (1) neither payday loans nor
pawnshops are used, (2) only payday loans are used, (3) only pawnshops
are used, and (4) payday loans and pawnshops are both used. I restrict the
sample to only those states where payday loans are legal. In addition, I
run separate ordinary least square (OLS) regressions to measure whether
rollover laws are associated with use of each service in general as well.
While the multinomial results may show that individuals are more or less
likely to use both services together and more or less likely to only use
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FIGURE 1
Payday Loan Legality and Number of Rollovers Allowed

Legend

States
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Note: Payday loans became illegal in 2010 in Arizona. Rhode Island allows payday loans but prohibits
rollovers. Delaware allows up to four rollovers.

payday loans or only use pawnshop loans, it might hide whether they are
generally more or less likely to use each one of the services. For example,
if the results showed that individuals were more likely to use payday loans
and pawnshop loans together, it may be a result of more people using
payday loans, irrespective of whether they use pawnshop loans. By looking
at the OLS results in addition to the multinomial logit results, it will show
whether this is driving the results.

To capture observed factors that would affect the use of both payday
loans and pawnshops, I control for a number of demographic characteris-
tics including sex, age, marital status, the presence of children, and edu-
cation. I also include a dummy for whether someone has been on active
duty in the military.'° I include controls for state effects that may affect
use, specifically payday and pawnshop interest rate regulations, and I clus-
ter the standard errors at the state level. In addition, I control for income
and then further condition my samples based on income. While some indi-
viduals with earnings more than $100,000 per year do report payday loan

10. The “John Warner National Defense Authorization Act for Fiscal Year 2007 (H.R.5122) made
it illegal for a lender to provide a loan of greater than 36% APR to any military personnel because of
the concern that payday lenders were targeting people in the military (“Military Payday Loans” 2009).
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TABLE 3
Summary Statistics across States
Rollovers Three or
Allowed but More
No Rollovers Rollovers Capped at 2 Rollovers
Allowed Allowed or Less Allowed

Age 46.82 (17.44) 46.72 (17.45) 47.13 (17.41) 46.45 (17.46)
Female 47.74% (0.50) 48.29% (0.50)  48.34% (0.50)  48.25% (0.50)
Married 57.84% (0.49) 58.58% (0.49)  57.84% (0.49)  59.06% (0.49)
White 83.31% (0.37) 88.16% (0.32)  87.30% (0.33)  88.71% (0.32)
Black 8.89% (0.28) 5.74% (0.23) 5.91% (0.24) 5.63% (0.23)
Hispanic 13.03% (0.34) 7.86% (0.27) 4.57% (0.21)  10.00% (0.30)
High school grad 30.90% (0.46) 31.06% (0.46)  31.52% (0.46)  30.76% (0.46)
Some college 28.91% (0.45) 30.84% (0.46)  30.75% (0.46)  30.90% (0.46)
College plus 26.80% (0.44) 26.98% (0.44)  27.02% (0.44)  26.96% (0.44)
Not a citizen 7.46% (0.26) 5.20% (0.22) 4.05% (0.20) 5.94% (0.24)
One child 12.06% (0.33) 11.57% (0.32)  11.41% (0.32)  11.67% (0.32)
More than one child 16.95% (0.38) 17.53% (0.38)  16.27% (0.37)  18.36% (0.39)
Unbanked 6.51% (0.25) 5.31% (0.22) 4.85% (0.21) 5.61% (0.23)
Employed 50.38% (0.50) 52.62% (0.50)  52.87% (0.50)  52.46% (0.50)
Own a home 72.98% (0.44) 73.88% (0.44)  72.99% (0.44)  74.46% (0.44)
Income ranges
Income < $30,000 27.47% (0.45) 26.61% (0.44)  27.09% (0.44)  26.30% (0.44)

Income between $30,000 21.16% (0.41) 21.67% (0.41)  19.62% (0.40)  22.98% (0.42)
and $50,000

Income between $50,000 32.68% (0.47) 33.54% (0.47)  34.60% (0.48)  32.87% (0.47)
and $100,000

Income > $100,000 18.70% (0.39) 18.18% (0.39)  18.69% (0.39)  17.85% (0.38)

Note: Table 3 reports summary statistics on individuals who live in states that do and do not allow
individuals to roll over payday loans. Only states where payday loans are legal are included.

and pawnshop use, the majority of individuals using these services earn
less. After running the full sample, I then condition on those individuals
who make less than $30,000 and those who make between $30,000 and
$50,000. For the full population of individuals in states that allow payday
loans, 0.6% of people report using both of them, 4% report using payday
loans, and 2.2% report using pawnshops. When conditioning on those peo-
ple who make less than $30,000 per year, 1.2% report using both payday
loans and pawnshops, 5.7% report using payday loans, and 4.5% report
using pawnshops. For those who make between $30,000 and $50,000, 0.9%
report using both, 5.6% report using payday loans, and 2.6% report using
pawnshops.

My main variable of interest is the number of rollovers allowed. If a
state does not place a limit on the number of rollovers allowed, I define
the number of rollovers allowed to be six, which is the maximum of any
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other state. After running the initial regression, I then split the sample into
those states with two or fewer rollovers allowed and those with three or
more rollovers allowed, including those states that do not place a limit on
the number of rollovers. The relationship between the number of rollovers
and use of these two alternative financial services may not be linear, and
splitting the number in few and many rollovers allows for this flexibility.

RESULTS

The results for the multinomial logit are reported in Table 4. The first
panel (Panel A) includes relative risk ratios for the number of rollovers.
The second panel (Panel B) includes relative risk ratios for three or more
rollovers or two or fewer rollovers, relative to states where no rollovers are
allowed.

Those living in states with more rollovers have a relative risk ratio of
1.09 that is statistically significant. This suggests that the more rollovers
allowed is associated with an increase in the use of both payday loans and
pawnshops. Individuals are also slightly more likely to use just payday
loans and slightly less likely to use just pawnshops.

As mentioned in the previous section, this result can be explained by
either more rollovers being associated with more people using both payday
loans and pawnshops or just more people using payday loans in general,
with the same use of pawnshops. To study that question, I turn to OLS
regressions looking at the use of payday loans and pawnshops, reported in
Table 5. The OLS results paint a similar story. More rollovers are associated
with an increased likelihood that individuals use both payday loans and
pawnshops but by only 0.05 percentage points on a control mean of 0.65
percentage points and an increase in their use of payday loans in general
of 0.3 percentage points on a control mean of 4 percentage points.

I then split the states into those that allow few and those that allow
many rollovers. For those individuals living in states with three or more
rollovers relative to states where payday loans are legal but no rollovers
are allowed, the relative risk ratio is 1.74 for using both payday loans and
pawnshops, suggesting an increase in the use of joint use of payday loans
and pawnshops. The relative risk ratio of using just payday loans is 1.70,
suggesting that additional rollovers increase the likelihood that individuals
will use just payday loans. The relative risk ratio for using just pawnshops
is 0.57, suggesting fewer people only turning to pawnshops. In states where
only one or two rollovers are allowed, the relative risk ratios for any of the
outcomes are statistically insignificant.
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The results for separate OLS regressions are shown in Panel B of Table 5.
Individuals in states with a higher number of rollovers are more likely to
use payday loans and pawnshops together by 0.3 percentage points and an
increase likelihood of using payday loans by 2.55 percentage points. There
is no statistically significant effect on the use of pawnshop loans. Together,
this suggests that a higher number of rollovers are related to a greater use of
payday loans but no change in pawnshop usage, so it is not clear if rollovers
are more likely to be used together with pawnshops or not.

Heterogeneous Effects by Income

While the previous results suggested that payday loan rollovers and
pawnshops are not necessarily complements or substitutes, the impact of
rolling over loans may be different for individuals based on their income.
Those with lower levels of income may not have the ability to repay the
renewal rate each month, and thus have to turn to pawnshops more often.
I split the sample into those with less than $30,000 income and those with
an income between $30,000 and $50,000. I again run the same regressions
as previously reported and the results are in Tables 4 and 5.

First, I turn to the results looking at the association between the number
of rollovers and the use of both payday loans and pawnshops. The results
are similar to before with more rollovers slightly increasing the use of both,
slightly increasing the use of just payday loans, and slightly decreasing the
use of pawnshops. When I turn to the OLS results, however, for those with
income less than $30,000, more rollovers are associated with an increased
use of both payday loans and pawnshops by 0.14 percentage points on
a control mean of 1.1%, which is just over a 10% effect. Meanwhile,
there is no effect on either of the services in general. For those with
income between $30,000 and $50,000, there is an increased use of payday
loans but no subsequent increase in the use of both services together.
These results suggest that for lower-income individuals there may be some
complementary relationship between rollovers and payday loans but not
for low- to mid-income individuals.

I then turn to the results when splitting up the number of rollovers into
two or fewer and three or more rollovers. In the multinomial regressions
for those with less than $30,000 income, being in a state that allows
three or more rollovers has a relative risk ratio of 2.01 for using both
services. The relative risk ratio on using just payday loans is 1.21 and
not statistically significant and on just pawnshop loans is 0.58 and is
statistically significant at the 5% level. These results together suggest no
significant impact on using just payday loans but an increased likelihood
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of using both payday loans and pawnshops. I then run the OLS regressions
for this same subsample. The probability that an individual uses a payday
loan is unchanged by the number of rollovers, and the probability that an
individual uses a pawnshop loan is unchanged. However, the probability
that an individual uses both payday loans and pawnshop loans increases by
0.92 percentage points on a control mean of 1.12%. This result would again
indicate that in states that allow many rollovers, there is a complementary
relationship between payday loan rollovers and pawnshops for low-income
individuals.

When studying those who have a higher income (between $30,000 and
$50,000), the results are similar to the full sample not conditioned on
income with even greater effects on the likelihood of taking out payday
loans. This result would suggest that there is little, if any, complementary
relationship between pawnshops and payday loans when a high number
of rollovers are allowed for individuals that make between $30,000 and
$50,000.

I additionally split the sample based on race, gender, and education, as
shown in Table 6. Females in states with three or more rollovers are more
likely to use both services as well as more likely to use payday loans. There
is no statistically significant effect on the use of pawnshops. Non-whites are
also more likely to use both, more likely to use payday loans, and slightly
less likely to use pawnshop loans. Those without any college education are
slightly more likely to use payday loans when three or more rollovers are
allowed. In none of these results does it appear that there is an increased
use in both payday loans and pawnshops without there being an increased
use of payday loans in general. This would suggest, then, that income is
the driver for the complementary relationship between payday loans and
pawnshops.

DISCUSSION AND CONCLUSION

Payday loans are an expensive form of credit used by millions of
low-income people each year. State laws on payday loans vary in terms of
the interest rate and the number of rollovers allowed (if any). Recent papers
on payday loans have focused on the welfare costs or benefits of allowing
access to short-term credit. This article instead focuses on states allowing
rollovers on payday loans and the use of another form of nontraditional
banking, pawnshop usage. The article is one of the few to look at the
combined use of payday loans and pawnshops and the first to study the
relationship with states allowing rollovers. Understanding the full portfolio
of an individual’s credit decisions is important when considering financial
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regulations. This article is just one step in establishing a relationship
between two forms of alternative financial services.

Using data from a survey conducted by the FDIC, I find that individuals
with low levels of income living in areas where three or more rollovers are
permitted are more likely to use pawnshops and payday loans. Meanwhile,
those with a higher income are more likely to use payday loans but there is
no effect on pawnshop usage. There are a few reasons which could explain
these results.

First of all, one of the limitations of the study is the use of cross-sectional
data without random assignment, so a causal argument for the allowance
of rollovers and use of pawnshops and payday loans cannot be made. We
do not know whether individuals living in states that allow payday loan
rollovers are generally individuals that are more inclined to use either or
both of the services or whether state laws that impact rollover use also
affect other factors that affect the use of both services. Ideally, there would
be a change in a rollover law unassociated with other factors related to
the use of the service, and one could test whether this effect changed
the use of payday loans and pawnshops relative to other services. Or, if
individuals were randomly assigned to states, I might be able to make a
causal argument.

Second, one of the major complaints against payday loans is the belief
that individuals get stuck in a debt cycle when they take out a loan. It could
be, therefore, that payday loan rollovers lead low-income individuals into
falling further into debt, and thus they need to take out pawnshop loans
to supplement their income. If individuals do not have the funds to pay
the rollover fee, then taking out a pawnshop loan may be their preferred
method of payment. Alternatively, individuals may fall into so much debt
as a result of payday loan rollovers and thus have to turn to pawnshops
to help with consumption, either because they are repaying their loan and
thus need to take on more debt or because they default on their payday
loans and need to take out pawnshop loans. It, however, does not appear
that those with slightly higher levels of income have to turn to pawnshops
when more payday loan rollovers are allowed. It is possible that they are
turning to other sources of credit to help pay off their payday loans.

Finally, individuals may not be using full information or being rational
when using payday loans. Bertrand and Morse (2011) find that increased
information disclosures to payday loans customers increased repayment
rates and decreased indebtedness for some individuals. Carter, Skiba, and
Sydnor (2012) find that additional time to repay a loan does not affect
repayment rates, which is hard to explain using rational models of repay-
ment. It may be that individuals using payday loans are exhibiting present
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biased behavior, such as hyperbolic discounting, or do not understand the
impact of using payday loans. When given the chance to roll over a loan,
low-income individuals may rather take out a pawnshop loan, or another
payday loan, than repaying it immediately. Increased disclosure statements
that show individuals the debt cycle they might fall into if they do not repay
might help individuals both in the reduction of the use of payday loans and
of pawnshops if they are not using full information when making their deci-
sions. I cannot test this result in this article, but it might be a policy avenue
that would help these individuals without prohibiting the loans.

The article shows that in states where payday loan rollovers are allowed
there is no impact on the likelihood of using payday loans or pawnshops for
low-income individuals but there is an increased likelihood that they will
use both of them. These results suggest that there may be some negative
consequences for low-income individuals when they are not bound by
rollover limits. The welfare impacts of rolling over payday loans need
to be examined further, but it is clear that regulations on payday loans,
specifically rollovers, may affect individuals differently based on income.
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