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1 Research Proposal

1.1 Motivation

I am applying for the NBER Household Finance Research Grants to cover expenses for my re-
search project, "Credit Access and Collateral in Consumer Lending: A Large-Scale Field Experi-
ment in the U.S."

Since the 2008 Global Financial Crisis, the role of non-bank financial institutions as credit
providers for subprime borrowers has increased, likely owing in part to the credit tightening among
traditional banks and technological advancement in consumer credit markets. In particular, per-
sonal loans, or short-term installment loans ranging from $1,500 to $30,000, have become the
fastest growing consumer debt in the U.S. As of 2019 Q2, personal loans constitute 40% of credit
card debt outstanding in levels, and the year over year growth rate of personal loans (12%) is dou-
ble the growth of credit card debt (Tatham, 2019). The growing demand for personal loans among
financially vulnerable segments of the population makes assessing the impact of credit access on
borrowers’ financial outcomes of paramount importance to academics, industry stakeholders, and
policy-makers.

This research project proposes to study the effect of both increased access to credit and the
relaxation of collateral constraints on the subsequent financial outcomes of high credit-risk con-
sumers in the market for personal loans. I plan to examine the following questions:

1. What is the impact of credit access on borrowers’ subsequent credit score, access to credit,
and borrowing terms?

2. Which behavioral frictions are most prevalent in this credit market and matter for borrowers’
repayment and delinquency rates?

3. Is collateral an effective disciplining device that mitigates behavioral biases and reduces
delinquency?

Existing studies on payday lending show that, while expanding credit access to high credit-risk
borrowers can improve their welfare by allowing them to withstand short-term economic hard-
ships!, behavioral biases - such as self-control, biased beliefs, inattention, or lack of financial
sophistication— can lead to greater financial distress.> To inform this debate, I collaborate with one

"For example, Karlan and Zinman (2009a) find that expanding access to high-interest (i.e., 200% APR) loans had a
positive impact on consumers’ food consumption and economic self-sufficiency; Morse (2011) finds that the existence
of payday lending allowed borrowers to avoid foreclosures in the aftermath of a natural disaster; and Zinman (2010);
Morgan et al. (2012) find that payday loans allowed consumers to avoid costlier alternatives such as bank overdrafts.

For example, Melzer (2011) finds that low-income households are less likely to make bill payments after bor-
rowing due to increased debt service burden; Skiba and Tobacman (2011) find evidence that indebtedness from high-
interest, short-term loans leads to higher likelihood of bankruptcy; and Carrell and Zinman (2014) document adverse
effects of payday borrowing on job performance through increased cognitive stress from higher debt burden.



of the largest personal installment loan providers in the U.S, henceforth referred to as my lender,
and conduct a randomized controlled trial (RCT), where I randomly offer credit access to a group
of borrowers that are on the margin of being accepted but would otherwise be denied a loan in the
absence of this experiment. I describe the research design in detail below.

1.2 Research Design

Each month, individuals seeking personal loans will submit an online application to my lender.
Upon receiving the application, the lender compiles the applicants’ credit history and classifies
them into four credit risk groups— i.e., low, medium, high risk, or reject. This study focuses on
the applicants who are on the margin of being classified as a "high risk" or a "reject" group, or
whom my lender is ambivalent about extending loan offers. Once potential subjects are identified,
they will receive a secured loan offer via email. My lender normally only offers secured loans
collateralized by borrowers’ vehicle with equity to the "high risk" group, so subjects are effectively
being treated as if they’re in the "high risk" group. Once subjects agree to take-up the loan and
participate in this study, they will be required to bring relevant documents to the nearest loan
branch to formally sign the loan and receive funds.’

While the offer letters are being sent out, potential subjects will be entered into a randomization
where half of the subjects will receive a collateral waiver (i.e., unsecured loan). This treatment
assignment is revealed as a surprise when participants come to a branch to sign the loan. To be
clear, those who decide to take-up the loan will come to the loan branch with the expectation that
they will sign a secured loan that they have been offered via email. When they come to the loan
branch, however, a random subset of participants will be notified that they were selected to receive
a promotional loan offer that waives their collateral obligation. Unsecured loans traditionally carry
significantly higher price, because the lender bears the full cost in the event of charge-off. For the
purpose of this experiment, however, unsecured loan offers will have the identical loan terms as
the initial secured loan offers they received via email.

The rationale behind this surprise treatment is to ensure apples-to-apples comparison between
secured vs. unsecured loan treatment arms. If, for example, the final treatment assignment was
revealed at the initial loan offer stage via email, subjects who are more likely to default ex-ante
(conditioning on observables) may also be more likely to take-up unsecured loan offers in the pres-
ence of selection. This can lead to over-estimation of the effect of collateral because a subject’s
decision to select-in to a loan contract can be correlated with her repayment probability, con-
founding the disciplining effects of collateral with selection.* T address this concern by comparing
outcomes among those who are willing to accept a secured loan offer.

Once subjects sign the loan contract, they will receive an email requesting that they participate
in a ten-minute survey. Subjects will be notified that this survey is voluntary and refusal to par-
ticipate will not involve any penalty. They will also be notified that participation into this survey
will automatically enter them into a gift card lottery, where a winner can receive a $100 gift card
of their choice. If they agree, they will be directed to a survey website where they will be asked 15
questions designed to elicit their contract preference and screen behavioral biases.

3My lender requires borrowers to bring a valid government issued ID and proof of employment and collateral to
verify their ability to pay before issuing a loan in adherence to state lending laws.

“Both adverse selection or selection on anticipated effort (Finkelstein and McGarry, 2006) would predict that
borrowers who are more likely to default ex-ante would select-in to an unsecured loan contract.



This setup allows me to examine the three questions above. First, the impact of credit access
on borrowers’ subsequent financial outcome is identified by comparing the outcomes of study
participants to those who have been recently denied a loan from my lender. Given that this study’s
participants would have been rejected a loan in the absence of the experiment, comparing their
outcomes to otherwise similar applicants who have been rejected captures the causal effect of credit
access. I plan to examine their subsequent credit score, access to other financing, and contract
terms to assess whether receiving funds from my lender improved their financial prospects.’

Next, I document which behavioral frictions are prevalent in this market by analyzing the sur-
vey responses. The survey entails 15 questions that are designed to screen behavioral biases such
as self-control, biased belief, inattention, and financial sophistication. Documenting which behav-
ioral frictions are present and how they correlate with borrowers’ subsequent outcomes is crucial
for understanding whether behavioral frictions enhance or mitigate the impact of credit access. For
example, suppose that credit access worsens subsequent credit score due to high delinquency rates,
and that this effect is only present among present-biased borrowers. Such analysis can shed light
on the extent to which a behavioral bias undermines the benefit of borrowing.

Lastly, I evaluates the role of a common contracting feature — collateral — in disciplining be-
havioral biases. Both economic theory and industry practice motivate the use of collateral as an
optimal contracting tool in situations where borrowers cannot ex-ante commit to paying back the
loan.® However, there is no causal evidence to date’ on the role of collateral as an enforcement
device that reduces default by disciplining behavioral biases. By comparing repayment rates of
those who receive secured vs. unsecured loans, I can examine the effect of collateral in reducing
default. I will also test whether this effect is driven by borrowers that exhibit behavioral biases.

1.3 Summary

The goal of this study is to make further progress on the debate on the impact of credit access.
Relative to existing studies that focus on high-interest/short-term payday lending markets, this
paper focuses on a market for personal loans that is growing in size and serves a broader group
of subprime population. This study goes beyond estimating the directional effect of credit access
by (1) documenting which behavioral biases are prevalent and how they correlate with eventual
repayment, delinquency, and default rates; and by (2) assessing whether collateral can serve as a
disciplining device for borrowers who exhibit behavioral biases.

To my knowledge, this study will be the first large-scale experiment in the personal lending
market. The lender has agreed to sign loans with up to 5,000 to 7,000 marginal borrowers, and to
finance this study by setting aside a loss reserve. The results from this study can help lenders and
policy-makers craft credit market policies that mitigate delinquency while still enabling consumers
who need credit access the most to retain this access. While the experiment is conducted in per-
sonal lending market, the results are applicable to broader credit markets that also serve subprime
population and have similar contracting features (i.e., auto loans, mortgages, or HELOCs).

>My lender has information on previous applicants’ subsequent financial outcomes, which allows me to track their
financial health even if they did not ultimately receive a loan from my lender.

%See, for example, Bester (1987); Aghion and Bolton (1992); Hart and Moore (1994); Hart (1995) on the discussion
of transfer of control rights as optimal contracts in the presence of limited commitment and incomplete contracting.

7Jack et al. (2016) examine the effect of collateral on loan take-up and default rates in Kenya in the context of
allowing individuals to collateralize their loans with hard assets as a means to lower up-front borrowing requirement.



2 Itemized Budget

A substantial portion of the research funding will be used to cover the expenses related to con-
ducting surveys. Specifically, this study requests research subjects to participate in a short survey
designed to elicit subjects’ contract preference and behavioral biases. To encourage survey partic-
ipation, I plan to provide monetary incentives where subjects are entered into a gift card lottery
upon completion of the survey. Participants will be selected at random to receive gift cards of
their choosing. Given that the number of participants for this study will be between 5,000~7,000
(the exact number to be determined by the lender), I expect to spend most of the funding to fi-
nance these monetary incentives to improve survey participation. In addition to the survey, the
funding will be used to cover any travel expenses to the field office during randomization and data
collection phases of this study. Below is a draft of the itemized budget.

e Gift card incentives: $10,000 to purchase $100 gift cards for 100 people. This would be
advertised to increase survey participation.

e Travel: $5,000 covers up to 8 trips to the field office in Wilmington, Delaware. Here’s the
breakdown of each trip assuming two nights of lodging. Each trip roughly costs $600:
— Boston to Philadelphia or Baltimore (closest airports) round trip ~ $250
— Philadelphia to Wilmington train round trip =~ $50
— Lodging per night ~ $150; Two nights — $300.
Given that a substantial portion of the grant will be used to finance monetary incentives to

improve survey participation, I will strive to making resulting survey responses publicly available
to the extent possible, within the limits of confidentiality and informed consent agreements.
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February 18, 2020

Re: Recommendation for Olivia Kim

Dear Sir or Madam:

| write to give my strongest recommendation that you award Olivia Kim an NBER Household
Finance Research Grants for her research project, “Credit Access and Collateral in Consumer
Lending: A Large-Scale Field Experiment.” Three main reasons.

First, the research project. The project is extremely promising, is an excellent opportunity for the
field to learn about household credit markets, and requires funding. Olivia has gotten a non-
bank, on-line lender to agree to randomize its credit terms, giving some applicants who would
have been rejected a loan offer, and giving some people offered collateralized loans an
uncollateralized loan instead. This will allow Olivia to study the effects on the marginal borrower
of credit access and of collateral requirements. Of course, the lessons will be specific to this
market, but there is a large debate as to whether extending higher-interest credit to people with
poor credit scores for example can in fact be detrimental — the research on payday loans is a
nice example of this. Olivia’s project will bring experimental evidence on the benefits of credit in
a similar market.

Second, Olivia. She can carry this project out, and is exactly the type of person who | expect a
really good contribution to household finance. | have gotten to known Olivia extremely well over
the past few years, first as a student, then as a research assistant, and now as my co-author on
an ongoing research project. She is an extremely promising graduate student — highly skilled,
mature, and hard-working — and on par with the best finance students that | have advised. She
is working with me and Antoinette Schoar on a research project at the JPMorgan Chase
Institute on the effects of credit on households who own small businesses. She has several
completed research papers. | have enjoyed watching her early research projects and have
enjoyed advising her and seeing her now developing her own ideas. | have complete

MIT Sloan School of Management
Economics, Finance & Accounting
100 Main Street, E62

Cambridge, MA 02142 USA
mitsloan.mit.edu



MIT

MANAGEMENT

SLOAN SCHOOL

confidence in her to carry out this research (subject to the dangers that are always involved in
field research with a private company).

Please fund Olivia’s project.

Best regards,
Jonathan A. Parker

Robert C. Merton (1970) Professor of Finance
Department of finance, Sloan School of Management
MIT

MIT Sloan School of Management
Economics, Finance & Accounting
100 Main Street, E62

Cambridge, MA 02142 USA
mitsloan.mit.edu
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