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Introduction and Summary

We are pleased to submit these comments on payday lending abuses in response to the Consumer
Financial Protection Bureau'’s request after its January field hearing in Birmingham, Alabama. We
appreciate the chance to comment on the debt trap inherent to payday lending, and we are grateful
for the supervisory guidance on payday lending that the Bureau has issued since the Birmingham
event.

In these comments, we analyze research results to demonstrate the following points:

e Payday loans are structured to create a long-term debt trap. Although payday loans are
marketed as a way for borrowers to take on short-term debt to cover emergencies between
paychecks,!” the reality is in fact very different. The product’s structure—lack of underwriting,
high fees, short-term due date, single balloon payment, and having access to a borrower’s
checking account as collateral—results in most borrowers having no choice but to take out
more loans to pay off the initial loan. In fact, some lenders offer no-cost loans to new
borrowers knowing that even with no fees charged on the first loan, they can count on most
borrowers needing to take on additional (full-cost) loans to pay back the original fee-free loan.

e Over 75 percent of payday loan volume is because of churn—borrowers having to take
out additional loans to pay off the original debt. This debunks the industry’s argument that
the large annual loan payday loan volume—estimated to be $29.8 billion for storefront payday
and $14.3 billion for Internet payday in 201218—is evidence that there is a strong demand for
payday lending. Loan volume does not represent true demand but rather is a reflection of
trapped customers.

e Extended payment plans are not an adequate solution. The industry often points to
extended payment plans as more evidence that payday loans do not create a debt trap.1® The
truth is that the economic incentives of the payday loan business model are stacked against
widespread utilization of these extended payment plans, and data reveal that in fact very few
eligible customers are ever placed into one.

¢ Payday loans result in long lasting financial harm . The debt trap and loan churn inherent to
payday lending creates great borrower harm. Nearly 50 percent of borrowers default on their
payday loans, triggering more fees and placing their bank accounts at risk. These borrowers
face potential court action, wage garnishment, or having their debt sold to a collection agency.
Payday loan use is associated with higher rates of bank account closures, delinquency on other
debts, or even bankruptcy.

¢ Bank payday lending and internet payday lending cause the same harms as their
storefront counterparts. Payday lending leads to long-term indebtedness and harms
borrowers regardless of whether borrowers receive them from storefront lenders, banks, or
online.

e Payday lenders target communities of color. For example, payday lenders are nearly eight
times as concentrated in neighborhoods with the largest shares of African Americans and
Latinos compared with white neighborhoods. In California alone, they drain $247 million in
fees from communities of color.



e There are a wide range of options for consumers to bridge a budget gap without creating
a spiraling debt trap. Payday lenders like to claim that low-income families have no options
other than payday loans. This is simply not true. Low-income consumers report taking
advantage of affordable small-dollar loans available in the marketplace or non-credit other
options, such as pursuing payment plans with creditors, emergency assistance programs, and
budgeting to eliminate unnecessary expenses. Payday loans push these safer options further
out of reach.

Research from the University of North Carolina supports the notion that the debt trap of payday
lending creates so many long-term problems that borrowers are better off without having access to
these abusive loans.2? The study, which reviewed the impact of North Carolina’s rate cap that
effectively eliminated storefront payday lending in the state, found that the absence of payday
lending has had no significant impact on the availability of credit.2! Moreover, it has made helped
more households than it has harmed.22 Nearly nine out of ten North Carolina households
characterize payday lending as a “bad thing,” and this overwhelming proportion holds true for
households that have experienced financial hardship or that have previously taken out a payday
loan.23

Given the structural problems with payday loans and the long-term negative consequences payday
borrowers face, we urge the Bureau to use the full panoply of tools available to it—including
supervision, enforcement, and rulemaking—to end the debt trap caused by these loans.

Payday Loans Are Structured to Create a Long-Term Debt Trap

CRL’s 2009 research paper, Phantom Demand,?* demonstrates that the structure of payday loans—
lack of underwriting, high fees, short-term due date, single balloon payment, and having access to a
borrower’s checking account as collateral—results in a long-term debt trap. It also highlights the
speciousness of the payday industry’s argument that the high volume of payday lending represents
strong demand for these loans.

In the study, researchers analyzed loan-level data obtained through public records requests to state
regulators regarding all borrowers who take out more than one payday loan a year. The study
sought to understand whether the subsequent loans were taken sporadically for separate
occasions, or whether the first loan was for access to capital and the subsequent loans were
necessary because the borrower could not afford to pay off the original payday loan (i.e., loan
churn). An example of loan churn would include a borrower taking out a payday loan, paying it off
on the next payday, and then needing to take out a new payday loan during that pay period because
he or she couldn’t afford to pay for basic living expenses. As a result, the researchers assumed that
any loan made within the same two-week period in which a previous loan was paid off represented
loan churn. The results are conservative, as many bills (e.g., rent, utilities, car payments, and the
like) are paid monthly, and so loans made within a month of paying off a payday loan are likely to
be because of loan churn.

The study found the following:
o For loans that went to repeat borrowers, the great majority were originated shortly after

a previous loan was paid back, with half of new loans opened at the borrower’s first
opportunity and 87 percent opened within two weeks.



¢ Borrower churn inflates overall payday loan volume by over $20 billion each year, with
76 percent of all payday loans generated by the debt trap.25 Only a small fraction of the
total lending—$6.6 billion—is not directly attributable to loan churning.

¢ This loan churn costs households $3.5 billion in extra fees each year.

These findings show that becoming trapped in debt is the rule rather than the exception with
payday loans. We largely attribute this pattern to the way the product is structured: the lack of
underwriting, high fees, short-term due date, single balloon payment, and having access to a
borrower’s checking account as collateral . This point is illustrated by looking at the impact of
repaying the average $350 payday loan on a family’s budget over a two-week period, as
demonstrated by the table below

A Two-Week Payday Loan Results in a Debt Trap, Even With No Fee?t

Income and expenses
for payday borrower
earning $35,000/year

Cost of a Two-Week Payday Loan

$0 per $100 (free loan)

$15 per 100 (391

$20 per $100 (521

percent APR) percent APR)

Income and Taxes
Income per halt-month | ¢ 3,4 15 $1,346.15 $1,346.15
pay period
Taxes $16.42 $16.42 $16.42
Social Security $88.92 $88.92 $88.92
Income after tax $1240.81 $1240.81 $1240.81
Payment due on $350 | ¢35 4 $402.50 $420.00
payday loan
Paycheck remaining
after paying back $890.81 $838.31 $820.81
payday loan
Household two-week
essential
expenditures
Food $178.65 $178.65 $178.65
Housing $476.50 $476.50 $476.50
Transportation

insurance, gas, . : .
(i g $144.38 $144.38 $144.38
maintenance)
Heath care $95.88 $95.88 $95.88
Total essential $895.42 $895.42 $895.42
expenditures
Money remainingin | g4 ¢4y ($57.11) ($74.61)

paycheck (deficit)




Regardless of whether the payday loan is offered for free (as many initial loans are) or for $15-$20
per $100 borrowed, a typical household will struggle to meet its basic obligations and repay the
payday loan debt in a two-week period. Within one pay period, they have enough money to either
repay their payday loan or meet very basic expenses, but they cannot do both. Many families will
have other expenses not captured here, such as a car loan and child care, clothing, other debt
obligations, etc., exacerbating matters. Thus, to make ends meet after paying back the first payday
loan, a family needs to take out a new loan during the same pay period.

The False Promise of Best Practices

In response to clear evidence that payday loans create a long-term debt trap, the industry has
pointed to its own “best practices” and some state laws that call for repayment plans, cooling-off
periods, and renewal bans. CRL’s research report, Springing the Debt Trap,?” found that these do
not work to end the debt trap of payday lending.

Repayment Plans

The CRL report finds that repayment plans go virtually unused. The reason is that payday lenders
have every incentive to keep borrowers out of these plans because loan churning is much more
profitable. As a result, lenders structure these repayment plans to minimize the number of
borrowers that receive them. For example:

e Although payday lenders are generally required to furnish borrowers with information about
these plans, they have little incentive to cast these plans in a positive light.

e In atleast one state with a payment plan provision, lenders tweaked their business model
slightly to ensure that trapped borrowers did not trigger the eligibility requirements for
payment plans.28

e Lenders often structure the terms of a plan to be more expensive in the short-term for a
borrower since they typically have to pay more to enter into a payment plan agreement than to
simply flip their loan. For example, a borrower taking out a $325 loan has to come up with $94
to pay the first installment of a typical payment plan,2? or $52 to renew the loan (either directly
or through a back-to-back transaction—repaying the first loan and then quickly taking out
another payday loan to be able to afford living expenses).

e Even in the state with the most permissive statutorily-mandated repayment plan, only a small
fraction of eligible loans are repaid using an extended installment plan.3 Washington State’s
law requiring the availability of a repayment plan at any time before a loan is in default and
with no additional fee took effect in 2010. Out of 1,093,776 loans made in the state that year,
only 146,065, or 13.35 percent, were repaid under an extended plan. We would expect this
number to be much higher, given CRL’s research finding (discussed earlier) that churn accounts
for three out of four payday loans.

Renewal bans/cooling-off periods

Almost every state allowing payday lending has some sort of restriction on the renewal of payday
loans. Many policymakers enact renewal bans to address concerns that these ostensibly short-term
loans are repeatedly rolled over into long-term debt. Payday lenders often support these measures,



knowing they have already found effective ways around them. For example, payday lenders
routinely circumvent this by having borrowers pay off their loan and immediately take out another;
this process is termed a “back-to-back” transaction. Because these types of transactions technically
do involve paying off the loan—if only for a moment before a new loan is originated—they are not
considered renewals.

Some states have sought to enforce renewal ban provisions with a “cooling-off” period of a business
day or two between loans. In some states, this cooling-off period is enforced between each loan, but
in others it is only activated once the borrower takes out a certain number of consecutive loans.
Either way, these cooling-off periods do little to end the debt trap of payday lending, for borrowers
simply wait until the cooling-off period has expired to take out another payday loan.

Payday Loans Create Long-Lasting Financial Harm

It is widely acknowledged, even by the payday industry itself, that long-term use of what is
intended to be a short-term product is harmful. For example, the Community Financial Services
Association of America (CFSA), the payday industry’s trade group, stated in its consumer guide that
payday loans are “not a long-term solution” and that “[r]epeated or frequent use of payday
advances can cause serious financial hardship.”31 Federal banking regulators agree with this
assessment. In a warning to national banks considering partnering with payday lenders, the Office
of the Comptroller of the Currency (OCC) stated that repeatedly renewing a payday loan either
through extending a loan directly or through a series of back-to-back transactions was an
exceedingly expensive and unsuitable way to borrow over the long term.32 In addition, the Federal
Deposit Insurance Corporation (FDIC) has concluded that extensive use of payday loans is harmful.
In guidance to banks that sought to partner with payday lenders, the regulator found that keeping
borrowers in payday loan debt for more than 90 days a year (the equivalent of six two-week loans)
was inappropriate.33 Along the same lines, the National Credit Union Administration (NCUA) has
advised that short-term loans more expensive than 18 percent APR be limited to three every six
months (equating to six per year).34

In order to determine the longer-term impact of payday lending, a 2011 CRL research report,
Payday Loans, Inc.,35 tracked payday borrowers for two years after taking out their first payday
loan. The authors documented the size of the original loan, how many transactions borrowers
conducted over a 24-month period, how long borrowers remained indebted, and how many
borrowers defaulted. Key findings include:

e Onaverage, borrowers stayed indebted to payday lenders far longer than the FDIC
maximum limit of 90 days. Overall, borrowers in the study were indebted an average of 212
days (58 percent) of the first year they borrow and continued to be indebted over half the time
in their second year. If we leave out the 15 percent of borrowers who took out only one loan in
the two-year period, the remaining borrowers were indebted 345 days (63 percent) of their
first 18 months and 432 days (59 percent) of the full two-year period.

e Payday loans increased in size and frequency over time. The data indicated that borrowers
tended to become more heavily indebted—taking out loans more frequently and for larger
amounts—as they continued to borrow from payday lenders. Active borrowers (those taking
out at least one loan in each six-month period of the second year) took out an average of nine
loans in the first year and 12 loans (or one/month) in the second year.



e In addition, the data showed that the amount borrowed also increased over time. The first
loans taken out by borrowers were for relatively small amounts (an average of $270),
compared with an average loan amount over the whole two-year study of $466—a 67 percent
increase. This is problematic because taking out larger loans puts borrowers at greater risk of
being unable to retire their payday loan debt and as a result needing to take out a new loan each
pay period.

¢ Asignificant share of borrowers became late or defaulted on their payday loan,
triggering more fees and placing their bank account at risk. 37 percent of borrowers
experienced default in the first year of borrowing. Within the first two years, 44 percent did.

The payday lending industry claims that 95 percent of loans are paid on time,3¢ but this does
not mean that a debt trap does not exist. This claim does not reflect that a typical borrower will
open a new loan shortly after paying off the old loan. A low per-loan default rate should be
expected because payday loans are timed to be due on borrowers’ payday, when they have an
infusion of cash that can be used to repay the loan. Moreover, lenders can effectively repay
themselves, since borrowers who cannot repay the loan can simply take out a new loan to retire
the original debt. Since most borrowers take out many loans, the default rate on a per-borrower
basis is extraordinarily high; nearly 50 percent of all borrowers will ultimately default.

Several other studies support CRL’s findings. For example, in his seminal book on the history of
the payday lending industry, Professor Robert Mayer notes that the typical payday lending
company must set aside just over three percent of loan volume for losses, anticipating one out
of every 30 loans will go unpaid. However, because lenders report that their borrowers take
out about eight loans on average in a given year, one in four borrowers will incur a default.
Mayer concludes that “[t]hese debtors will flounder and drown, but in most cases not before
they have generated more in fee income than must be written off in principal.”37 Another study
of alarge Texas-based payday lender found a 54 percent default rate for payday borrowers who
took out loans on a bi-weekly basis. 38 It concluded that by the time the borrower defaults, he or
she will have serviced that payday loan five or six times and have paid over 90 percent of the
amount of the principal in fees and interest alone.3?

The payday lending debt trap has negative consequences for borrowers beyond defaulting on the
payday loans themselves, including:

e Additional financial stress on borrowers, with both the lender and the borrower’s bank
assessing non-sufficient-funds (NSF) fees, which average about $30 each..

¢ Legal ramifications for those that ultimately default on the loan, who face potential court
action, wage garnishment, or having their debt sold to a collection agency.

e Losing their bank accounts, since research has shown that access to payday loans is linked
with increased rates of involuntary bank account closures.40

e Filing for bankruptcy. One study*! found that payday borrowers nearly doubled their chances
of filing for bankruptcy compared with households of similar financial status who were denied a
payday loan.42

e Becoming delinquent on other debts. Another study found that once credit card users began
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borrowing from payday lenders, they became 92 percent more likely to become delinquent on
their credit card payments.43 In addition, a study comparing low- and middle-income
households in states with and without access to payday lending found that those who could
gain access to payday loans were more likely to have difficulty of paying bills or to have to delay
medical care, dental care, and prescription drug purchases.*+

Bank Payday Loans Cause the Same Debt Trap as Storefront Lenders

Given the well-documented harms of the payday loan product, it is particularly troubling that a few
banks have begun making payday loans directly. National banks offer payday loans that do not
have to comply with state consumer protection laws such as interest rate caps that are intended to
end the long-term debt trap of payday lending.*> At least two national banks and at least two state-
chartered banks are currently offering payday loans in states where traditional payday lending is
not permitted.46

Like payday loan shops, these banks require that a borrower have a source of income (or public
benefits) and a checking account to qualify for a payday loan, but they do not underwrite the
borrower’s ability to repay the loan without having to take out another payday loan to meet
recurring obligations. This practice harms not only borrowers but also legitimate lenders and
businesses. By ensuring they are first in line to grab what they can from borrowers’ incoming
deposits, banks leave their customers with fewer funds to repay lenders who do perform
meaningful underwriting and less to spend on needed goods and services.

A CRL study, Big Bank Payday Loans,*” found that bank payday loans are structured similarly to
their storefront counterparts and have a similar impact on borrowers. Analyzing Lightspeed
Research Inc. checking account data from a nationwide sample of U.S. credit card holders that is
representative across geography, household income, and credit scores, this report found that:

¢ Like their storefront counterparts, bank payday loans are very expensive, carrying an
APR of 365 percent based on the typical loan term of ten days.

The typical bank payday loan was outstanding for only ten days.48 Banks typically charged $10
per $100 borrowed,*° amounting to a 365 percent APR. Even when the loan was outstanding
for a full month, the APR of 120 percent is significantly more expensive than alternative credit
products such as credit cards or consumer finance loans. For example, in the second quarter of
2011, the average credit card interest rate paid was 13.10 percent and the average interest rate
on a 24-month personal loan from a commercial bank was 11.47 percent.50 The high rates on
bank payday loans have nothing to do with credit risk, as the loans are only made to borrowers
with direct deposit and are repaid in full immediately upon deposit, resulting in a very low
default rate.

¢ Also like their storefront counterparts, bank payday loans often lead to a cycle of long-
term indebtedness; on average, bank payday borrowers take out 16 loans and are in debt
for 175 days per year, nearly twice as long as the maximum length of time the FDIC has
advised.

Banks allow loans of up to half of a customer’s monthly direct deposit income or $750,
whichever is less. As a result, it is not surprising that the analysis found that 44 percent of
customers’ next deposits go toward repayment of their loan.5! This large proportion no doubt



contributes to the long-term debt cycle experienced by many bank payday borrowers.

o Nearly one-quarter of all bank payday borrowers are Social Security recipients, who are
2.6 times as likely to have used a bank payday loan as bank customers as a whole.

The authors were not able to determine to what extent the higher likelihood for Social Security
recipients to use a bank payday loans arose from seniors being targeted by banks for payday
loans (rather than being offered lower-cost checking account lines of credit), or from financial
pressures (such as a monthly cycle for receiving Social Security benefits) pushing seniors into
these loans. The report did find, however, that on average, when a Social Security recipient had
an outstanding bank payday loan, the bank took a sizeable proportion (33 percent) of the
borrower’s next deposit to repay the loan and fee.52

Internet Payday Loans Are No Different From Storefront and Bank Payday Loans

CFA surveyed a sample of twenty Internet payday lender websites in 2011.53 Like their storefront
and bank counterparts, internet payday lenders feature no underwriting for ability to repay the
loan,5* and they are first in line to receive the proceeds from a direct deposit. The only
requirements of receiving an internet payday loan are having a checking account, identification, and
an income (or public benefits). Key findings of the CFA survey include:

e Lenders require electronic access to borrowers’ bank accounts. Instead of holding a paper
check to secure payment of loans made at payday loan stores, Internet lenders gain
authorization to electronically deposit loan proceeds and withdraw payments directly from
borrowers’ bank accounts. Some online lenders include authorization to create demand drafts
to extract payments from bank accounts, even when consumers exercise their rights under the
Electronic Fund Transfer Act to revoke authorization for lenders to electronically withdraw
payments.

e Borrowers complete online applications and provide Social Security numbers, bank account and
bank routing numbers in online applications at lender or lead generator websites.

e The loan size ranges from $100 to $1,500, with payment due on the borrower’s next payday
with loan terms ranging from five to thirty days.

e The typical cost of a $500 loan is $125 or 652 percent APR for a two-week loan. The surveyed
loan costs ranged from a low of 378 percent in Kansas to 780 percent charged by six lenders.

e The default payment plan for most sites is to pay the finance charge only, with no reduction in
loan principal for several paydays before payments include small reductions in principal. To
initiate payment in full in one pay cycle, a borrower has to notify the lender days before the due
date to request the lender to withdraw the full amount. The Federal Trade Commission
recently filed a case against an online lender with such a default payment plan and charged the
lender with violating the Truth in Lending Act for failing to disclose the full cost of the loan
based on the default payment structure.5s

e Although some lenders purport to be state-licensed and to comply with state rate caps and loan
terms, many online lenders claim choice of law from states with no rate caps or from foreign



countries. A growing number of online lenders claim to be exempt from state law enforcement
because of tribal sovereign immunity.

e Online lenders pay up to $110 for referrals of qualified loan applications from lead generators
or affiliate marketers and some lenders encourage borrowing by offering discounts on the
initial loan. Online lenders that make loans in states where licensed typically also link
applicants to lead generators when applications come from states they do not serve.

Payday Lenders Target Communities of Color

The Federal Reserve Board’s Survey of Consumer Finances (SCF) conducted in 2007 and released in
2009 provides a portrait of families who acknowledged using a payday loan in the prior year
compared to families who did not use these loans. The findings, issued as a report by the Center for
American Progress, are consistent with earlier research.5¢ Payday loan users tend to have less
income, lower wealth, fewer assets, and less debt than families without payday loans. They are
more likely to be minorities, single female head of household, and younger than non-payday loan
users. These borrowers have less education than consumers who do not use payday loans and are
much less likely to own their own homes. Although nearly half of families who did not use payday
loans described themselves as “savers,” only one-quarter of payday loan users say they are savers.5?

These findings confirm earlier research and regulator data that demonstrate that minorities, lower-
income, and otherwise vulnerable families are the consumers most likely to be paying triple digit
interest rates for single payment loans based on unfunded checks held by a payday lender.

The debt trap of payday lending has a particularly adverse impact on African Americans and
Latinos. A disproportionate share of payday borrowers come from communities of color.>8 This
disproportionate share is even more significant because African Americans and Latinos are much
less likely to have a checking account than whites>%—a basic requirement of getting a payday
loan—which would lead one to believe that the concentration of payday lenders should be lower
than in white neighborhoods.

Research indicates that payday lenders target these communities. For example, a 2005 CRL
analysis of payday lender locations in North Carolina found that, even when controlling for a variety
of other factors, African-American neighborhoods had three times as many payday lending stores
per capita as white neighborhoods.® Another study examining the location patterns of both payday
lenders and banks in North Carolina found similar patterns. The author noted that after controlling
for other variables, “a one percentage point increase in the population that is black will reduce the
number of banks by one percent and increase the number of lenders by one percent.”¢! Another
study of Washington State payday lenders concluded that “payday businesses do intentionally
target localities with a high percentage of African Americans.”62

CRL’s most recent research paper on racial profiling by the payday industry, Predatory Profiling,®3
examined the location of payday lenders in California, comparing their proximity to and
concentration in African American and Latino communities relative to white neighborhoods. To
determine whether payday lenders are serving areas that banks have neglected, the researchers
performed the same analysis on bank branch locations, incorporating neighborhood race and
ethnicity to determine whether banks appear to be systematically underserving such areas. CRL
found the following:



e Payday lenders are nearly eight times as concentrated in neighborhoods with the largest
shares of African Americans and Latinos compared with white neighborhoods, draining
nearly $247 million in fees from communities of color.

The analysis found that neighborhoods with the greatest concentration of African Americans
and Latinos are about 2.5 times closer to the nearest payday lender than neighborhoods with
the fewest African American and Latinos. Not only are payday lending storefronts located in or
closer to communities of color, payday lenders also tend to cluster in these areas, with more
stores in a given African-American or Latino neighborhood than a neighborhood with a greater
share of white households. Payday lenders are also nearly eight times as concentrated in
neighborhoods with the largest share of African Americans and Latinos as areas with the lowest
concentrations of these groups.

Payday lending advocates often cite the disinvestment of banks and other mainstream financial
institutions in communities of color as the reason payday lenders move to these neighborhood.
Our analysis found that there were only slightly fewer bank branches in African American and
Latino than in white neighborhoods.

¢ Even after controlling for income and a variety of other factors, payday lenders were 2.4
times more concentrated in African American and Latino communities. On average,
controlling for a variety of relevant factors, the nearest payday lender was almost twice
as close to the center of an African American or Latino neighborhood as a white
neighborhood.

Banks were only slightly farther away from areas with the highest share of African Americans
and Latinos compared with neighborhoods with the lowest levels of these groups.

¢ Race and ethnicity played a far less prominent role in the location of mainstream
financial institutions such as bank branches. Whereas race and ethnicity accounted for
over half the variation in payday lender location explained by neighborhood factors, they
explained only one percent of the variation in bank branch locations.

Payday lenders’ targeting of racial minorities has a destructive effect on borrowers and, by
extension, the communities in which they live. The $247 million California communities of color
pay in annual payday loan fees are drained from their communities. They could be saved or better
spent on food, car repairs, medicine, housing, child care, education, or other needs.

There Are a Wide Range of Options for Consumers to Bridge a Budget Gap Without Creating a
Spiraling Debt Trap.

Payday lenders often compare their loans with bank overdraft charges, implying that the
alternative to payday loans is incurring more overdraft fees.* Because overdraft charges tend to be
paid back faster than payday loans, their APR can be even higher than that of payday loans. Itis
illustrative that the payday industry defends its product not by comparing it with legitimate
alternatives, which are much lower cost. (We outline some below.) Instead, it compares itself with
abusive bank fees, which we hope the CFPB will regulate. In fact, these bank fees are not a
substitute for payday products; to the contrary, borrowers who take out payday loans are more
likely to fall prey to these bank fees as well. This is not surprising, because payday loans are
secured by a borrower’s personal check or automatic electronic access to a borrower’s bank.
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Much of the available data suggest that payday lending increases involuntary bank fees. Because
one-quarter to one-half of all payday borrowers default in a twelve-month period, payday lending
can actually spur overdraft fees.65 In North Carolina, payday borrowers paid over $2 million in NSF
fees to payday lenders in addition to the fees assessed by their banks in the last year their practice
was legal.¢¢ Moreover, Harvard Business School researchers found that payday lending can
increase the odds that households will repeatedly overdraft and ultimately have their banks close
their checking accounts.6’” Therefore, rather than lessening the impact of overdraft fees on a
family’s budget, payday loans exacerbate it.

Payday loans are worse than the other options that families can utilize to manage a budget
shortfall.68 Payday lenders are able to stay in business despite these alternatives by offering the
first loan at no or greatly reduced cost. And, then once borrowers stuck in that cycle, they can’t get
out and their financial stress is dug deeper and extended for longer periods of time than if they had
never drawn the payday loan to begin with.

In fact, payday borrowers have other options, even if it is whatever alternative they will face if they
default and the payday lender turns them down. In fact, the market includes a range of responsible
small-dollar loans that have these features:

e atleasta 90-day repayment term, repayable in equal installments; No personal check
mechanism, compulsory debit authorization, or other unfair collateral (such as a car title);

e reasonable limits on renewals (e.g., renewing small-dollar loans more than four times per year
is a sign that loans are not helping borrowers);

o full consideration of borrower's ability to repay the loan other than through additional loan
proceeds; and

¢ no mandatory arbitration clause.

Examples of other options reported by borrowers as ways to handle financial stress include the
following, all of which become more difficult to access once a borrower falls into the long-term
payday debt cycle:

e Saving: Even small amounts of saving that are regularly depleted and rebuilt can help
consumers weather unexpected expenses and income irregularities.

e Budgeting and doing without: Credit should not be a substitute for income. Borrowing will
only worsen a structural imbalance between income and expenses.

e Borrowing from friends and family: People are often reluctant to borrow from friends and
family, who also may be reluctant to lend unless there is a true emergency; as a result, this type
of borrowing is more likely to stay in check and only be used when truly necessary.

e Payment plan with creditors: Many creditors will negotiate partial payments if a payment
plan is in place. Working out a payment plan with creditors can allow the consumer to adjust
billing to pay off bills over a longer period of time.

¢ Advances from employers: Some employers grant paycheck advances at no cost to

employees. Because this is a true advance, and not a loan, there is no interest and also no
incentive for predatory lending.
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¢ Consumer credit counseling: Various consumer credit counseling agencies throughout the
country can help consumers work out a debt repayment plan with creditors or develop a
budget. These services are available at little or no cost.

e Emergency assistance programs: Many faith-based groups and community organizations
provide emergency assistance, either directly or through social services programs. For
example, in partnership with state agencies, the federal Low Income Home Energy Assistance
Program (LIHEAP) provides financial assistance to low-income households that are in a heating
or cooling weather-related emergency.

e (Credit Union Loans: Many credit unions offer small, short-term loans to their members.®® For
example, North Carolina State Employees' Credit Union offers members a salary advance loan at
11.75% APR—30 times cheaper than a typical payday loan. Some credit unions also offer free
financial counseling and a savings plan to help members get back on their feet. Many other
credit unions offer very low interest rate loans (prime to 18 percent annual interest) with quick
approval on an emergency basis.

e (Cash Advances on Credit Cards: Many payday borrowers have credit cards. Credit card cash
advances, which are offered at about 30 percent APR plus the cash advance fee, are much
cheaper than getting a payday loan. Secured credit cards tied to savings accounts are another
option. One study found that payday borrowers who also had a credit card had substantial
liquidity in the credit card on the days they took out payday loans.”?

e Military loans: Several companies offer loans ranging from $500 to $10,000 to active duty and
retired military personnel. Payday loans are ten to 13 times more expensive than these small
consumer loans. These loans cost less than payday loans because they have much lower APR,
ranging from 33-35 percent. All military relief societies offer free small dollar loans with
installment repayment schedules to the service members they support. For example, the Air
Force Aid Society has a $500 Falcon Loan; the Navy-Marine Corp Relief Society offers a $300
Quick Assist Loan; and the Army Emergency Relief loan program replaces the need for using a
high-cost loan.

¢ Small Consumer Loans: Small consumer finance companies offer double-digit APR small,
short-term loans. Charges for these loans typically range from 25-36 percent APR. These loans
are also much cheaper than payday loans; a person can borrow $1,000 from a finance company
for a year and pay less than a $200 or $300 payday loan over the same period.

Many of these alternatives take more effort than obtaining a payday loan, but taking on more debt
when one is unable to meet current expenses is something that should not be done lightly. The
seductive ease of payday loans (the flip side of lack of underwriting) is part of the problem. Indeed,
research has shown that the more temptations one is offered, the harder it is to resist them and do
the right thing.”? Ending the debt trap of deceptively easy but ultimately destructive payday loans
will lead more borrowers to consider alternatives that may take more effort at the outset but will
lead to more financial stability in the long term.
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Conclusion

Payday loans are destructive to borrowers and the communities in which they live. Like subprime
loans of the early 2000s, payday lenders (whether storefront, online, or bank) do not underwrite
borrowers for their ability to repay the loan. Just as subprime lenders depended on continually
refinancing their loans, so do payday lenders. Just as with subprime loans, this refinancing cannot
go on forever. Eventually, 50 percent of payday borrowers default and face a cascade of
consequences, but not before paying hundreds of dollars to service the initial loan multiple times.
In this process, their limited income is stripped away, going into the hands of payday lenders rather
than staying in their community to pay for essentials such as shelter, clothing, food, and medicine.

The abusive debt trap of payday lending must end. We urge the Bureau to use the full panoply of
tools available to it—including supervision, enforcement, and rulemaking—to end the debt trap
caused by payday lending.

Thank you for the opportunity to comment on this important topic. If you have any questions or
need more information, please do not hesitate to contact Susanna Montezemolo at the Center for
Responsible Lending at (202) 349-1850.
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