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Payday lenders repeatedly attempt to dodge reforms

In recent years, a growing number of states haweted interest rate caps and other protections
to eliminate abusive payday lending practices tifzgt consumers in long term délibespite
industry claims that “the Law is there to protestand consumers,bayday lenders repeatedly
evade these rules, finding new ways to maintainness as usual and continue to offer short
term loans with triple-digit interest rates.

The latest form of subterfuge is one in which thgday lenders position themselves as brokers,
seeking licensure under state-level laws desigo@ddulate credit repair organizations. Under
this scheme, payday lenders charge the maximumesiteate allowed on the underlying loan
plus an additional "broker" fee, typically rangifigm $20 to $25 per $100, resulting in loans
with an effective annual percent interest (APRgxcess of 500%. See table below.

Payday Lender Cost Olf OB arr(l) I;ered
Ace Cash Express 792% APR
Advance America 533% APR
Cash America 533% APR
CashNetUSA 664% APR
Check N Go 662% APR

The emergence of this brokering subterfuge thrabghuse of credit repair laws increased
exponentially after 20051n that year, federal regulators cracked down aydpy lenders’ tactic

of partnering with national banks to evade statesamer protection lawsMeanwhile, payday
lenders have experienced a more general contractitie number of states in which they are
permitted to make high-cost loans. Since 2005 tai@ $1as granted payday lenders authorization
to lend at triple-digit rates and an additional stiates, the District of Columbia, and Congress
have all taken affirmative steps to roll back drigauthorizatiorf.
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In response to these efforts, several national
payday lending companies have become registereq While operating as a registered
as credit service organizations (CSOs), using CSO in Texas, Check 'n Go
broker fees to preserve a defective product, and includes the following disclaimer
with it triple digit effective interest ratésThe in all contracts with borrowers,

: “Check 'n Go is not providi
table on page one shows the cost of a typical $300 you?/f/;ithnan;;j\rl}gerg?w 'ng

payday companies operating under state credit financial situation or credit
repair laws, as disclosed by the companies needs."

themselves pursuant to the Federal Truth in
Lending Act®

To the consumer, whether the payday lenders opest®f state restrictions or use a brokering
model to evade existing protections, the resutiéssame: loans with triple-digit interest rates
and balloon payments due by their next paydayatmthlized by direct access to the borrower’s
checking accourtWe have no evidence that payday lenders are offéegitimate credit repair
services.The bottom line is that in exploiting credit replaws — typically CSO Acts at the state
level — payday lenders are perpetuating the sachdeidit trap.

How Payday Lenders “Operate” as Credit Repair Organzations:
A Typical $300 Two-Week Loan Transaction
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Payday loans brokered through credit repair laws pgpetuate the debt trap

Payday loans are typically marketed as a quicky easergency loan product that helps working
families address short-term financial hardshfpsiowever, because of the predatory design of
these products the vast majority of borrowers camatk away after the initial loan, but must
continue borrowing every pay period to pay off pnevious payday loan. The typical borrower
is stuck in the payday debt trap for nine pay pisj@nd ultimately pays $822.50 in principal
and interest for a $350 loah.Payday lenders’ ability to churn borrowers irsttrianner
continues unabated as they operate under stati¢ ipair laws.

The destruction to families’ financial securityrsienot from the license or label which payday
lenders carry, but rather from the terms of thelpob itself: high fees, and balloon payments due
in full on a borrower’s next payday. By posingaaskers, payday lenders continue to offer
payday loans on the same terms, protecting thpletdigit interest rates and leaving consumers
worse off than when they started. Research shioatdecause of their high costs and terms,
payday loans leave borrowers unable to pay othist biore likely to file for bankruptcy, and
exhibiting decreased productivity at work due te tasulting stres¥.

Payday lenders are exploiting laws intended to adass very different practices

Many of the state statutes used as havens by pdgndgrs were modeled after the Federal
Credit Repair Organizations Act, passed by Congre$896 in response to the proliferation of
credit repair scams. The act was intended “togatdhe public from unfair and deceptive
advertising and business practices by credit repginizations*

Of the thirty-seven states that have adopted a B8&Cxwenty-six currently allow entities
licensed under these statutes to offer the seofiobtaining credit from a third-party lender in
exchange for a fee paid by the borrower. In theabs of other protections, this subset of states
is vulnerable to this particular form of brokerisgbterfuge; however, the same model could
easily be applied to other brokering statutes. Ageendix A (Vulnerability Assessment of CSO
Laws by State).

Because credit repair acts were originally desigonaegulate actors offering debt relief
services, not lending services, these statuteotbnnit the fees and fail to incorporate such fees
into the cost of the underlying credit. In additi@ators licensed under CSO statutes are not
necessarily subject to the restrictions that applyther small-dollar consumer lenders.

In particular, the absence of provisions incorgatabrokering fees into the calculation of
interest has been seen by payday lenders as aationifor fee-packing. This loophole has
resulted in a migration of payday lenders to CS@ At several states for the sole purpose of
perpetuating their usurious business model, evaditegcaps that would otherwise prevent the
payday debt trap*
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Recent state developments

Today, sixteen states plus the District of Colunbizhibit the issuance of triple-digit interest
rate payday loans. This trend signals a return to the commonsensall stollar usury laws that
protected consumers from triple-digit interest sdte the better part of 60 years. Since 2005, as
states have rolled back the special exemptionsatlthbrized payday lending, there has also
been action taken to close brokering loopholes$®©Q\cts, through both legislative and
regulatory efforts.

Regulatory Activity

In 2006, the Michigan Department of “The purpose of [the CSO]

Labor and Economic Growth found business model appears to be to
that broker fees charged by payday avoid the interest rate limits... as
lenders operating as credit repair well as the fee limitations placed

on... payday loans.”

- Linda Watters, Michigan
Commissioner of Financial and
Insurance Services

organizations are a “deceptive
subterfuge designed to extract
impermissible fees from a borrower”
and evade the state’s applicable usury
law.*®

In 2008, Florida’s Office of Financial Regulatiorobght an action against a payday
lender operating as a licensed credit repair omgdioin, finding that its broker fees must
count toward the loan’s interest rate becauseritig/'s structure as a credit repair
organization was a legal form without economic $ase’’

Legislative Activity

In 2007, California’s statute was amended to pribleiiedit repair organizations from
obtaining an extension of credit from a third-pdeyder for whom the organization
provides underwriting, billing, payment processiagdebt collection servicéé.

In 2010, Maryland passed a bill incorporating brdiees assessed by credit repair
organizations in the calculation of interest aref¢fiore subject to the rate cHp.

Recommendations

As payday lenders are increasingly excluded frormketa throughout the country, states must
ensure that they are not left vulnerable to braigesubterfuge. A comprehensive interest rate
cap is the proven way to spring borrowers fromghgday lending debt tr&8.Despite the
payday industry’s claims to the contrary, both bargrs and communities benefit when high-
cost lending is bann€d.

State regulators and enforcement officials shoxédrene their statutes to determine whether
they could preemptively address this abuse byngsaoi a clarifying opinion related to the
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treatment of credit repair organizations’ brokexdas interest. Regardless of the approach,
whether initiated by the regulator or the legidlatut is imperative that states ensure that broker
fees, like those imposed by licensed credit rep@janizations, are treated as intefésh

addition, states should consider affirmatively mypayday lenders from operating as licensed
credit repair organizations, either by prohibitimgkering conduct within CSO Adtsor by
excluding actors who broker loans from licensingemthese Acté

Credit repair statutes were not designed with payeladers in mind, and refusing to license and
legitimate them as credit repair organizations \@qurkeserve the original intent of these laws,
while closing the book on this form of brokeringpterfuge.
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Appendix A: Vulnerability Assessment of CSO Laws byState

The table below provides a state-by-state summidignits on payday lenders’ ability to operate asdit
repair organizations, based solely on an assessheath state’s CSO Act. Shaded states have

potentially high vulnerability to this form of sudstuge®® Their actual vulnerability would depend on the
range of lending and brokering laws in place, dredextent to which they reach loans brokered bgicre

repair organizations.

CSO Act permits CSOs to obtain loans

No CSO
Act

CSO Act does not permit
CSOs to obtain loans

CSO fees included
as interest

Other
protections apply

Alabama

Alaska

Arizona

Arkansas

California

26

Colorado

Connecticut

Delaware

District of
Columbia

Florida

27

Georgia

Hawaii

Idaho

Illinois

Indiana

lowa

Kansas

Kentucky

Louisiana

Maine

Maryland

Massachusetts

Michigan

27

Minnesota

Mississippi

Missouri

Montana

Nebraska

Nevada

New Hampshire
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CSO Act permits CSOs to obtain loans

No CSO | CSO Act does not permit CSO fees included Other
Act CSOs to obtain loans as interest protections apply

New Jersey

New Mexico

New York

North Carolina

North Dakota

Ohio 28

Oklahoma 29

Oregon

Pennsylvania

Rhode Island

South Carolina

South Dakota

Tennessee 28

Texas

Utah

Vermont

Virginia 28

Washington

West Virginia

Wisconsin

Wyoming

Notes

! See Uriah King and Leslie Parrisbpringing the Debt TrapCenter for Responsible Lending (December
2007), available at http://www.responsiblelendimg/payday-lending/research-analysis/springing-tabtdrap.pdf.
2 Advance America Company Creed, “About Advance Aoset www.advanceamerica.net. See also, Consumer
Financial Services Association, “Industry Best Ficas,” available at

http://www.cfsa.net/industry _best_practices.htn#l (hember will comply with all applicable laws. A méer will
not charge a fee or rate for a payday advanceadimat authorized by state or federal law.”).

% APR calculations for each payday lender come tirémm each payday lenders’ website: Advance Aozer
available at http://www.advanceamerica.net/apptyafdoan/fees/TX; Ace Cash Express,
http://www.acecashexpress.com/paydayloan/docs/T#&_Eehedule_1-07.pdf; Cash America, Official Website
available at http://www.cashamerica.com/LoanOpti6ashAdvances/RatesandFees.aspx; CashNetUSA,aDffici
Website, available at http://www.cashnetusa.confdeedule-texas.html (this rate reflects CashNetld ga#ites
Texas, where the company operates as a CSO; indddidlaryland, where the company also engageayidgy
lending through state credit repair laws, the rates683% and 682%, respectively); Check N Go,ciaffWebsite,
available at http://www.checkngo.com/resourceststanter/states/tx.rates#schedule (this rate teflélseck N
Go’s rates in Texas, where it operates as a C8@hio and Maryland, where the company also engagesyday
lending through state credit repair laws, the rates 677% and 676% APR, respectively).
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* See, e.g., American Banker, “A Surprising Congmaiin Payday Trend”, 2005 (“Since federal guideditteat went
into effect in July seriously curtailed payday lerg] most of the publicly traded specialists in tieéd have turned
to an alternative model: the credit services orgation.”).

® In 2005, the FDIC prohibited payday lenders fraamtpering with out-of-state banks in order to sktete level
usury laws, through what is often referred to agat-a-charter” ruse. Regulators shut down thlatronship
between payday lenders and banks out of concetpéyaay lending “can pose a variety of safety smahdness,
compliance, consumer protection, and other risksattks. (OCC Advisory Letter on Payday Lending, Z100-10,
Nov. 27, 2000.)

® In Colorado, Governor Bill Ritter signed a bill @1 09-1351) that takes effect August 11, 2010cWwhiill reduce
the total costs of payday loans in Colorado by thiods, and extend the amount of time a borrowsrtbgay back
the loan to at least six months; N.H. Rev. St&98-A:13 (2008); Ohio Rev. Code Ann. § 1321.40 @0ater
affirmed by the voters by a margin of 2 to 1); Afev. Stat. Ann. 8 6-1263 (2000) (sunset of legdiap
exemption for payday lenders allowed, with vot@jecting an extension in 2008); Letter from DusdfioDaniel,
Atty. Gen. of Ark., to payday lending businessesféh 18, 2008), available at
http://www.ag.state.ar.us/newsroom/index.php?dosietail=1&news_id=156 (demanding termination of gy
lending in the State of Arkansas); DC ST § 28-33D12007); Or. Rev. Stat. § 725.622 (2007); Mijtaending
Act, 10 U.S.C. § 987 (2006) (capping interest onstaner loans to military families at 36% APR).

" Oral Deposition of Daniel John Wienckoski as Cogpe Representative of Cash America Finance Serdind
Cash America International Inc.; In Chenna MadigsiBonded Credit Bureau, Inc., d/b/a DRS BondedeCtbn
Systems, and Travelers Casualty and Surety Compiafsgnerica, as Defendants, August 24, 2006, pagéirks 8
- 17 (on file with author). ("There’s multiple mdddor different states. Every state has its laavg] currently, in
the state of Texas they're using what's called @ €®del . . . Q: And the different models are useth the
lender's perspective in order to avoid what co@gimblems with usury laws, right? A: Yes.").

8 Even when companies utilize the brokering modhel, Fruth in Lending Act requires them to make disates that
represent the full cost of the loan, including iett and brokering fee, in terms of annual pergentate (APR).
See, e.g., Consumer Service Alliance of Texas, S0arer Protection Laws: Credit Services Organization
available at
http://www.consumerserviceallianceoftexas.org/CSAZDUetterhead%20with%20Consumer%20Protection%20La
ws.pdf (the Texas trade association for paydaydesxgosing as CSOs clearly acknowledges that tleeguibject to
TILA disclosures: “Federal Truth in Lending Act (LEBSC 8 1601 et seq.) and Regulation Z (12 CFR228). The
CSO fee is included in the Finance Charge and APecentage Rate disclosed by the lender to theuwer
before a contract is entered into, not becaus€81@ fee [in] any way compensates the lender fousiee
forbearance or detention of the lender's short-teem to the consumer, but because it is a cateoloan for
purposes of the federal statute's ‘comparison shgpgisclosures.”).

°See, e.g., Texas Appleseed, “Short Term Cash, Iemm Debt,” available at
http://www.appleseeds.net/Portals/0/Documents/Batitins/Center%20Pubs/TX%20Payday%20Lending.pdf (a
survey of borrowers of payday loans offered by payi@nders posing as credit repair organizatiddsg also APR
Matters on Payday Loans, CRL Issue Brief (June RG&ilable at http://www.responsiblelending.osy/gay-
lending/research-analysis/apr-matters.pdf.

1'3See, e.g., Advance America website, http://wwweexbeamerica.net (last visited June 22, 2010) (“Bpyd
advances should be used for short-term financiefls@nly, not as a long-term financial solutionstomers with
credit difficulties should seek credit counselingsee also, Community Financial Services Assamiatvebsite,
http://www.cfsa.net/about_payday advance_produnt.fiast visited June 21, 2010) (“[P]ayday advaoastomers
know that this is a convenient and economical serthat should be used to meet short-term castsnébd
payday advance service is inappropriate for medting-term financial obligations.”).

1 See, Leslie Parrish and Uriah Kirghantom DemandCenter for Responsible Lending, at 7 (July 9,900
available at http://www.responsiblelending.org/paydending/research-analysis/phantom-demand-fida('{The
great majority of payday loans are originated sha@fter a previous loan is paid back, with halfhefv loans
opened at the borrower’s first opportunity, ando@rcent opened within two weeks.")(assuming a nmeldian
amount of $350 at a rate of $15 per $100 with aragye borrower taking out nine loans in a yeagltei $472.50
in fees, which together with repayment of princjgaimes to a total of $822.50 due on a $350 loan).

12 paige Marta Skiba (Vanderbilt) and Jeremy TobactharPennsylvania)po Payday Loans Cause Bankrupcy
(Oct. 10, 2008); Brian T. Melzer (PhD Candidategirmmics, U. of Chicago Business Schodhe Real Costs of
Credit Access: Evidence from the Payday LendingkelgNov. 15, 2007); Dennis Campbell, Asis Martinereie
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and Peter Tufano (Harvard Business Schd&s)yncing Out of the Banking System: An Empiricallgsis of
Involuntary Bank Account Closuré3une 6, 2008).

1315 USC 1679 (a) and (b) (Congress formally fourat tcertain advertising and business practicesoafe
companies engaged in the business of credit repaiices have worked a financial hardship amonguoers,
particularly those of limited economic means ana\ate inexperienced in credit matters.”).

14 See, American Banker, “A Surprising ContrariafPayday Trend”, 2005 (quoting North Carolina Attorne
General Roy Cooper, who says the model seemsdikether situation of a payday lender trying to evsigite
lending laws and complying with the FDIC regulatemwell . . . | would believe this type of actiwive would be
found to be illegal in North Carolina.").

'3 Arizona, Arkansas, Connecticut, Georgia, Mainernd, Massachusetts, New Hampshire, New Jersey, N
York, North Carolina, Ohio, Oregon, Pennsylvaniarivont, and West Virginia, as well as the DistotColumbia
prohibit the issuance of triple-digit interest rateyday loans, accounting for one-third of the W&pulation.

'8 Michigan Department of Labor and Economic Growthl&in 2006-06-CF (June 21, 2006), available at
http://www.michigan.gov/documents/2006-06-CF_1634/18df.

7 Office of Fin. Reg. v EZPAWN Florida, Inc. Case.N@—3953 (Fla. Div. of Admin. Hearings Mar. 25080,
available at http://s98001.gridserver.com/imagdéfpdeported/EZPawn_Order.pdf.

'8 Cal. Civ. Code § 1789.13 (2007).

¥'H.B. 79 (Md. 2010), available at http://mlis.statd.us/2010rs/chapters_noln/Ch_385_hb0079T.pdf.

("A credit services business, its employees, addpendent contractors who sell or attempt to belbervices of a
credit services business shall not: (7) chargeceive any money or other valuable consideratiaoimection
with an extension of credit that, when combinechwaity interest charged on the extension of creditild exceed
the interest rate permitted for the extension eflitrunder the applicable title of this article.”)

2 Uriah King and Leslie ParrisiSpringing the Debt TrapCenter for Responsible Lending (Dec. 13, 2007){a
states have enacted legislation to regulate ceagpects of the payday industry. Despite thesgteffconsumer
protections in these laws, including databasedjrapoff periods, and limitations on the numbersatstanding
loans, have been ineffectual in reducing predgtaspday loan flipping).

2LE.g., University of North Carolina Center for Commity Capital.North Carolina Consumers After Payday
Lending: Attitudes and Experiences with Credit @psi (Nov. 2007)(In a study conducted in North Caralafter
the state's payday authorization statute sunsetefopayday borrowers reported they were glad tireepnger had
the temptation of what they viewed as an expensigduct that was easy to get in to, but hard tamgebf.
Instead, they used a number of strategies, subbraswing from family, friends, employers or savéngaying bills
late, or seeking assistance from charitable ingiits.)

% Maryland has enacted such a law, to be effectis@i@®r 1, 2010. H.B. 79 (Md. 2010), available at
http://mlis.state.md.us/2010rs/chapters_noln/Ch_888079T.pdf (Prohibits charges “in connection veith
extension of credit that, when combined with artgriest charged on the extension of credit, woutgted the
interest rate permitted for the extension of cred)t

% At least ten states, including Colorado, Connettiglawaii, Idaho, lowa, Kansas, Maine, New Yorlrti
Carolina, and Utah, do not include "obtaining ateagion of credit" among the list of activitiegatlyualifies an
actor as a CSO. By removing this language, stae®nsure that brokering activity is not permissilhder CSO
Acts. California adopts an alternative approachcihiimits the services a CSO may provide on a hrtdan in an
effort to bar payday lenders from brokering loander their CSO Act, while allowing other organipats to
continue arranging loans for clients. In particuthe California CSO Act prohibits CSOs from reifiegrclients to a
lender for whom they provide services related lttan, such as underwriting or payment collectianich are a
core piece of the sham payday brokering strategy.

% Three states, Ohio, Tennessee, and Virginia, sspyrexclude actors who "make, collect, or arrarigahs,
despite having language that would otherwise aigbdoan brokering within their CSO Acts.

% This is based on the ability of CSOs to obtaireesions of credit for consumers, paired with a laicither
protections within the statute itself.

%6 CSOs are prohibited from making referrals to leader whom they provide services related to thn|such as
underwriting, billing, or payment collection.

2" Regulators or administrative law judges have deiteed that state’s other lending laws govern CS@iabd
loans, though not explicit in the statute.

% The statute lists obtaining extensions of creslia £SO activity, but then excludes the activity.

29 CSO0 Act explicitly makes CSO-brokered loans subjgiter state laws that would protect against tiokéring
model used by payday lenders
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