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I. INTRODUCTION

In less than five minutes, Lisa Engelkins wrote a post-dated check for
$300 and left a payday lending store with $255 in cash.' Lisa, a single mother
barely earning minimum wage, ended up paying $1,254 in fees back to the
lending store in repayment of the $255 loan.2 She renewed her loan thirty-five
times thinking she was receiving new money with each subsequent loan, but

1. Center for Responsible Lending, Victims of Payday Lending: Looking for a Way Out: Lisa
Engelkin's Story, http://www.responsiblelending.org/issues/payday/victims-l.html (last visited. Apr. 20,
2007) [hereinafter Lisa Engelkin's Story].

2. Id.
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she only continued to renew her original loan.3 Every two weeks for
seventeen months, Lisa paid $45 in fees on her original loan, yet her payments
never touched the principal she owed.4

Lisa explained, "As soon as you get your first loan, you are trapped
unless you know you will have the extra $300 in the next two weeks."5 Lisa
escaped the debt trap through extreme measures: she withdrew all the funds
from her checking account and allowed her check to bounce.6 She counted the
loss of her checking account as a saving grace because, without a checking
account, she was ineligible for a payday loan.7

Although Lisa's story is extreme, it is typical for consumers who fall into
the payday loan trap. Her story provides insight into the mechanics of the
payday loan industry-a business that state and federal legislatures, state
administrative agencies, and consumers have difficulty controlling. Lisa's
case reveals the typical mechanics of the payday loan, characterized by
(1) extremely high interest rates, (2) a requirement for repayment in full, and
(3) continual renewals. The payday loan industry is fraught with controversy,
and the players in this high-stakes game are members of the industry,
consumer advocacy groups, state legislatures and regulators, banks, and the
federal government.

The proliferation of payday lenders began in the early 1990s because of
changes in the financial services industry. The impetus for its growth began
when traditional lending institutions exited the short-term credit market due
to the high cost and small yield of this financial instrument, choosing to focus
on more profitable endeavors like larger and longer-term loans.9 Today, the
short-term credit industry extends $40 billion in more than 22,000 payday
advance locations.'l The industry continually adapts to state regulatory law,
enabling it to grow and succeed in the American economy.

The payday loan industry's success is achieved through the enormous
cost to its customers. The Center for Responsible Lending (CRL), a consumer
advocacy group, reports that payday lending fees cost Texas consumers $259
million per year. 1 Moreover, the CRL contends that the payday lending
industry costs Americans $4.2 billion in fees each year.'2 The payday advance

3. Id.
4. Id.
5. Id.
6. Id.
7. Id.
8. Community Financial Services ofAmerica, About Payday Advance, http://www.cfsa.net/about

_paydayadvance.html (last visited Apr. 20, 2007) [hereinafter Payday Advance].
9. Id.

10. Id.
11. URIAH KING ET AL., CTR. FOR RESPONSIBLE LENDING, FINANCIAL QUICKSAND: PAYDAY

LENDING SINKS BORROWERS IN DEBT WITH $4.2 BILLION IN PREDATORY FEES EVERY YEAR 10 (2006),
http://www.responsiblelending.org/pdfs/rr0 12-FinancialQuicksand-I 106.pdf.

12. Id.
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industry asserts that it serves a niche market by focusing on sectors
overlooked by traditional lenders, but others see this industry as operating on
the periphery of traditional banking. 3 Although it is sometimes called
"fringe" or "sub-prime lending," this innovative industry provides a service
that is in demand.

Part I of this comment provides an introduction to, and a background of,
payday loans. Part II focuses on the payday loan-its perspectives,
mechanics, and structure. Through a case study, Part H illustrates the
mechanics of the payday loan and the debt cycle it often creates. Part IH looks
at the demographics provided by the payday advance industry and regulators,
and the characteristics of payday loan consumers. Part IV examines Texas's
statutory provisions and analyzes the various methods that payday lenders use
to circumvent state usury laws. Part V discusses the various approaches to
state regulation. Part VI concludes with a final perspective on payday loan
regulation in Texas.

H1. PAYDAY LOANS: PERSPECTIVES, MECHANICS, AND STRUCTURE

A. Two Perspectives: How the Payday Advance Industry Sees Itself

According to the Community Financial Services Association of America,
the national association for the payday advance industry, "a payday advance
is [an advance that provides] a small, unsecured, short-term loan" until
payday. 4 The main requirements to qualify for a payday advance are an
active checking account and a consistent income. 5 Although a borrower may
need "to present a driver's license, pay stub, bank statement, telephone bill,
and checkbook" when applying for a loan, the process only takes minutes
"without hassles or credit checks."' 6 To receive a cash advance, a customer
signs an agreement stating the terms of the transaction and writes a personal
check in the amount of the advance and fee.'7 The borrower immediately
receives cash for the value of the check, less the fee.'" The payday provider
holds the check for the agreed amount of the term, usually two weeks.' 9 At
the end of the term, the payday lender deposits the check or the customer
returns with cash.20

13. See id. at 4-5.
14. Payday Advance, supra note 8.
15. Id.
16. Creola Johnson, Payday Loans: Shrewd Business of Predatory Lending?, 87 MINN. L. REV.

1, 9(2002).
17. Payday Advance, supra note 8.
18. Id.
19. Id.
20. Id.
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B. Two Perspectives: How Regulators and Consumer Advocates
View the Industry

According to the CRL, an organization opposed to predatory lending,
"[p]ayday lending (sometimes called cash advance) is the practice of using a
post-dated check or electronic checking account information as collateral for
a short-term loan."'" Furthermore, the Texas Senate Subcommittee on
Consumer Credit Law describes a payday lender as one "who lends small
amounts of money, generally up to $500, for short periods of time against the
consumer's next paycheck."22 The lender's practice of accepting a customer's
postdated check but not cashing the check until the agreed-upon date is also
known as a deferred presentment transaction.23

The controversy concerning payday advances stems from the terms of the
loans which payday lenders enforce.24 The issues that raise concern are the
high interest charges, the large number of loans a customer may take during
a specific time period, the high number of rollovers, and the types of
collection practices.2 ' The apparent rift between the payday advance industry
and the Texas Legislature's interpretation of a payday loan demonstrates the
difficulty the Texas Legislature faces in regulating this industry.

C. An Illustrative Example: Mechanics of a Payday Loan

A potential borrower needs $200.26 To receive cash from a payday
lender, the potential borrower must write a postdated check for $266.27 The
difference between the amount the customer receives in cash and the
postdated check represents the loan transaction fee, which is generally $33
out of every $100 borrowed. 28 At the end of the term, either the lender
deposits the check or the borrower returns the amount in cash.29

At the end of the term, if the customer has insufficient funds to repay the
lender the entire amount of the loan, the customer has two choices: renew the

21. Center for Responsible Lending, Payday Lending Overview, http://www.responsiblelending.org/
issues/payday/ (last visited Apr. 19, 2007).

22. S. COMM. ON ECONOMIC DEVELOPMENT, SUBCOMM. ON CONSUMER CREDIT LAWS, INTERIM

REP. TO THE 77TH TEx. LEG., at 10 (2000), available at http://www.senate.state.tx.us/75r/senate/commit/

archive/c5 10/pdf/Consumer/Consumercredit.Laws report.pdf[hereinafter SUBCOMMrITEE ON CONSUMER
CREDIT].

23. Lisa Blaylock Moss, Modern Day Loan Sharking: Deferred Presentment Transactions & the
Need for Regulation, 51 ALA. L. REV. 1725, 1728-29 (2000).

24. SUBCOMMITTEE ON CONSUMER CREDIT, supra note 22, at 10.
25. See id.
26. See id.
27. Id.
28. Id.
29. Id.
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loan or do nothing.30 One characteristic of a payday loan is that the customer
must make the entire payment at the end of the term, a technique known as a
balloon payment.3' Partial or incremental payments are not a part of a payday
loan's structure.32

The first renewal option, also known as rollover, requires the borrower
to write "another check for $66 to extend the loan for two more weeks. 3 3

Again, if the borrower does not pay the fees at the end of the loan term the
cycle repeats.34 Using this example, a borrower for the original $200 loan
would end up paying an annual percentage rate (APR) of 792% for thirty
days.35 The second alternative, allowing the lender to deposit the postdated
check with insufficient funds, has the potential of turning the borrower into
a criminal for writing hot checks.36 Under this typical example, the payday
loan appears to violate Texas usury law.37

D. How the Structure of a Payday Loan Creates Debt Cycles:
Loan Flipping

As mentioned above, payday loans have provoked serious concerns in the
areas of interest charges, the number of loans a customer may take during a
specific time from a single company, the number of rollovers, and the types
of collection practices.38 In particular, payday lending sparks controversy
because of several characteristics unique to the industry, including unfair or
unlawful practices that occur at or following contract formation-such as
triple-digit interest rates 3 9-and practices that occur after the loan is consumed
-such as rollovers or loan flipping.4" Lenders often use triple-digit interest
rates.4 The characteristics of payday loans create a cycle of indebtedness that
has trapped many Texans.42

30. Id.
31. Center for Responsible Lending, Nine Signs of a Predatory Loan, http://www.responsible

lending.org/issues/payday/ninesigns.html (last visited Apr. 19, 2007).
32. Id.
33. SUBCOMMITTEE ON CONSUMER CREDIT, supra note 22, at 11.
34. Id.
35. Id.
36. Id. In Texas, writing a bad check is a crime. TEX. PEN. CODE ANN. § 32.41 (Vernon 2006).

Because a payday lender accepts a borrower's check with the knowledge that the check has insufficient
funds, it is generally unacceptable for a lender to use the criminal justice system against the borrower. See
id.

37. SUBCOMMITTEE ON CONSUMER CREDIT, supra note 22, at 11.
38. Id. at 10.
39. Johnson, supra note 16, at 6.
40. Id. at 7.
41. See infra text accompanying notes 43-47.
42. See infra text accompanying notes 43-47.
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Loan flipping is a serious issue because each time the loan is flipped the
amount of fees the borrower must pay increases dramatically.43 Continual
loan flipping reveals that payday loans may not be serving a customer's short-
term lending needs." Rather these loans foster a debt trap, in which Texans
make long-term use of a short-term loan. 5 The high number of times a
borrower typically rolls over a loan is strong evidence that these loans are not
being used for emergencies but rather for long-term needs." This cycle
demonstrates how individuals become hopelessly trapped, often paying more
in fees than the original loan.47

Although Texas currently does not track the number of times a lender
flips a payday loan, CRL statistics show a pervasive pattern of loan flipping
in states that do.48 These statistics may extend to Texas to approximate the
current status of loan flipping.49 According to the CRL, four states
(Washington, Florida, Oklahoma, and Colorado) track and report this
information.5" The CRL reported that an average of 90% of borrowers used
payday loans five or more times in one year, and an average of 62% of
borrowers used payday loans twelve or more times per year.5 These findings
are consistent with what the two largest payday lenders, Advance America and
QC Holdings, have reported to the Securities and Exchange Commission.52

"Advance America reported an average of eight loans per customer per year
for 2005, and QC Holdings reported an average of seven per year."53

Furthermore, these findings only account for a customer's repeated loan
transactions to a single company; they do not account for a customer's use
with multiple companies simultaneously, or "multi-shop" use.54 Loan flipping
is dangerous because as a customer repeatedly rolls over a loan the fees
increase dramatically. According to the CRL, the "[a]verage principal and
interest paid back on [a] payday loan" is $793 for an average loan of $325."5

43. See KING ET AL., supra note 11, at 4.
44. See id. at 8.
45. Id.
46. Id. at 7.
47. Id.
48. See id.
49. See generally id. (applying data of California with a similar population and data of Oklahoma

within the same geographical area).
50. Id. at 6.
51. Id. The averages were calculated from data reported by state regulators from Washington,

Florida, Oklahoma, and Colorado. Id.
52. Id. at 7. Advance America and QC Holdings went public in 2004. Id. The Securities and

Exchange Commission (SEC) requires publicly traded payday loan companies to file reports with the SEC,
including information such as number of repeat customers in a year. Id.

53. Id.
54. Id.
55. Id. at 8. The Center for Responsible Lending calculates the amount of principle and interest

paid on an average payday loan by multiplying the average fee on an average loan by the number of times
the average loan is flipped plus the principle of the loan. Id. The average fee for a $325 dollar loan is $52.

[Vol. 8:321
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III. THE DEMOGRAPHICS OF PAYDAY LOAN CONSUMERS

A. Role of Payday Lending

Although many have called into question the legitimacy of payday
lending, the lending industry asserts that it fulfills a consumer need unmet by
traditional banking.56 Specifically, the lending industry offers short-term
loans, typically for fifteen days, in amounts of $500 or less." Financial
institutions position these loans to cover emergencies between paydays.5 8 The
demographics of a typical payday loan borrower are subjective, based on
either the perspective of the industry or the consumer. Statistics reveal the rift
between these two opposing camps.

B. Lower- to Middle-Income Workers

The payday advance industry describes its typical customer as either
working class or middle class with access to traditional financial institutions.59

According to a 2001 study conducted by the Credit Research Center at
Georgetown University, and sponsored by the Community Financial Services
Association, typical payday borrowers have incomes between $25,000 and
$50,000; almost all have high school diplomas; more than half have attended
college or better; nearly half own homes; and more than half have credit
cards.6" All payday borrowers have a steady income and a checking account.61

One criticism of this particular study is that it fails to factor in race as one of
the variables, although the investigators did ask borrowers their gender and
racial background.62

Particular groups, such as lower-middle income, military, and minorities,
use payday loans more often than the general population. 63 All of these groups
often share the following common characteristics: inability to access
traditional types of credit, maxed-out credit cards, lack of home ownership,

Id. The average fee of $52 is multiplied by the average times a loan is flipped (8 times), yielding $416.
Id. The fees from the 8 rollovers and the initial fee tallies to $468, plus the principle of $325 totals to $793.
Id.

56. SUBCOMMITEE ON CONSUMER CREDIT, supra note 22, at 11.
57. Id.
58. Id. at 12.
59. Community Financial Services of America, Who We Serve, http://www.cfsa.net/who-we_

serve.html (last visited Apr. 20, 2007).
60. Id. Of the typical payday loan borrowers, "94 percent have a high school diploma or better[;]

56 percent have some college or degree[;] . .. 42 percent own homes[;] 57 percent have major credit
cards[;] 100 percent have steady incomes[; and] 100 percent have checking accounts." Id.

61. Id. All payday advance customers have a steady income and a checking account because both
are required for a customer to obtain a loan. Id.

62. See Johnson, supra note 16, at 99-100.
63. See id.
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and damaged credit histories.' These statistics are at odds with what the
payday advance industry asserts.

Studies conducted by various state administrative agencies found
drastically different results from the payday lending industry. The Wisconsin
Department of Financial Institutions reported the average income of borrowers
as $24,673 in a 2001 study; the Illinois Department of Financial Institutions
reported the average income of borrowers as $25,131 in a 1999 study; and the
California office of Consumers' Union reported the average income of
borrowers as $25,417.65 Furthermore, the Illinois study concluded payday
lending was concentrated in a higher proportion throughout minority
communities.66 In California, the Consumers' Union found that payday
lenders congregated in higher proportion near military bases.67 Moreover, the
Illinois study and the Consumers' Union found that people on fixed incomes,
such as military and employed welfare recipients, commonly use payday
loans.68

C. Military Personnel

Military personnel recently caught the attention of the media as a target
group using payday loans. Unique characteristics of military personnel make
them attractive to payday lenders.69 Military personnel are often young,
economically inexperienced, and on tight budgets; yet, they have job security
and a consistent paycheck.7° Furthermore, the Uniform Code of Military
Justice penalizes military personnel for writing a check with insufficient
funds.7' Thus, payday lending establishments often congregate near military
bases.72 Active-duty members of the military use payday loans more
frequently than civilians, and they are more likely to take a payday loan
compared with the general population.73 On September 30, 2006, Congress

64. Seeid. at 101.

65. See id. at 99.
66. See id. at 100.
67. See id.
68. See id. at 100-01.
69. Stuart Rossman & Hellen Papavizas, National Consumer Law Center, Protecting Those Who

Serve: When the Military Paycheck is Prey, 42 TRIAL 43, 47 (2006).
70. Id. See DEPARTMENT OF DEFENSE, REP. ON PREDATORY LENDING PRACTICES DIRECTED AT

MEMBERS OF THE ARMED FORCES AND THEIR DEPENDENTS 10 (2006) [hereinafter DOD REPORT].

71. Rossman & Papavizas, supra note 69, at 47.
72. DOD REPORT, supra note 70, at 10. Furthermore, the report concluded that payday lenders are

found in significantly higher percentages based on population density in counties and zip codes where there

are military bases. Id. For example, in Killeen, Texas, outside of Fort Hood, "there [were] 9 payday
lenders, which is 7.3 more payday lenders than would be expected for the population in that zip code." Id.
at 11.

73. OZLEM TANIK, CENTER FOR RESPONSIBLE LENDING, PAYDAY LENDERS TARGET THE MILITARY

7 (2005), http://www.responsiblelending.org/pdfs/ip011-PaydayMilitary-0905.pdf. Active-duty military
personnel take payday loans three times more often than the general population. See id.

[Vol. 8:321
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passed Senate Amendment 4331, an amendment to the Defense Authorization
Bill, which capped interest rates at 36% for military personnel payday loans.74

Although Ace-America, one of the country's largest payday lenders,
announced that it will no longer lend to military personnel, it never conceded
that it targeted military personnel as customers. 75 Furthermore, Chief
Executive Officer Ken Compton stressed that the motivation for the
company's policy change was "to remove any perceived distraction to
members of the military., 76 Many believe that the federal legislation of
payday lending is an effective way to stop payday lenders from evading state
usury laws.77

IV. THE LAW IN TEXAS AND How THE INDUSTRY CIRCUMVENTS IT

A. Applicable Texas Law

The Texas Constitution governs usury law in Texas. The applicable part
of the constitution states the following:

The [1]egislature shall have authority to define interest and fix maximum rates
of interest; provided, however, in the absence of legislation fixing maximum
rates of interest all contracts for a greater rate of interest than ten per centum
(10%) per annum shall be deemed usurious; provided, further, that in
contracts where no rate of interest is agreed upon, the rate shall not exceed six
per centum (6%) per annum.8

As late as 2000, the Texas Legislature did not regulate the payday
lending industry.79 The Finance Commission of Texas (FCT), which handles
regulations applicable to the payday loan industry, adopted new rules in
response to the need for regulatory supervision.0 Section 1.605 of the Texas
Administrative Code brought payday lenders under the purview of the Texas
Finance Code.8' Under current Texas law, payday loans have seven-day
terms.82 Lenders may charge a $10 monthly acquisition fee per loan.83

Furthermore, licensees may not charge above the rates currently authorized

74. Center for Responsible Lending, Passage of SA 4331: Consumer Credit for Service Members,
http://www.responsiblelending.org/policy/congress/page.jsp?itemlD=29895875 (last visited Apr. 19,2007).

75. Ben Werner, Company Ends Military Payday Loans, THE STATE, Sep. 26, 2006, at Al.
76. Id.
77. DOD REPORT, supra note 70, at 6.

78. TEX. CONST. art. XVL, § I I.
79. SUBCOMMrrrEE ON CONSUMER CREDrr, supra note 22, at 12.
80. See TEx. ADMIN. CODE § 1.605 (West 2006) (Fin. Comm'n of Tex.).
81. § 1.605(b).
82. § 1.605(d).
83. See § 1.605(0(1).
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under section 342.254 of the Texas Finance Code.M Under the current law,
a $100 loan for two weeks charges 309% annual interest, or $11.87 for $100.85

The code permits loan rollovers, "but the loan must be converted from a single
payment balloon loan to a declining balance installment note., 86 This
subsection limits neither the number of outstanding loans nor the number of
rollovers.87 Extending or rolling over a loan, however, does not enable lenders
to receive more money than if it were originally extended for the longer
term. 8

For example, [in Texas] if a payday lender makes a $100 payday loan for two
weeks, the lender may earn $11.87. If the borrower and lender decide to
extend ("rollover") the loan for two more weeks, the lender may earn $1.86,
in effect the same amount that the lender would have earned for a $100 loan
of 28 days, a total of $13.73. 89

In Texas, the Office of Consumer Credit Commissioner (OCCC)
regulates, licenses, and examines entities originating consumer loans
exceeding the constitutionally allowed amount of 10% per annum.9° Thus, the
OCCC regulates payday lenders. The Finance Code provides that "[a] person
may not use any device, subterfuge, or pretense to evade the application of this
section."'" Payday lenders avoid the applicable usury law through federal and
state exemptions or loopholes in existing laws.92 A comprehensive look at
how payday lenders evade state usury laws demonstrates Texas's difficulty in
regulating this industry.

B. How Payday Lenders Circumvent State Usury Laws

Despite the legality of the payday lenders' innovations, some of their
methods remain questionable. These innovations include labeling their
transactions as services, renting national charters, and renting state charters.93

Charter renting presents a problem because it allows the out-of-state
exportation of interest rates into Texas and other states.94 Payday lenders
operating in Texas that use interest rates of out-of-state banks legally escape

84. § 1.605(c).
85. See id.
86. § 1.605(0(1).
87. Id.
88. See id.
89. See SUBCOMMITrEE ON CONSUMER CREDIT, supra note 22, at 14.
90. Id. at 3-4.
91. TEx. FIN. CODE ANN. § 342.051 (a) (Vernon 2006).
92. DOD REPORT, supra note 70, at 22.
93. SUBCOMMITrEE ON CONSUMER CREDIT, supra note 22, at 15.
94. Id.
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OCCC regulation.95 While some of these methods succeeded, state and
federal regulators have begun to enact legislation to end some of these
practices."

1. It is Not a Loan

Payday lenders claim that payday loans do not fall within the statutory
definition of a loan.97 Payday loans, known as deferred presentment check-
cashing transactions, are also referred to as "'cash advance loans,' 'check
advance loans,' 'postdated check loans' or 'delayed deposit check loans."'98
Justification for the legitimacy of the payday lending industry often comes
from form rather than substance. 99 For example, payday lenders do not refer
to themselves as lenders, but as service providers to the deferred presentment
industry or as providers who offer payday advances. 00

State regulators argue that the charges payday lenders receive are interest
rather than fees.'0 Conversely, payday lenders argue that these charges are
fees.'0 2 The distinction depends on what type of law governs these
transactions.'°3 The payday advance industry maintains that it receives fees
for the services it offers."° If a payday lender receives a fee, then a payday
lender falls outside of the state's usury laws and is not subject to state small
loan acts.' 5 If a payday lender receives interest, state usury laws apply.10 6

Although the payday advance industry maintains that lenders do not extend
loans, the "substance over form" rule suggests the payday lending process, in
substance, is a loan.'0 7 Under the payday lending process, a payday lender
provides a customer money in exchange for a fee, and the customer agrees to
repay the borrowed funds upon termination of the agreement.'0 8 Despite
labels, the substance of the transaction is a loan.' 09

Under Texas law, a loan is "an advance of money that is made to or on
behalf of an obligor, the principal amount of which the obligor has an

95. Id.
96. See infra Part V.
97. Moss, supra note 23, at 1734.
98. Id. at 1738.
99. Id. at 1733.

100. Community Financial Services ofAmerica, A Community of Responsible Lenders, http://www.
cfsa.net (last visited Apr. 19, 2007).

101. Moss, supra note 23, at 1733.
102. Id. at 1734.
103. Id. at 1733.
104. Id.
105. Id.
106. Id.
107. Id.
108. SUBCOMMrTEE ON CONSUMER CREDIT, supra note 22, at 4.
109. Id. at 5.
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obligation to pay the creditor.""'  Because they do not offer "loans" to
consumers, payday lenders contend the Texas usury laws do not apply."'

Payday lenders contend that check-cashing transactions fall under Article III
of the UCC, not under state loan laws.12 The Texas Supreme Court examines
the substance of the transaction rather than superficial labels.' Lenders in
Texas, however, have begun to avoid state usury limits by employing the
Credit Services Organization (CSO) model." 4 Under the CSO model, payday
lenders claim that they provide credit services, not a loan." 5 Thus, under the
substance of the transaction analysis, even if payday lenders label their actions
as a service, whether for check cashing or credit, state usury laws should still
prohibit lenders from charging excessive rates.

2. Charter Renting

Under the charter-renting model, the relationship between a chartered
bank and the payday lender appears to be in name only. The payday lender
employs the charter-renting model with both state chartered and nationally
chartered banks." 6 Under this relationship, the payday lender holds the
predominant interest in the loan and performs all the essential functions of the
lending process, including marketing, soliciting, taking loan applications,
disbursing funds, and collecting." 7 Third-party risk assessment companies
decide whether to extend a loan."' The chartered bank plays almost no role
in the lending process other than allowing the use of its name and charter
status.' 19 Charter renting is commonplace. 2' Additionally, charter renting
results in one of the most widespread problems in payday lending: the
exportation of out-of-state banks' interest rates into states to circumvent usury
caps. 121

110. TEx. FIN. CODE ANN. § 301.002(10) (Vernon 2006).
111. SUBCOMMITTEE ON CONSUMER CREDIT, supra note 22, at 4.
112. Moss, supra note 23, at 1734.

113. Stedman v. Georgetown Sav. & Loan Ass'n, 595 S.W.2d 486,489 (Tex. 1979).

114. KINGETAL.,supranote 11, at 17.

115. Id.

116. JEAN ANN Fox, CONSUMER FEDERATION OF AMERICA, UNSAFE AND UNSOUND: PAYDAY

LENDERS HIDE BEHIND FDIC BANK CHARTERS TO PEDDLE USURY 4 (2004), http://www.consumer

fed.org/pdfs/pdlrentabankreport.pdf. The nationally-chartered model is defunct. Id. The Office of the
Comptroller of the Currency ordered its members to suspend relations with payday lenders because of safety
and soundness of the banking system. Id. at 11.

117. Id. at 11.
118. Id.

119. Id.
120. Id.
121. Id.

[Vol. 8:321



2007] PA YDAY LOANS & CURRENT REGULATION IN TEXAS 333

a. National Charter Renting

One way payday lenders avoid state usury laws is by renting a bank's
national charter. 22 The National Bank Act (NBA) allows a nationally
chartered bank to charge the interest rate of the state in which it received its
national charter. 3 According to the NBA, a nationally chartered bank "may
take, receive, reserve, and charge on any loan.. . interest at the rate allowed
of the laws of the [s]tate . . . where the bank is located.' 2

1
4 In Marquette

National Bank v. First Omaha Services Corp., the U.S. Supreme Court held
that a national bank chartered in Nebraska could export the allowed interest
rate in Nebraska to its credit card customers in Minnesota, even though
Nebraska's interest rate exceeded those allowed under Minnesota's usury
law.125 Although the Marquette National Bank decision dealt with the out-of-
state exportation of a credit card's interest rate into Minnesota, its significance
lies in the fact that the Supreme Court interpreted the NBA to allow nationally
chartered banks to export interest rates of the state in which the bank had been
chartered.

26

Under the NBA, payday lenders may avoid state usury laws by renting
a charter from a nationally chartered bank with higher interest rates. 127

Furthermore, this relationship between a federally chartered bank and a
payday lender creates the relationship where the chartered bank acts as a
lender and the payday lender acts as a collection agent.2 8 In the charter-
renting model, the payday lender acts as an agent of the chartered bank, yet
the chartered bank does not participate in any significant way in the lending
process.'29 For the most part, courts have rejected payday lenders' form over
substance argument and have found that payday lenders are not entitled to
preemption under the NBA. 3 ' Furthermore, the relationship between
nationally chartered banks and payday lenders raises concerns regarding the
safety and soundness of the banking system, consumer protection laws, and
the reputation of nationally chartered banks.''

The Office of the Comptroller of the Currency (OCC) recently took
enforcement actions against national banks that have abused and threatened
the safety and soundness of the banking system. Specifically, the OCC halted

122. Johnson, supra note 16, at 106.
123. Id. at 108.
124. 12 U.S.C. § 85 (2006).
125. Marquette Nat'l Bank v. First Omaha Servs. Corp., 438 U.S. 299, 313 (1978).
126. Frank Burt, Journey to the Fringe: A Survey of Select Fringe Lending Products, in "FRINGE"

LENDING: A PRIMER AND RECENT DEVELOPMENTS 349, 383 (Practicing Law Institute 2006).

127. Johnson, supra note 16, at 109.
128. 1d. at 11-12.
129. FOx, supranote 116, at 11.
130. Burt, supra note 126, at 384.
131. FOX, supra note 116, at 17.
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the relationship between the Peoples National Bank of Paris, Texas and
payday lender Advance America because of safety concerns. 132 The OCC
found that Peoples National Bank failed to enforce Advance America's
compliance with federal laws such as making disclosures required by the
Truth in Lending Act (TILA), disclosing the annual percentage rates charged
by the payday lender, and allowing numerous rollovers of loans. 33 In 2002,
John Hawke, the Comptroller of the Currency of the OCC, stated that a
national charter is an "inalienable right" of the national bank, and renting its
charter to a payday lender is an abuse of such a right.'34 Currently, no
nationally chartered banks partner with payday lenders; 13 thus, the payday
lenders no longer play rent-a-national-charter to circumvent state usury
laws.1

36

b. State Charter Renting

Because nationally chartered banks no longer partner with payday
lenders, payday lenders now partner with state-chartered, Federal Deposit
Insurance Corporation (FDIC)- regulated banks. "' The arrangement between
a state-chartered bank and a payday lender evades state usury laws through a
"brokering" relationship, where the lender asserts it makes loans on the bank's
behalf. The applicable law in this type of arrangement is the law where the
lender is located rather than where the payday lender conducts business. 31

In 2005, the FDIC released a Revised Guidance Statement urging its
participating institutions to abstain from payday lending to customers with
"longer-term credit needs."'39 The FDIC stated that this type of lending was
irresponsible because it created hardship for customers and was a "high-risk
activity that present[ed] significant safety and soundness and consumer

132. Id. at 18.
133. Id.
134. Johnson, supra note 16, at 12.
135. Fox, supra note 116, at 19. The OCC mandated, through consent orders, that its members stop

partnering with payday lenders. In response to the OCC's mandate, one payday lender, Cash America,
responded in a press release: "Based on current attitudes of federal regulators toward short term cash
advances, we believe state chartered banks provide our customers with the most reliable source of future
cash advances .... " Id. (citing Press Release, Cash America, Cash America Announces Intention to
Change Cash Advance Provider and Confirms Earnings for the Fourth Quarter of 2002 (Jan. 21, 2003) (on
file with the Texas Tech Administrative Law Journal)).

136. John D. Hawke, Jr., Comptroller Calls Preemption a Major Advantage of National Bank
Charter, Feb. 12, 2002, http://www.occ.trea.gov/ftp/release/2002-1 Oa.doc.

137. Fox, supra note 116, at 14.
138. Depository Institutions Deregulation and Monetary Control Act of 1980 § 521, 12 U.S.C.

§ 183 1d(a) (2006).
139. MICHAEL ZAMORSKI, FEDERAL DEPOSIT INSURANCE CORP., FINANCIAL INSTITUTION LETTER

(FIL- 14-2005), PAYDAY LENDING PROGRAMS: REVISED EXAMINATION GUIDANCE 2 (2005), http://www.
fdic.gov/news/news/financial/2005/fi1I405.pdf.
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protection concerns. '"4 This statement puts pressure on the payday lending
industry by straining the relationship between federally insured state banks
and payday lenders. Despite pressure from the FDIC for its banks to abstain
from this type of lending, its member banks continue to partner with payday
lenders. 141

V. REGULATION

A. Current State of Texas Regulation of Payday Loans

In 2005, payday loans cost Texas consumers $259 million. 4 2 Although
the method whereby out-of-state banks export interest rates into Texas is not
the only means by which a payday lender may evade state regulation, it is an
important issue for Texas. Out-of-state exportation of interest rates is an issue
in Texas because out-of-state lenders export high interest rates into Texas.143

Furthermore, the frequency of out-of-state banks exporting interest rates into
Texas demonstrates that Texas's usury caps may deter banking business."

Under state charter renting, payday lenders act as agents for out-of-state
banks by renting charters of FDIC-regulated banks. 4 ' Because the FDIC
allows its member banks to export usurious interest rates into Texas, Texas's
current regulations have little to no impact on the payday lending industry. 46

In 2003, the Austin chapter of the Consumers' Union conducted a survey of
thirty-one payday lenders in Texas, which revealed that they charged between
450% and 880% APR, which grossly exceeded the applicable Texas rate.'47

Moreover, in 2002, out-of-state banks exported 1.12 million loans, amounting
to $350 million, with interest rates exceeding 400% into Texas.'48 In the same
year, lenders in compliance with Texas law extended 73,291 payday loans
amounting to $10.2 million. 49 Furthermore, 96% of licensed payday lenders
in Texas exported out-of-state interest rates. 50 The Consumers' Union survey

140. Id.
141. Id.
142. KING ET AL., supra note 11, at 17. Texas does not make data publicly available for payday

volume; thus, calculations are approximated. The methodology and calculations of how the Center for
Responsible Lending reached the figure of $259 million is available. See id. at 18.

143. SUBCOMMITrEE ON CONSUMER CREDIT, supra note 22, at 15.
144. Id.
145. S. COMM. ON VETERAN AFFAIRS &MILITARY INSTALLATIONS, INTERIM REP. To THE 78TH TEx.

LEG., at 22 (2004), available at http://www.senate.state.tx.us/75r/senate/commit/c650/downloads/2004
VAMI.pdf [hereinafter VETERAN AFFAIRS].

146. Id. at 24.
147. Fox, supra note 116, at 13. The applicable rate in Texas is approximately 309% for a two-

week, $100 loan. See discussion supra Part I.A.
148. VETERAN AFFAIRS, supra note 145, at 22.

149. Id.
150. Id.
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also found that only four out of thirty-one companies interviewed were
licensed. 5'

These statistics reveal that the bulk of payday lending within Texas does
not fall within current Texas regulation or under the auspices of the OCCC
because nearly all payday lenders partner with out-of-state banks.'52 Although
the OCCC requires the licensure of all payday lenders to operate within Texas,
the OCCC has no control over out-of-state exportation of interest rates under
its current regulations. This situation leaves the OCCC without clout.'53

The regularity of exportation of out-of-state banks' interest rates into
Texas demonstrates that Texas's low usury caps also discourage banking in
Texas.'54 Texas experienced an exodus of credit card banks in the 1980s
because of its usury laws requiring low interest rates.'55 Banks chartered
within Texas may seek other avenues, such as charter renting, to obtain higher
interest rates, which raises additional concerns.'56 Furthermore, Texas's
current usury caps create a disincentive for new banks to consider
headquartering their lending businesses within Texas. 5 7 Because of state
usury limits, few large banks or financial institutions choose Texas as their
home. 5 Texas hosts many large institutions; however, those institutions
headquarter in other states and merely operate branches within Texas.'59

Texas is not a practical location for financial institutions because banks may
only export interest rates from their state headquarters. 6 ° Low usury caps in
Texas not only discourage banks from headquartering in Texas, but they also
adversely affect the number of jobs in banking and finance statewide.' 6 '

Texas recognizes that the three main issues stemming from the out-of-
state exportation of interest rates into Texas impair residents as well as the
economy. In recognition of this, the Senate Committee Report on Veteran
Affairs and Military Installations cited the OCCC's recommendations to
reduce payday loans. 6  These recommendations included the OCCC's

151. FOX, supra note 116, at 13.
152. Id.
153. Id.
154. SUBCOMMITTEE ON CONSUMER CREDIT, supra note 22, at 15.
155. Id.
156. Id.
157. Id.
158. S. COMM. ON BUSINESS & COMMERCE, TEXAS USURY LAWS & CREDIT COUNSELING SERVICES,

INTERIM REPORTTO THE 79TH TEX. LEG., at 6 (2004), available at http://www.senate.state.tx.us/75r/senate/
commit/c510/Downloads/TULCCSCh2.pdf. As of 2004, the largest commercial bank headquartered in
Texas, Frost Bank in San Antonio, is only the seventy-eighth largest bank in the United States. The second
largest bank headquartered in Texas is Southwest Bank of Texas in Houston, which ranks one hundred and
third. Id.

159. Id.
160. Id.
161. Id.
162. Id.
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"[p]rimary goal: [a]void 'cycle of debt' for consumers in Texas."' 63 Other
goals would require mandatory credit counseling prior to the loan, a
"declining balance loan" upon renewal, a minimum loan term of fourteen
days, and an "acquisition fee [of] $14 per $100 of principal."'' The OCCC
believes that "these goals would be difficult if not impossible to meet without
banning out-of-state banks from exporting high rates to Texas." '65

Because the FDIC-regulated banks are the only banks that partner with
payday lenders within Texas, some recommend that the FDIC ban this practice
among its members, effectively eliminating the exportation of usurious
interest rates into Texas. 166 This approach, although viable, avoids
responsibility by the Texas Legislature and the OCCC. Regardless of whether
Texas takes an active or passive approach, the solution proposed by the law
eliminates out-of-state banks' exportation of usurious interest rates. A
comparative look at other states' approaches to this issue reveals alternatives
for Texas to regulate payday lending.

B. Approaches to Regulation of Payday Loans

States have taken one of three approaches with respect to the payday loan
industry. 67 They may either allow but regulate payday loans, 68 prohibit
payday loans through small loans and check cashing laws, 69 or not regulate
these loans at all. 7 ' Texas has followed the first approach-allow but
regulate.

1. States that Regulate but Authorize Payday Loans

Currently, thirty-six states have regulations that authorize but regulate
payday loans.' States use a variety of methods to address payday loans.
While some states are strict, others may take a lax approach. Regardless of a
state's stance, understanding the different approaches provides a broader
insight into payday lending.

State regulations differ with respect to various facets of the payday loan.
The danger of rollovers raises concern because continual loan flipping

163. VETERAN AFFAIRS, supra note 145, at 24.
164. Id.
165. Id.
166. Id.
167. Moss, supra note 23, at 1739.
168. Id. at 1740.
169. Id.
170. Id.
171. KING ET AL., supra note 11, at 25 n.5. Thirty-six states have laws that allow payday lending:

"AL, AK, AZ, CA, CO, DE, FL, HL ID, IL, IN, IA, KS, KY, LA, MI, MN, MS, MO, MT, NE, NV, NH, ND,
OH, OK, OR, RI, SC, SD, TN, TX, UT, VA, WA, [and] WY." Id.
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indicates a borrower's perpetual indebtedness. 72 Loan flipping also accounts
for 90% of the payday lender's profits.'73 Specifically, states differ in how
they address rollovers. Some states address rollovers by either banning or
limiting them.'74 Of the states that prohibit rollovers, some require a duty to
inquire upon the payday lender,'75 while others do not.'76 States approach
limiting, which informs the borrower that rollovers increase the cost of the
loan, by requiring written or verbal warnings.177

2. States Prohibiting Payday Loans

As of 2006, eleven states enforced a ban against payday lending.'78 They
are Connecticut, Georgia, Maine, Maryland, Massachusetts, New Jersey, New
York, North Carolina, Pennsylvania, Vermont, and West Virginia.'79 These
states have no known costs associated with payday lending and have ended
charter renting within their states. 8° The Center for Responsible Lending
estimates that states banning payday loans save their resident consumers $1.4
billion in fees per year.'

Although the specifics of each state's laws vary slightly, Georgia
provides a good example of a state that prohibits payday lending. In May
2004, Georgia passed Senate Bill 157, which banned payday loans. Georgia's
law passed in response to an increasing concern about its military personnel.8 2

Under Georgia law, exportation of usurious interest rates for payday loans is
illegal. 3 By banning this practice, Georgia has eliminated the exportation of
out-of-state interest rates. 184 Furthermore, it is a felony for payday lenders to
act as agents through charter renting under racketeering statutes.8 5 In addition
to criminal sanctions, payday lenders may also be subject to civil liability

172. Johnson, supra note 16, at 69.
173. See KING ET AL., supra note 11, at 6.
174. See Johnson, supra note 16, at 64.
175. Id. Florida places a duty to inquire upon the payday lender. The payday lender must identify

whether the borrower has any outstanding loans through a database managed by Florida's Department of
Banking & Finance. Id. at 152 n.324 (citing Fla. Stat. § 560.404 (19)(a)-(b) (West Supp. 2002)).

176. Johnson, supra note 16, at 64.
177. Id. at 65.
178. KING ET AL., supra note ll,at 12.
179. Id. North Carolina and Pennsylvania recently joined the "safe" states by banning payday

lending in 2006. See id. at 11.
180. Id.
181. Id.at2.
182. VETERAN AFFAIRS, supra note 163, at 23. Military commanding officers complained that

payday lenders surrounding Georgia bases preyed on economically unsavvy soldiers. Under the military's
strict code, excessive debt could lead to a soldier's loss of security clearance or discharge. See id.

183. Id.
184. Id.
185. Id.
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through class-action lawsuits. 8 6 Georgia's law also articulates specifics
concerning payday lending practices unique to military personnel, such as
banning the garnishment of a soldier's wages, collection practices against
deployed personnel, and communication with a soldier's superior.'87 Georgia
gave its regulation teeth-not only did it eliminate out-of-state exportation of
interest rates, but it applied criminal sanctions for noncompliance.

C. A Reflection on Payday Regulation

The OCCC is the administrative agency charged with regulating,
licensing, and overseeing the payday lending industry in Texas. 88 Texas does
not offer adequate regulation or oversight through the OCCC to deal with
payday loans effectively. Furthermore, Texas does not have an adequate
picture of the actual state of payday lending within its borders. Other states,
like Texas, that choose to regulate payday lending now realize the importance
of tracking data associated with payday loans through their state
administrative agencies.' 89 If the OCCC were to collect data on payday loans,
Texas would have a more accurate understanding of the issue.

Current Texas administrative law addressing payday loans is ineffective.
While the introduction of section 1.605 of the Texas Administrative Code
acknowledged payday lending in Texas needs regulation, the code does
nothing more. The Administrative Code and the OCCC are essentially
powerless in their current form. The code and the OCCC bestow authority to
regulate payday lending in Texas, but they do not bestow authority to regulate
the entities that export out-of-state interest rates into Texas. 9' A majority of
the payday lenders operating within Texas rent their charters from out-of-state
banks, thus giving the OCCC no authority to regulate these entities. An
alternative exists: prohibit out-of-state charter renting.

Under the Georgia model, regulations do not ban payday lending entirely;
rather, they ban out-of-state charter renting-the cause of the problem.
Furthermore, Georgia assesses criminal sanctions for violation of its
racketeering statutes. Because lenders can evade state usury laws, an effective
solution to restore authority to Texas regulation and the OCCC is to prohibit
the out-of-state exportation of interest rates into Texas.

186. Id.
187. Id.
188. SUBCOMMITTEE ON CONSUMER CREDIT, supra note 22, at 3.
189. KING ET AL., supra note 11, at 7. State regulators from the following states track data on

payday loans and make it publicly available: CA, CO, FL, IA, OK, OR, VA, and WA. Id.
190. 7 TEX. ADMIN. CODE § 1.605 (West 2006); see SUBCOMMITTEE ON CONSUMER CREDIT, supra

note 22, at 15.
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VI. CONCLUSION

Lisa Englekins is not alone. Like her, many Texas consumers, not to
mention many American consumers, are facing a never-ending cycle of
indebtedness. To understand Lisa's plight, understanding the structure and
specific mechanisms of payday loans is essential. Taking advantage of a
payday loan once or twice causes little or no harm, but the loans can create
problems for borrowers who lack understanding of this type of loan and
become habitual users.

Lisa learned that in order to avoid a cycle of indebtedness, she needed to
either pay the loan in as soon as she herself got paid, or realize that she was
not in a position to get into the loan in the first place. Through experience,
Lisa learned the mechanisms behind payday loans: high interest rates, balloon
payments, and loan flipping.

What Lisa indirectly experienced was one of the methods that payday
lenders use to circumvent state usury laws--defining themselves in form over
substance or charter renting. Charter renting, in particular state charter renting,
is a major controversy surrounding payday loans. Through charter renting,
out-of-state banks export usurious interest rates into other states. Lisa and
others in her situation need protection from, and greater regulation of, this
type of loan. While many states, including Texas, take a semi-active approach
to regulating payday lending, other states have been dealing with the industry
more effectively. While some advocate tougher state regulation, others find
that federal regulation may be the answer. With payday loans costing Texans
an estimated $259 million each year in fees, change is necessary. 9 '
Regardless of the type of regulation, state or federal, what is certain is Texas
needs a different approach in managing the payday lending industry.

by Deena Reynolds

191. KING ET AL., supra note 11,at ii.
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