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n the wake of the financial crisis, Congress is con-
sidering new regulations on non-traditional lending 
products like payday lending, although there is no 
evidence that such products were related in any way 
to the financial crisis. If enacted, the principal leg-

islation, H.R. 1214 (the Payday Loan Reform Act of 2009), 
would limit the charge for a single-payment loan to an effec-
tive 391 percent annual rate ($15 per $100 two-week loan). 
H.R. 1214 also purports to limit borrowers to one loan at a 
time from a single lender, prohibit rollovers, and limit bor-
rowers to one extended repayment plan every six months. 
Economic theory and empirical evidence strongly suggests 
that these paternalistic regulations would make consumers 
worse off by limiting their choices to unappealing alterna-
tives. Also, the act would do little to protect consumers from 
concerns of over-indebtedness and high-cost lending.

ThE PAYDAY LOAN INDUSTRY

Payday lending arose in big cities as early as the 1880s 
as an alternative to pawn shops and “chattel lenders,”1 serv-
ing as a valuable source of short-term, small-amount lending 
to wage earners with steady employment but a critical need 
for short-term emergency funds. Since then, the payday loan 
industry has grown rapidly during the past two decades, from 
under 200 offices in the early 1990s2 to over 22,800 offices 
at the end of 2005.3 Forty percent of payday loan custom-
ers earn between $25,000–50,000 per year, and 56 percent 
earn between $25,000–75,000 (see figure 1).4 Still, despite 
the intense regulatory attention on payday lending in recent 
years, only about 2 percent of the population (9 to 14 million 
people) use payday lenders in any given year. The aggregate 
outstanding principal balance of all payday loans at any given 
time is about $2 billion.

Use of payday loans is almost always precipitated by an unex-
pected expense that the borrower could not postpone, such as 
a utility bill, fear of a bounced check, healthcare expenses, or 
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the need for funds for vacation or Christmas.5 In one survey 
of payday loan borrowers, 86 percent of respondents reported 
that they “strongly” (70.8 percent) or “somewhat” agreed (15.7 
percent) that their use of a payday lender was to cope with an 
unexpected expense. 6

Lack of access to emergency funds can be detrimental to con-
sumers. For instance, every bounced check can incur substan-
tial fees and impose indirect costs. If a check is an insurance 
payment, the policy will be terminated;  if it’s for utilities, such 
as telephone or electricity, it may lead to termination of ser-
vice, penalties, and a substantial security deposit to reconnect 
service. Bouncing a check may also result in termination of a 
bank account and even a risk of criminal prosecution, while 
also damaging the individual’s credit score, making subse-
quent access to credit even more difficult.7

Payday loan customers are not fools; they have carefully 
weighed all of their options and chosen the best alternative 
they can afford. Payday lending customers choose this financ-
ing option over an array of relatively unattractive options, 
such as pawn shops, bank overdraft protection, credit card 
cash advances (where available), and informal lenders or 
loan sharks. For instance, according to a study by the Federal 
Deposit Insurance Corporation, a customer repaying a $20 
debit overdraft in two weeks would incur an average Annual 
Percentage Risk (APR) of 3,520 percent, which can be an unat-
tractive alternative for a borrower.8

Payday loan customers are also well informed about the cost 
of these loans. According to Elliehausen, only 2 percent of 
payday loan customers reported that they did not know the 
finance charge for their most recent new payday loan; 94.5 
percent reported finance charges consistent with prevail-
ing market prices.9 Whatever concerns have been expressed 

about payday loans, lack of transparency is not one: Payday 
loans are very simple and very transparent loans with a small 
number of terms, especially when compared to complex 
products such as mortgages or credit cards.

Since their inception, regulators have expressed concern 
about the apparent high cost of short-term, small loans. How-
ever, and in light of the recent economic turmoil, anecdotal 
reports indicate that as a result of a reduction of access to 
credit, and especially a dramatic reduction in the availabil-
ity of credit-card credit, middle-class consumers and small 
businesses increasingly are turning to non-traditional lend-
ers, such as payday loans and pawn shops.10  Banning payday 
lending in these uncertain times would drive consumers fur-
ther down the “lending ladder” to pawn shops or alternatives 
that are not economically desirable.

ThE ECONOMICS Of USURY REGULATION

Misguided paternalistic regulation that deprives con-
sumers of access to payday loans is likely to force many of 
them to turn to even more expensive lenders or to do with-
out emergency funds. This is because substantive regula-
tion, such as price caps on interest rates (often referred to as 
“usury” regulations), limits the interest rate of loans made to 
borrowers. This can have several unintended consequences 
that can be extremely harmful to consumer welfare, which 
can be summarized under three basic headings: term re-pric-
ing, product substitution, and credit rationing.

Term re-pricing describes the process by which lenders offset 
limits on what they can charge on regulated terms. By increas-
ing the price of other terms of the loan or related loan prod-
ucts, like the minimum required amount of the loan, lenders 
can amortize the costs of issuing the loan over a higher loan 
amount.11 As reported by Policis, this can force borrowers to 
borrow larger amounts than they prefer or can reasonably 
manage, thereby reducing the usefulness of the loan and, per-
versely, promoting over-indebtedness.12

The second unintended consequence of usury regulation, 
product substitution, arises when certain types of regula-
tion make it impossible to price a particular consumer loan 
product in a manner that makes it economically feasible for 
the lender and borrower to enter into a transaction, leading 
lenders and borrowers to search for alternative, less-desired 
credit products. For instance, a recent study of U.S. consum-
ers found that in states with strict usury ceilings, unbanked 
consumers tended to substitute pawn shops while those with 
access to mainstream credit markets made greater use of 
retail and revolving credit.13

Pawn shop loans are especially unappealing: Their cost is 
comparable to payday loans, but they require the borrower to 
part with personal property to use as collateral.14 In addition, 

FiguRe 1: inCome disTRibuTion oF Payday Loan CusTomeRs

Source: Edward C. Lawrence and Gregory Elliehausen, “A Comparative Analysis of 
Payday Loan Customers,” Contemporary Economic Policy 26, no. 2 (2008): 305.
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CONCLUSION

Economists have almost uniformly concluded that usury 
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ing behavior is harmful to consumer welfare. Regulations 
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If a low-income person needs 
$500 for a car repair in order to 
get to work, eliminating payday 
lending as an option does not 
eliminate the need for the car 
repair. It simply forces the  
borrower to find funds else-
where or live without the car.
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