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The 2010 Dodd–Frank Act authorized the Con-
sumer Financial Protection Bureau (CFPB) to 

impose new regulations on payday lenders and other 
short-term credit providers, and these rules will like-
ly harm millions of consumers. The act compounded 
this regulatory burden by e0ectively creating a vari-
ety of taxpayer-subsidized alternatives to private 
lenders in this market. Supporters of Dodd–Frank 
argue that these changes are necessary because pri-
vate short-term lenders tend to “trap” consumers in 
high-cost debt. This view is fundamentally flawed, 
and the federal government has no need to regulate 
short-term lenders, all of whom are currently regu-
lated by state governments.

Payday Lenders Provide 
Valuable Services

Advocacy groups have campaigned against pay-
day (and other short-term) lenders for years, claim-
ing that these companies systematically “trap” peo-
ple in high-cost debt.1 Since Dodd–Frank passed in 
2010, federal regulators are basing new regulations 
on this flawed premise. For instance, the director 
of the CFPB recently stated, “Too many short-term 
and longer-term loans are made based on a lender’s 
ability to collect and not on a borrower’s ability to 

repay.”2 However, if lenders build their business on 
collecting money from people who cannot make 
good on their debts, they will soon find themselves 
out of business.

Furthermore, the CFPB’s own complaint data-
base does not support the claim that there is a sys-
tematic problem in this industry. From July 2011 
to August 2015, consumers lodged approximately 
10,000 complaints against payday lenders.3 Ignor-
ing the fact that these are unverified complaints, the 
figure pales in comparison to the more than 12 mil-
lion people per year using payday loan services. Cer-
tainly, some customers have legitimate complaints, 
but four years of raw complaint totals represent less 
than one tenth of one percent of the number of annual 
payday loan customers.4

Newly published survey results cast further 
doubt on the notion that payday lenders are system-
atically trapping consumers in debt. On the contrary, 
most customers knowingly choose to roll over their 
payday loan before becoming debt free, and they are 
even able to accurately predict when they will be 
debt free for one pay period.5 While it may appear to 
some people that payday loan customers are mak-
ing bad economic decisions, policymakers cannot 
make such judgments because the value in question 
is subjective. In other words, even though someone 
not connected to a payday loan may view the cost as 

“too high,” the borrower is the only person capable of 
making that judgment.6

APR Does Not Apply to Payday Loans
One common criticism of the industry is that 

payday lenders gouge customers by charging a 
high annual percentage rate (APR)—sometimes 
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“upwards of 390%.”7 This criticism is misplaced, in 
part because it misuses the APR concept. Properly 
used, the APR represents the actual rate of interest 
someone pays over the course of a year due to com-
pounding, the process whereby interest is added to 
unpaid principal.8 However, in a typical case, payday 
loan customers do not borrow for a full year, and the 
interest charges do not compound.9 Thus, there usu-
ally is no APR on a payday loan.

For example, if a customer borrows $100 for two 
weeks, for a fee of $15, then the only way to appro-
priately express this fee as a rate would be 15 per-
cent ($15 divided by $100). When a payday loan 
customer rolls over a loan at payday, he has to pay 
a new $15 fee and is then responsible for repaying 
a total of $130; the fee could then be expressed as 
a rate of 30 percent, and so on. Thus, interest costs 
cannot “explode” exponentially as they can, for 

example, with a home mortgage, since there is no 
compounding.10

Should the customer in this example roll the 
loan over more than 6 times, he would pay more in 
interest than the original $100 loan. However, this 
does not mean that the customer has been harmed. 
Such a criticism is particularly puzzling when made 
by federal o=cials since government-housing poli-
cies have, for decades, been geared toward increas-
ing long-term mortgages for low/moderate income 
households. These mortgages can be criticized on 
precisely the same grounds, and they impose much 
higher total interest costs than payday loans.

Overview of the CFPB’s Proposed Rules
The CFPB’s current proposal creates two class-

es of short-term loans: those with up to 45 days in 
duration and longer-term ones that mature in up 
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to six months.11 For both categories, the CFPB has 
proposed two options, where lenders can choose 
between a prevention or protection framework. 
For the shorter-term loans, the prevention option 
requires lenders to apply the ability-to-repay stan-
dard.12 This standard generally requires lenders to 

“make a reasonable and good faith determination 
based on verified and documented information that 
the consumer has a reasonable ability to repay the 
loan according to its terms.”13

If the borrower then defaults, he has the right 
to sue the lender for misjudging his ability to repay 
the loan. This option also creates a rebuttable pre-
sumption of an inability to repay either a second or 
third short-term loan within 60 days of the original 
loan. In other words, a lender cannot make another 
loan to the consumer within a 60-day period unless 
the lender can “prove” the borrower can repay. If 
the lender can rebut the presumption, it can pro-
vide no more than three consecutive loans without 
a 60-day cooling o0 period.14 Combined, these two 
new provisions would severely shrink payday lend-
ers’ profitability and ultimately shrink consumers’ 
access to capital.

Alternatively, a lender can choose the protection 
option, a framework that includes several screen-
ing and structural requirements. Using this option, 
the lender must first (among other requirements) 
verify the consumers’ income and borrowing his-
tory, as well as verify that extending a loan will not 
result in the customer being in debt “for more than 

90 days in the aggregate during a rolling 12-month 
period.”15 This option would impose a major change 
on the industry—currently, most payday lenders only 
require proof of employment and a bank account.

Once all screening requirements are met, the 
lender can provide only a loan that meets certain 
structural criteria, such as a maximum amount of 
$500 and a duration of no more than 45 days. The 
current plan would also require lenders to struc-
ture loans to “taper o0 the consumer from indebted-
ness.”16 Longer-term loans face a similar set of new 
restrictions and, in some cases, have their interest 
rates and fees capped.

Title XII of Dodd–Frank 
Compounds Problems

Dodd–Frank places additional burdens on the 
industry because it creates several subsidized alter-
natives to privately provided short-term loans. Sec-
tion 1204, for example, establishes federal grant pro-
grams to help FDIC-insured banks provide more 

“small-dollar value loans.”17 Section 1205 authorizes 
similar grants for a wider range of entities, includ-
ing nonprofit organizations as well as state and local 
governments.18 Finally, Section 1206 establishes 
grant programs for taxpayer-funded groups known 
as community development financial institutions 
(CDFIs) to provide loans of up to $2,500.19 Thus, the 
federal government is now subsidizing the com-
petitors of the private lenders upon whom they are 
imposing high regulatory costs.
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Conclusion
The Dodd–Frank Act authorized the CFPB to 

impose federal regulations on the short-term lend-
ing industry, and the agency is developing rules that 
will harm private firms and their customers. Fur-
thermore, the federal government is now subsidiz-
ing these private lenders’ competitors. Combined, 
these changes will make it very di=cult to for pri-
vate business owners to serve their customers.

This new framework is based on the false claim 
that private lenders systematically prey on custom-
ers who cannot repay their debts. The evidence does 
not support such a claim, and the new approach is 
likely to prevent millions of people from gaining 
access to the beneficial credit products they current-
ly use. The best way to ensure customers have access 
to low-cost credit is to foster private competition. 
The federal policies in Dodd–Frank take the oppo-
site approach, and they are on the brink of shutting 
down many of the private firms that provide short-
term loans.
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