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Bankers and businessmen are far from the 
only Americans that are feeling increasingly 
anxious over the state of the credit markets. 
As traditional banks tighten lending 
standards, many consumers fi nd themselves 
unable to readily borrow when the need 
arises, oft en unexpectedly.

According to the July 2008 Senior Loan 
Offi  cer Opinion Survey on Bank Lending 
Practices by the Washington, D.C. Federal 
Reserve Board, about 65 percent of domestic 
banks indicated that they had tightened their 
lending standards on consumer loans and 
credit card loans over the past three months.1

Th e survey goes on to report:

In addition, considerable fraction of 
respondents reported having increased 
minimum required credit scores on both 
types of consumer loans and reduced the 
extent to which such loans were granted 
to customers who did not meet their 
bank’s credit-scoring thresholds. Finally, 
large net fractions of banks noted that 
they had lowered credit limits on credit 
card accounts over the past three months, 
and increased interest rate spreads on 
consumer loans other than credit card 
loans. On balance, about 35 percent of 
domestic banks—up from roughly 25 
percent in the April survey—expressed 
a diminished willingness to make con-
sumer installment loans relative to three 
months earlier.2 

Th e tightening credit market is aff ecting 
all consumers. But those with poor credit, 
especially with short-term credit needs, may 
be the most impacted.

Even before the credit crunch borrowers had 
relatively few available options for short-
term credit. Traditional borrowers have the 
option of dealing directly with a consumer 
bank or federal or employee credit unions. 
But those consumers who do not meet bank 
or credit union lending criteria, particularly 
when borrowing smaller amounts for short-
time periods, have to turn elsewhere. 

Some borrow from friends or family. Still 
others, following a venerable precedent, 
make their way to the pawnshop. Other op-
tions are to skip utility and credit card pay-
ments, seek out loan sharks, or fi le for bank-
ruptcy. Few of these options are optimal for 
consumers and may ultimately damage a 
person’s long-term credit.

A survey of 521 low-income Texans conduct-
ed by Texas Appleseed, a public-interest law 
center based in Austin, TX, confi rms some 
of the obstacles facing those in need of small, 
short-term loans. It found that 40 percent of 
respondents that used payday loans* indicated 
that they were turned away by banks or credit 
unions.3 Half of these respondents said they 
needed short-term loans to pay bills, while 46 
percent needed money for gas or groceries. 
Over a third of people surveyed using payday 
loans were faced with an emergency.4
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*Payday loans are a form of short-term lending characterized by the use of a personal, post-dated, check as 

collateral for the loan. These checks are generally dated to coincide with the check issuer’s next scheduled 

payday.
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Consumers in need of STLs are oft en challenged in fi nding 
a source of funds. Th e Texas Appleseed survey noted that 
60 percent of those surveyed turned to family or friends for 
loans while 23 percent chose to borrow money from pay-
day lenders. Respondents did not turn to banks nearly as 
much and 40 percent indicated that they were turned down 
for loans at banks and credit unions anyway.5 Th e study 
concluded that rejection from traditional banks and credit 
unions is a major factor in a consumer’s decision making 
process to borrow from payday lenders.6 

Short-Term Credit and Related Financial 
Services
Th ere are a many types of fi nancial services that consumers 
can seek out in order to help them structure their fi nancial 
life or gain access to credit. Th e following are some typical 
options for consumers.

Traditional Bank Loans, Lines of Credit, Credit Cards, 
and Home Equity Loans
Banks and credit unions off er fi nancial consumers many dif-
ferent options when it comes to loans and credit, but many 
of these options aren’t suitable for a signifi cant portion of 
borrowers in the short-term credit market. Banks tradition-
ally off er unsecured or secured personal loans, unsecured 
or secured lines of credit, credit cards and credit card cash 
advances, or equity lines of credit tied to property or home 
ownership. 

While personal loans may seem like a good option for con-
sumers in need of short-term credit, it isn’t always the case 
that they will be served at a traditional bank. Large mini-
mum loan amounts and strict credit thresholds set limits 
on what type of consumer may seek out personal loans.  For 
example, the minimum loan amount that can be taken out 
at Wells Fargo for a personal loan is $30007 while the mini-
mum amount at Capital One is $2500.8 Other consumers—
particularly those with poor or non-existent credit—who 
are not discouraged by the loan amounts may be rejected 
based on lending practices. Th ose people who are seeking 
shorter, smaller loans have no options at a traditional bank. 
 
Many banks off er credit cards as a way for consumers to 
utilize and gain credit. Credit cards provide consumers 
with an easily accessible source of liquidity for purchasing 
items or paying bills. Consumers are required to pay down 

their credit card balance at the end of each month with a 
minimum payment amount. Th ose who fail to pay down 
their balance are subject to interest rate increases and pen-
alty fees. Cardholders can also take out what is known as 
a “cash advance” which enables consumers to borrow cur-
rency against his or her remaining credit card balance. Cash 
advances are also subject to fees.9 

According to Donald Morgan of the NY Federal Reserve 
Bank, 60 percent of short-term borrowers reported that 
they had maxed out their credit cards and needed access to 
additional credit to meet other fi nancial obligations such as 
utility bills.10 Given no other alternative for access to more 
credit, these consumers could miss payment on bills and 
credit cards and be subject to card fees and other penalties.

Another avenue for consumers looking for short-term cred-
it is a home equity line of credit through their bank. A home 
equity line of credit is a form of credit in which a person’s 
home serves as collateral. Typically, a person’s home is their 
most valuable asset and many homeowners use home eq-
uity lines of credit to pay off  major expenses.11 Th is option 
is only available to those seeking short-term credit who are 
homeowners, not renters. Th e Appleseed survey found that 
renters are more likely to seek out payday loans.12 

Short-Term Loan Options: Direct Deposit Loans, 
Cash Advances, and Payday Lending
For those consumers in need of smaller, short-term cash 
loans that are not served by traditional banking institutions, 
there are some other options that may keep them from hav-
ing to go without meeting their fi nancial needs.

Certain banks off er what is known as a “direct deposit loan” 
in which funds are made available in a person’s account be-
fore their next direct deposit from their employer. It is es-
sentially allows a person to have access to future guaranteed 
funds. Th is type of loan is known by many diff erent names 
including, a “cash advance loan,” a “payday loan,” “or a “sal-
ary advance loan.” Th ose seeking payday loans are not un-
banked nor are they unemployed.13 

Some credit unions have begun experimenting with sal-
ary advance or payday loans.14 Th e North Carolina State 
Employees Credit Union is one example. However, Dan 
Mica, the president of the Credit Union National Associa-
tion (CUNA), indicated in an interview for USA Today that 



April 2009  How Access to Short-Term Credit Helps Consumers

Texas Public Policy Foundation  3

many of these loan programs were barely breaking-even 
due to the poor credit quality of borrowers.15 Given this 
scenario, it is unlikely that credit unions will engage in the 
short-term lending market in large numbers.

Consumer credit service organizations (CSOs) have come 
in to fi ll the market for smaller, short-term loans not off ered 
by banks and credit unions. A CSO provides retail fi nancial 
and credit services to consumers, including securing or ob-
taining short-term loans (STLs).
 
CSOs are not lenders, but rather a CSO will help consumers 
in need of a STL locate a third-party lender (TPL) who is 
willing to issue loans to short-term borrowers. Th ese loans, 
in turn, are underwritten based on the lender’s risk crite-
ria and are oft en secured by the CSO by a letter of credit 
or issuance of guarantee. Retail fi nancial services organiza-
tions are not primary lenders and should not be confused 
with the third-party lenders that actually charge interest on 
short-term loans.

Th e Texas Constitution sets a limit on interest rates at 10 
percent per annum, unless otherwise set by the Legisla-
ture.16 All short-term lenders must abide by this constitu-
tional provision by law unless exempted or given special 
consideration by law. Payday or cash advance lenders are 
subject to this cap in Texas.

Other Retail Financial Alternatives: Pawn Shops, 
Prepaid Debit/Phone Cards, and Money Orders
Another option available for consumers in need of imme-
diate or short-term funds is to pawn certain possessions. 
When someone “pawns” an item what it really means is that 
they will get a short-term cash loan with that item as the 
collateral. Pawn shops are regulated under state law (Texas 
Finance Code Chapter 371). Typically, a borrower will enter 
into an agreement with a pawn broker and a contracted pe-
riod of time. Th e broker may charge what is known as a “fi -
nance charge” on any transaction. Aft er the transaction has 
been made, the person who pawned the item will have a set 
period of time to repay the loan with interest and reclaim 
their personal property. If they are unable to repay, the item 
becomes the property of the pawn broker. According to the 
Texas State Attorney General’s Offi  ce, pawns shops can have 
a maximum rate of 240 percent APR.17 

In addition to the services mentioned in previous sections, 
retail fi nancial service organizations, including CSOs, may 
provide consumers with access to prepaid debit or phone 
cards. Th is gives consumers the option to pre-load a debit 
card with a specifi c amount of cash, which then allows con-
sumers to control or limit spending based on the value one 
the card. Similarly, pre-paid phone cards enable consum-
ers to control the specifi c costs of long-distance telephone 
service.

Retail fi nancial service providers in Texas may also help 
consumers secure money orders. A money order is an al-
ternative form of payment when a consumer doesn’t want 
to send a personal check. Money orders do nothing to help 
people in need of short-term credit and only serve as a form 
of direct payment.

The Eff ects of Restricting Access to Forms 
of Short-Term Credit
A study by the Federal Reserve Bank of New York conclud-
ed that state bans on payday credit in Georgia and North 
Carolina had caused more people to bounce checks, fi le 
for Chapter 7 bankruptcies (“no assets”), and experience 
greater diffi  culty with lenders and debt collectors. Th e op-
posite was true for consumers in Hawaii, whose legislature 
increased the level of individual payday loans from $300 to 
$600.18

Many critics of payday lending fail to take fully into ac-
count the unintended consequences of banning the practice 
or passing legislation making it impossible for these lend-
ing companies to continue to operate. Th e Federal Reserve 
study found that the lack of access to short-term loans for 
people in need of funds have signifi cant impacts as people 
may be subject to bankruptcy due to the lack of credit.

When judging the appropriateness of a certain consumer 
service, one should compare the alternatives. In the case of 
short-term loans, the alternative is oft en making late pay-
ments on bills, bouncing checks, or facing bank penalties 
for insuffi  cient funds. Th e New York Federal Reserve study 
cites a survey of eight large Chicago banks conducted by 
the Woodstock Institute that calculated the implicit APR of 
bounced check protection off ered by banks at an average 
2,400 percent. Sheila Bair, chairman of the U.S. Federal De-
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posit Insurance Corporation (FDIC), noted that overdraft  
and bounced check protection discouraged traditional 
banks and credit unions from off ering payday or short-term 
loans. Instead, she said, these institutions reap huge fi nan-
cial gains from off ering this type of consumer protection. 
She warned that consumers were catching on and turning 
to payday loans as a cheaper alternative.19  

In the last decade banks have nearly quadrupled their over-
draft  fees while credit-card late charges and over-limit charg-
es have nearly tripled.20 In 2006, banks made $36 billion on 
checking/savings account fees. Bank of America for example, 
has raised the limit of the number of times a person can be 
charged an account fee to seven times per day.21 Given the in-
creasing level of bank fees and other fi nance charges, some 
consumers may fi nd it benefi cial to mitigate these costs by 
taking out small loans.

Legislative Restrictions on Short-term 
Lending
New Hampshire has passed a law capping short-term loan 
interest rates at 36 percent, forcing many payday lending lo-
cations to close.22 Similar caps have passed in Pennsylvania 
and Arkansas with similar eff ects.23 Jonathan Zinman ar-
gues that shutting off  payday loans could lead some people 
to riskier behavior, such as bouncing checks or seeking out 
illegal loan sharks.24 

Part of the impetus for restrictions on short-term loans 
comes from the opposition to the high interest rates that 
are cited when CSOs are viewed as primary lenders that are 
collecting interest on loans. Th is is not the case. Instead, 
Credit Service Organizations charge a fi nder’s fee for help-
ing consumers locate and secure a STL from a third-party 
lender. Although required by law, factoring in these types 
of charges for the purpose of calculating APR interest rates 
on short-term loans may be inappropriate in drawing an 
accurate comparison with other annualized loans. Many 
people oft en decry what they perceive as “excessive inter-
est rates,” yet they fail to take into account that the lend-
ers are capped at 10 percent interest rates per annum. Th e 
Federal Truth-in-Lending act requires that service fees are 
included in calculating the eff ective APR. For the purposes 
of comparing consumer alternatives however, citing these 
interest rate calculations alone doesn’t accurately describe 
the whole picture. 

Fourteen bills fi led in the Texas Legislature’s current session 
follow the trend of regulating short-term loans. House Bills 
3021, 3304, 3744, 3772 and 4391 as well as Senate Bills 242, 
243, 244, 248, 1285, and 2131 collectively increase trans-
actions costs of short-term lenders and cap interest rates. 
House Bills 2211 and 2408 and SB 189 restrict short-term 
loan access with respect to loan collateral and military ser-
vice affi  liation. If passed, these bills would reduce consumer 
options in matters of personal fi nance.

All lenders, including banks, credit unions, or short-term 
lenders determine interest rates based on the consumer’s 
credit risk. Consumers without existing credit, or with poor 
credit, are generally charged higher than average interest 
rates to mitigate the potential risks of defaulting payment. 
Lending, by nature, is a somewhat risk-intensive venture 
and appropriate interest rates allow lenders to continue to 
do business. Similarly, any profi ts made from successful 
lending in the past acts as a hedge against future defaults. 

Legislation that caps interest rates below the established 
market value will put short-term lenders out of business 
and reduce lending options and choices for consumers 
seeking out immediate or emergency short-term loans, most 
of whom are urban members of the lower-middle class.26 
Th us, legislation to restrict access to short-term loans would 
disproportionately harm lower income Texans.

Established Consumer Protection Measures 
in Texas for Short-Term Lenders
Contrary to the claims of “predatory, unregulated credit 
lending,” leveled against payday lenders, retail fi nancial ser-
vice providers in Texas are subject to many consumer pro-
tection regulations including:

Texas Credit Service Organization Act (Texas Finance  
Code Chapter 393

Texas Deceptive Trade Practices Consumer Protection  
Act (Texas Business and Commerce Code §17.41 et seq.)

Texas Constitutional Article XVI, §11 

Texas Finance Code Chapter 302 

Federal Truth in Lending Act (15 USC §1601 et seq.) 
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Regulation Z (12 CFR part 226) 

Texas Debt Collection Practices Act (Texas Finance  
Code Chapter 392)

Federal Debt Collection Practices Act (15 USC §1692  
et seq.)

Federal Equal Credit Opportunity Act (15 USC §1691  
et seq.)

Regulation B (12 CFR part 202) 

Federal Trade Commission Act (15 USC §41 et seq.) 

Federal Gramm Leach Biley Privacy Laws (15 USC  
§§6801 et seq.)

Federal Trade Commission Regulations (16 CFR part  
313 and 16 CFR part 314)

Additionally, retail lenders follow industry standards of 
only extending loans to people who have a valid checking 
account, a photo I.D., and a verifi able source of repayment. 
To put the matter simply, it is not in the best interests of ei-
ther a short-term lender or to a borrower to take out loans 
that can’t be repaid. Credit Service Organizations in Texas 
are required by law to display prominently all charges, fees, 
and interest rates associated with taking out loans. Consum-
ers are also given a grace period of three days to return the 
loan without incurring interest charges and may not take 
out more than one loan at a time.

Findings
It is best to keep options open for people with poor  
credit histories to take out short-term loans. Eliminat-
ing options has proved to be harmful in states such as 
Georgia and North Carolina.

Certain consumers will always need access to short- 
term credit markets to overcome emergency situations 
or tough times. It is better to promote competition for 
this industry rather than erect restrictive barriers of 
entry for new competitors.

Fees charged by credit service organizations are dif- 
ferent from interest charged by lenders. Calculating 
service fees or guarantor charges into the eff ective 
APR does not provide a completely an accurate picture 
of the cost.

Passing laws that cap eff ective APR rates will drive  
short-term lending organizations out of the market 
and make consumers worse off  when their credit op-
tions are restricted.

Market forces of supply and demand will set reasonable  
interest rates. Some consumers prefer access to more 
money now at the expense of paying interest later.

Consumers make lending decisions that they believe  
are in their best interests—passing restrictions on 
short-term lending amounts to telling consumers what 
is best for them.

Conclusion
As credit markets continue to tighten, it is important for 
Texas consumers to have access to a variety of fi nancial 
options. Many people who are turned away by traditional 
banks or credit unions are oft en left  in a precarious situa-
tion of limited choices, most of which lead to higher debts, 
late payments, or bank fees. Consumers in need of short-
term loans and credit are generally aware of the alternatives 
to taking out loans, such as skipping payments or bouncing 
checks. Th ere is and will continue to be a market demand 
for small, short-term loans.

Critics cite what they claim to be high eff ective APR rates 
in their condemnation of payday loans and credit service 
organizations. However, they fail to look at the other side 
of the issue and don’t take into account the alternatives that 
consumers face. Eff ective APR rates for late payments and 
bank fees oft en vastly exceed those of small, short-term 
loans. A competitive and vibrant short-term credit market 
promotes consumer choice and access to needed fi nancial 
services.
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