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Abstract


My topic is on predatory lending and why I feel it is wrong to take advantage of consumers who are poor, financially illiterate and have a bad credit rating. It would be acceptable to me if consumers were charged high interest rates based on their credit history and the risk involved. But this is not just high interest. This is interest that is extreme and outrageous. Many of these consumers are paying over 700% in interest for cash they borrow against their next paycheck. When you compare that to people with marginal (below average) credit who think their 28-29% interest rate is high, you get a sense of the injustice being done to those who are paying over 700%. Payday lenders are not the only ones taking advantage of those in financial difficulty. Rent to own stores and banks have also been involved with similar predatory lending techniques. I will expose the ugly side of predatory lending and illustrate how big of an impact this can have on a consumer’s financial well-being. In the end, I hope that you will be as convinced as I am that predatory lending is wrong. 
Intro

Predatory lending is issuing a loan to someone who is considered a high credit risk and charging them excessive fees to (over)compensate for the high risk. I strongly believe that these predatory loans are ethically wrong and I oppose them due to the fact that they prey on the lower income and lower educated populations. The result of these loans can be devastating to consumers, creating an uncontrollable cycle of debt. This cycle of debt being placed on consumers is the primary reason I am against these types of practices.

These companies do not hide the fact that they charge outrageous fees or interest. They are straightforward with the terms of their loans and do not try to mislead anyone. The consumer voluntarily signs an agreement which clearly states the terms. Deception is not the problem. The problem is that the consumer does not understand what it is they are signing. Lenders prey on consumers who have no idea just how bad they are being ripped off.  Predatory lending is taking advantage of the un-educated consumer. I consider it usury. 

There are three main types of predatory lending that I will focus on:

1. Payday lending services


2. Rent-to-own stores

3. Excessive bank fees
Payday lending: simple vs. annual interest


The interest rate concept is the problem that confuses many consumers. To illustrate, suppose I went to a payday lender to borrow $100. To receive the $100, I would have to write a postdated check (usually dated on my next paycheck) for $115. Thus the simple interest rate is 15%. But depending on whether I get paid monthly, bi-weekly or weekly, the APR (annual percentage rate) is about 180%, 390% and 780% respectively.
The problem is that many consumers who are financially uneducated only perceive the 15% simple interest rate. They overlook the APR (or do not understand it), which can be a terrible mistake.

 For someone who borrows only in emergency circumstances (e.g. once or twice a year), that is not a problem. The yearly costs are minimal and the costs beat facing a utility disconnection or property repossession. However, for someone who repeatedly borrows money paycheck after paycheck, the costs over a year’s time can be overwhelming! These are the people who fall into the vicious cycle of debt trap. Over a year’s time, the costs can be in the thousands, wiping out a significant percentage of a person’s income. Once the person realizes they have signed up for a lose-lose situation, it is too late. They have to continue borrowing the upcoming paycheck to cover the previous paycheck they have already borrowed from. These lenders will argue that they are providing a service to the poor, but what they are really doing is ripping them off and putting them further into debt.
Rent to own stores


Rent to own is a different type of business than payday lenders, but the results end up about the same. The business targets the poor and the terms of the agreement are designed to make it easy for the customer to default on the contract. A person can buy new or “like new” furniture, appliances, electronics, computers, etc. making small weekly, bi-weekly or monthly payments. These contracts can run from six months to three years, but most contracts run 12-18 months. Of course, the longer the contract, the more the customer pays for the merchandise. If the customer misses a payment and does not square away very soon, the item gets repossessed (and usually re-sold to another customer). In the end, if the customer has paid in full for the merchandise, (s)he has usually paid two to four times the total of the product’s retail value.

Why would someone sign a contract that ridiculous? Because their bad credit prevents them from obtaining a line of credit elsewhere. Rent to own customers have bad credit. Otherwise, they wouldn’t be there. When you compare buying the same item at a retail store with a credit card, even the worst credit cards (whose interest rates are in the high twenties) seem like a bargain compared to the rent to own agreements (Zikmund). This is why I am against allowing rent to own companies to rip off consumers. I understand that a higher credit risk warrants higher rates. I’m fine with that. What I oppose are the rates that are being charged. Why is it fair for someone with lower than average credit able to pay 28-29% interest (with a credit card) while rent to own customers pay around 200-300%? The difference in interest between a below average credit customer and a poor credit customer is about tenfold. I think that is unfair.
Those who disagree with me about this have some valid points:

1. No one is putting a gun to their head when they sign these contracts, and the contracts are not deceptive. The terms are stated clearly.

2. Rent to own stores carry luxury items, not necessities. 

3. Many mortgages cost two to three times the cost of the house. So why get so upset about paying that much for items inside the house when it can typically cost that much for the house itself?
Let me address those arguments: First, while no one may be putting a gun to their head, no one is giving any alternate choices either (at least not any rational choices). Second, these items are luxury items. That is true. But aren’t most credit card transactions spent on luxury items as well? (Again, the difference in interest between below average credit and bad credit is my main argument, not the actual items purchased). Third, their point about mortgages is true also. But let us compare default rates. Right now, the foreclosure rate on all mortgages is at an all-time high of about 5% (Fairchild). What about the default rate on rent to own agreements? According to the New York Post, the average default rate is 75% (Gaskell). Would my opponents detract their mortgage comparison if the foreclosure rate were that high? I believe they would. 
Excessive banking fees

Common sense will tell you that if you open up a checking account, you are responsible for keeping sufficient funds available to cover any costs that you charge against the account. But situations arise where people on occasion let their balance run in the negative (overdraft). I believe it is ridiculous for a bank to charge someone $25-35 for letting their account run in the negative by a matter of pennies. Charging customers fees for using their account irresponsibly is one thing. But charging customers a $35 fee for a two dollar oversight is abusive!

 Many banks have changed their policies in order to trigger more overdraft charges (e.g. changing the order in which transactions are processed by size, from largest to smallest, in order to maximize the number of overdrafts) (FDIC). I also believe that banks have two hidden agendas in their decision to continue hiking overdraft charges: 1.It is a marketing gimmick to try to sell the customer overdraft protection. 2. It is a way for banks to help compensate for their losses in other areas (e.g. covering some of the money lost from lending out sub-prime loans).

In 2008, overdraft fees accounted for $37 billion with the average household paying $368 per year (Grant).  Statistics like these go to show that banks are not being fair, they are being loan sharks. But cross your fingers. Help may be on the way soon. The Federal Reserve has promised to look into addressing these excessive charges sometime this year. Consumers are fighting back as well. Bank of America has just settled a 35 million dollar class action suit for excessive overdraft charges (Grant). Just because a bank is losing money in some areas doesn’t give them the right to gouge fees in other areas.
Other forms of predatory lending

There are two other forms of predatory lending that I have omitted from this paper, but I believe do deserve mention. Sub-prime mortgages and adjustable rate mortgages I left out because the problems are too broad for the scope of this paper. I also omitted income tax refund loans. Because of the similarities between tax loans and payday loans, as far as APRs are concerned, I feel they can be lumped in the same category. 

Sub-prime mortgages, adjustable rate mortgages, balloon payments, home equity loans, and down payments of less than 20% on mortgages have all contributed their fair share to our current housing crisis. Of all sub-prime adjustable rate mortgages, 48% are at least one month past due (Mortgage Brokers Association).  I could write books about these problems but the bottom line is simple. Congress has to re-tighten the strings it once had before the past two administrations. When lenders make un-sound decisions regarding mortgage loans, and Congress allows these things to happen via de-regulation, bad circumstances arise. 
Summary

There is a concept concerning interest that must be respected regarding a consumer’s credit risk. The higher the risk, the higher the rate of interest is needed to cover that risk. If it were not that way, no one would ever want to lend money to those with bad credit. I understand that and I agree with the logic. But I believe that at some point your have to draw the line on interest rates.

For people who fall into the below average credit score are the last of those who can obtain traditional credit (meaning a loan, credit card or line of credit). They usually have to pay high interest rates (up to 29% in many cases). People below this credit level can not get traditional loans at all. They must resort to predatory lending. But why must they pay 300-700%? Why not 30-60%? I believe that would be a fair range considering that the next level up pays 29%. My argument is that if someone’s credit is so bad that lenders can not make profits charging them 30-60% interest, then those people should not be given loans at all.

Furthermore, the government needs to re-evaluate their role in this. I believe government intervention is necessary. The Fed could easily put a stop to banks charging outrageous fees. They could also stop banks and mortgage companies from giving shady loans to people who can ill-afford higher future payments. Given the recent bailouts, banks could not have much to say about it, as far as opposition is concerned. 

When government tries to intervene on loan sharks such as payday lenders, they make matters worse.  Much of the new legislation that tries to regulate predatory lending goes too far. Placing 28% interest ceilings are not the answer! Interest ceilings create shortages (McConnell, 59-60). If a ceiling is to be placed, it needs to be relaxed to a level that minimizes shortages, yet still make interest rates more reasonable. A rate of 30-60% may be just right. It would control the unreasonable rates yet minimize the shortages that a 28% ceiling would cause. The bottom line is, if 60% isn’t high enough interest, then do not lend at all. America has had enough of the rich getting richer while the poor gets poorer!
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