Payday loans: Helping hand or quicksand?

Examining the growth of high=-cost short=term
lending in Australia, 2002-2010

Areport by Zac Gillam and the Consumer Action Law Centre
September 2010

consumer

action

law centre




Payday Loans: Helping hand or
quicksand?

An examination of high-cost short term
lending in Australia, 2002-2010

A Report by Zac Gillam and the Consumer Action Law Centre

September 2010



© Consumer Action Law Centre 2010

The funding for this report was provided from the Consumer Credit
Fund on the approval of the Minister for Consumer Affairs.

It reviews the experience of payday loan borrowers by updating
empirical research into the impact of high-cost short term lending
in Australia conducted by Dean Wilson of the (then) Consumer
Law Centre Victoria in 2002 and makes recommendations as to
the appropriate policy and regulatory framework for the payday
loan market.

The Consumer Action Law Centre is an independent, not-for-profit
casework and policy organisation based in Melbourne, Australia.

WWW.consumeraction.org.au

ISBN: 978-0-9804788-4-6


http://www.consumeraction.org.au/

Table of Contents

Executive Summary

ES.1.1

ES.1.2

ES.1.3

ES.1.4

ES.1.5
Chapter 1

11

12

1.3

14
Chapter 2

2.1
2.2

221
222
223
224
2.3

231
2.3.2

24

24.1

24.2

25

25.1

25.2
Chapter 3

3.1

Introduction

The Consumers

The Industry

The American Experience
The Australian Policy Debate

Introduction

What is high-cost short term lending and why does it
matter?

Background

Methodology

Other terminology

The Consumers

Introduction
Who uses high-cost short term lending?

Gender, Age, Marital Status and Dependents
Employment Status, Income and Education

Country of origin

Summary — Demographics 2002-2008

Why do consumers use high-cost short term lending?

Survey results — Primary Reason(s) for Borrowing
Qualitative Research

How do consumers view the high-cost short term lending
experience?

Consumer understanding of high-cost short term lending
Consumer perceptions of high-cost short term lending

To what extent does high-cost short term lending resolve
or exacerbate financial difficulties?

Borrower behaviour
Use of other credit sources

The Industry

Introduction

[EEN

el
~NwWooN R

31
33
35
39
43

43
45

45
51
56
56
58

58
61

64

64
66

68
76

79
79



3.2

3.2.1
3.2.2
3.2.3
3.2.4

3.3

33.1

How has the high-cost short term lending industry
developed in Australia since 2002?

Loan amounts and repayment periods

Size of the industry

The development of the online industry

The development of high-cost short term lending - Cash
Converters

Factors contributing to industry development

Marketing strategies, economic conditions and
geography

Chapter 4 Payday Lending — The American Experience

4.1
4.2

4.3

43.1
43.2
4.3.3
4.3.4
4.3.5
4.3.6
4.3.7
4.3.8

4.4
Chapter 5

5.1
5.2

5.2.1
5.2.2
5.2.3
5.2.4
5.2.5
5.2.6
5.2.7
5.2.8

Introduction

How has the payday lending industry developed in
America and to what extent has it grown?

How has the payday lending policy debate progressed in
America?

2004 - Georgia

2005 - Federal Deposit Insurance Corporation guidance
2006 - North Carolina, Military Lending Act

2007- Oregon, New Mexico

2008 - District of Columbia, Ohio, Arkansas

2009 - New Hampshire, South Carolina

2010 - Arizona

Other American states that prohibit or restrict payday
lending

Summary: The current policy trend in the United States
The Australian Policy Debate

Introduction
What is the current legislative approach to high-cost
short term lending?

The Uniform Consumer Credit Code (UCCC)
New South Wales

Victoria

Queensland

South Australia

Western Australia

Tasmania

Northern Territory

81

81
85
90

102

116

116

122

122
123

129

130
131
133
137
142
149
153

155

155

163

163
165

165

168
170
170
174
176
178
179



5.2.9
5.2.10
5.2.11
5.3

53.1
5.3.2

5.3.3
5.34
535
5.3.6
5.4

541

54.2

54.3

5.5

Appendix A
Appendix B
Appendix C
Appendix D
Appendix E
Appendix F

Bibliography

Australian Capital Territory
National consumer credit reform
Summary

The arguments against an interest rate cap

The role of short term credit — “Fundamental need”
The substitution argument — “The mythical rise in illegal
lending”

Increased demand on social welfare — “Cost to
Government”

Rise in indebtedness

Rise in defaults

An analysis of Policis reports commissioned by Cash
Converters

The argument for an interest rate cap

An interest rate cap would have a targeted, measurable
impact and carries little risk

The timing is appropriate for a national interest rate cap
—and it could be achieved with minimal disruption and
administrative ease

An interest rate cap is the only effective approach to
counter high-cost short term lending

Conclusion

Quantitative Research: Consumer Action Online Survey
Open Mind Research - Exploring Payday Loans
Financial Counsellor Template

Consumer Action Law Centre: Draft Literature Review
The online industry - A sample table (August 2009)
Analysis of Cash Converters Reports 2003 - 2009

179
180
180
181

183
186

191
194
197
199
204
206

208

208

216

220
228
282
285
286
289

294






Executive Summary

ES.1.1 Introduction
What is high-cost short term lending and why does it matter?

Most Australians would be surprised, if not shocked, to hear that thousands of
their compatriots regularly borrow money at interest rates that equate to 400%
per annum or more. They may be further surprised to discover such
borrowers are often on very low incomes and generally use the money to pay
for recurrent basic living expenses, such as food and electricity.

High-cost short term lending is perfectly legal and business is booming. In the
past ten years or so the industry has exploded in the Australian consumer
credit market, yet the product receives very little mainstream policy,
government or media attention.

Why is that? And what exactly is a "high-cost short term" loan?

High-cost short term loans are often described as ‘payday loans’, although
descriptors range from ‘short term finance’ to ‘cash advances’ to ‘personal
finance solutions’.

Unfortunately, although the term ‘payday loan’ is well understood in the United
States (where both the business model and the term were invented), in
Australia it is often used to refer to a range of other fringe credit products.
These include pawn-broking, appliance and furniture rental and longer term
high-cost loans of twelve or eighteen months.

Given the confusion surrounding the term ‘payday loan’, this report has
chosen to use the term, high-cost short term loan. Typically, high-cost short
term loans are small loans most commonly ranging from $200 to $500,
advanced to individual consumers. They are predominantly used to meet
basic, recurrent living expenses. The loan is designed to be paid back within a
short period of time, generally 2 to 4 weeks, and carries a significant fee
and/or interest charge, relative to the principal advanced. Such loans exist as
a unique and particular product type within the broader fringe credit market.



Whilst there are ‘typical’ characteristics amongst such loans, recognising the
less typical yet still quite common usage of them, we adopt a definition that is
slightly broader than the most common scenario. Thus, for the purposes of
this report we define a high-cost short term loan to be a loan of up to $2,000,
repayable within 8 weeks.

The remainder of the introductory chapter provides background to the report,
in particular noting that it seeks to:

e update empirical research into the impact of high-cost short term
lending in Australia conducted by Dean Wilson of the (then) Consumer
Law Centre Victoria in 2002; and

e examine the arguments for and against regulation of the high-cost
short term lending industry

It also outlines the methodology in developing the report and defines important
terminology.

ES.1.2 The Consumers
Demographic data
Core Market

The Consumer Action survey found the demographics of the high-cost short
term lending consumer to have remained relatively stable since 2002, despite
the fact that the size of the market has grown substantially.

The core market for high-cost short term loans continues to be low-income
borrowers in their 20s and 30s, slightly under half of which have a young
dependent child (or children) and slightly under half of which are in full-time
employment.

Although difficult to confirm, between 20% and 30% of borrowers are likely to
receive some form of Centrelink benefit. It is possible the figure is much
higher.



Employment status and income

The Consumer Action survey found 45% of high-cost short term loan
borrowers are in full-time employment, less than the 49% recorded by the
Wilson Report.

In 2008 28.1% of borrowers were in part-time or casual employment, 21.9% of
borrowers were unemployed and 5% of borrowers were full-time students.

Unfortunately, the 2008 survey did not identify the proportion of borrowers who
receive social welfare. It is reasonable to assume the 21.9% of borrowers who
identified themselves as unemployed are likely to receive Centrelink benefits.

When borrowers were in employment, 72.8% reported income levels below
the average wage, with 23.4% reporting incomes of less than $20,000. 12.7%
preferred not to say what they earned.

Even when adjusted for inflation, income levels were higher than those
reported in 2002, although they still confirm low-income earners as the core
market for high-cost short term loans. This variance may be partly attributable
to the differing research methods adopted by the two reports.

The online survey used in 2008 may have skewed data towards a slightly
higher education and income demographic. This may also have affected
results in relation to income, education, ethnicity and the use of alternative
credit products.

Despite the difficulties of comparison, it is clear high-cost short term loan
consumers remain low income earners in the main although slightly more
average or just below average income earners appear to be utilising high-cost
short term loans than in 2002. This is consistent with the increasing use of
high-cost short term loans by consumers in a couple and could indicate high-
cost short term loans have become ‘normalised’ to some extent in the period
since 2002. The data suggests high-cost short term loan providers no longer
serve strictly marginal income earners, although low and marginal income
earners clearly remain the overwhelming consumer base.




Possible new trends

The Consumer Action and Wilson surveys do vary on some key demographic
indicators, which may indicate a shift in the consumer base on those
measures. Alternatively, the differing research methodologies adopted by the
two studies may explain some of the variance.

If taken at face value, the variance would appear to show borrowers are
increasingly likely to be female, to be in a relationship and to have higher
educational outcomes. The two surveys also appear to show a huge shift in
borrowers’ access to credit with all respondents indicating they had accessed
some other form of credit in the 12 months prior to responding to the survey.
These results are summarised below:




Certainly, the results indicate more high-cost short term loan consumers bear
significant existing debts, which is consistent with the general, well-
documented growth of consumer debt over the period 2002-2008. It also
seems to suggest high-cost short term lending is increasingly utilised by
consumers who have exhausted other forms of credit, rather than those who
could not qualify for credit in the first place.

Qualitative data
Reasons for borrowing

Consumers overwhelmingly use high-cost short term loans to meet basic
needs.

Since 2002, the four major reasons for taking out high-cost short term loans
have not changed — to pay bills, to cover essential living expenses, to pay for
car repairs or registration, to pay the rent - although their order of priority has.
These results are summarised below:



Reasons for borrowing

The 2002 survey found 32% of respondents obtained high-cost short term
loans to pay bills and 26% obtained the loans to cover essential living
expenses. The next most common purpose was to pay for car repairs or
registration (10%), followed by rent (7%).

Since then, car repairs or registration have become the most common reason
for borrowing, accounting for 22.1% of high-cost short term loans. The next
most common reason is to pay utility bills (21.0%), followed by food or other
essentials (17.6%) and then rent (10.7%).

Housing costs were a noticeable driver of borrowing in 2008, with borrowing
for rent and mortgage payments making up 14.3% of loans. Repaying debt
also remains a reported reason for using high-cost short term loans (4% in
2002, to 6% in 2008).

In both surveys it is very clear that the majority of borrowing is reported as
being directed toward meeting basic living expenses: comprising 75% of
borrowings in both the 2002 survey (bills, living expenses, rent and car repairs
or registration) and in 2008 (bills, living expenses, rent, car registration or
repairs, mortgage). It is also clear many of these expenses are recurrent in the
2002 survey 68% (bills, essential living expenses and rent); in 2008,
conservatively, 52.8% (utility bills, food and essentials, rent, mortgage).

Consumer understanding of price — price competition in high-cost short term
lending

High-cost short term loan borrowers exhibit an astonishing lack of knowledge
concerning the cost of lending, both in interest rate and dollar amount terms.
This is despite the fact borrowers can clearly identify how much they have
borrowed (or perhaps, how much they need).

Further data suggests a lender's location is the dominant reason for
consumers to choose their particular provider, with 54.2% of respondents to
the 2008 survey reporting choosing their high-cost short-term lender because
they were nearby and convenient. A further 17% nominated a prior
relationship with the lender.




Taken together, this would suggest price competition plays virtually no role in
the high-cost short term lending industry and there is little or no pressure on
lenders to compete on cost. Indeed only 9.4% of respondents to the 2008
survey reported making a decision based on cost. Consumption of high-cost
short term loans seems far more dependent on the financial distress of
borrowers than on the competitive efforts of lenders.

Consumer experience and perception of high-cost short term lending

The results illustrating lack of consumer understanding were evident both in
the qualitative research and in the Consumer Action online survey.

Borrowers participating in focus groups or in-depth interviews frequently
expressed a sense of shame or humiliation at having to resort to high-cost
short term loans, combined with an antipathy toward the ‘rip-off’ practice of
lenders. Borrowing is not something that is openly talked about and some
borrowers confessed to concealing the practice from friends and family.

This makes qualitative research difficult, as borrowers are sometimes reluctant
to fully relate their experiences - especially in relation to repeat borrowing.

At the same time, borrower circumstances can lead to an ambivalent,
love/hate relationship with the product.

Although they resent the bind high-cost short term lending can represent (and
openly talk in terms of a ‘trap’), consumers often express relief at being able to
meet basic expenses through short term borrowing. Although many borrowers
do not like high-cost short term lending, they find it hard to imagine ‘getting on’
without it.

Repeat borrowing

This suggests that for many borrowers, high-cost short term loans are
perceived as a ‘necessary evil'.

In contrast to other data sources we have examined, the Consumer Action
survey did not identify a high degree of repeat borrowing. This is also at odds
with data reported by the Wilson Report (which reported 65% of borrowers
having experienced repeat borrowing) and is difficult to reconcile with the
levels of industry growth seen since 2002.



The 2008 survey reported that 46.4% of borrowers had only had one loan in
the past 18 months, and a further 27.5% reported having only two. Collectively
this represented 73.9%o0f respondents. It should be noted that the survey
guestion requested an open text response, to the question "How many payday
loans have you taken out in the last 18 months?", and it is possible that some
borrowers have reported a repeatedly rolled-over loan as a single loan, or
have simply chosen to under-report borrowing.

Quialitative research and case summary data drawn from a request to financial
counsellors does seem to indicate repeat borrowing is a significant issue in the
Australian market. Further, extensive American research suggests repeat
borrowing is possibly a fundamental feature of the high-cost short term lending
business model.

Finally, Australia’s largest high-cost short term lender, Cash Converters, has
publicly acknowledged the importance of ‘loyal’ repeat customers who are
‘familiar with the product’ and account for ‘the vast bulk’ of their lending
business.

Clearly, the issue of repeat borrowing requires further research.

ES.1.3 The Industry

Industry development since 2002

Loan amounts and repayment periods

The Consumer Action Report found average loan amounts have increased
significantly since 2002 and loan repayment periods have grown longer to

accommodate this increase.

These results are presented below:

Loan amounts

In 2002, only 6% of loans were in excess of $500. By 2008, this had grown to
39.9%.




In 2002, 52% of loans were for $200 or less. By 2008, this had reduced to
24.3%.

Repayment schedules
In 2002, only 6% of loans had repayment schedules of between 5 to 8 weeks.
By 2008, this had grown to 32.1%.

In 2002, 3 to 4 weeks was the most common repayment period for a high-cost
short term loan, representing 53% of loans.

Due to the increasing number of ‘longer term loans, the distribution of
repayment periods in 2008 was broader than it had been in 2002. At the
same time, the 0 to 2 week repayment period registered the highest proportion
of loans in 2008 (34.6%). Despite being the largest category in 2008, this was
a lesser proportion than recorded in 2002 (41%).

Industry growth

The high-cost short term lending industry in Australia has grown explosively
since 2002 although exact figures are difficult to estimate due to the large
number of small, private lenders in the market.

In an attempt to generate a reasonable estimate, Consumer Action has drawn
heavily on publicly reported financial data from Cash Converters, a publicly
listed company and the largest high-cost short term lender in the market, to
extrapolate broader industry trends. A detailed study of the development of
Cash Converters’ high-cost short term lending business from 2002 to 2009 is
also undertaken. The Consumer Action survey found 61% of borrowers
obtained their loan or loans from Cash Converters.

Extrapolating from Cash Converters’ figures, Consumer Action estimates
approximately $204 million in principal is currently loaned out for high-cost
short term loans in Australia every year, to around 379,000 customers, across
approximately 674,000 loans.

To give an indication of the rate of industry growth, the first high-cost short
term lender in Australia began operating in Queensland in December 1998. By




2001, there were 82 outlets nation-wide. Industry commentators
conservatively estimate this had grown to approximately 800 by 2008.

Consistent with the Wilson Report, the Consumer Action Report notes one
strategy by which lenders have successfully sought to grow their business is
by mimicking the style and appearance of mainstream credit providers and
appropriating the language of ‘micro-finance’ or ‘micro-credit’. Lenders often
avoid terminology such as ‘fringe credit’ or ‘payday loan’. Cash Converters, for
example, describes its product as a ‘cash advance’.

Data indicating substantial industry growth is summarised below:
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In terms of principal loaned, this represents a 973% increase in the six years
since 2002-2003. Average loan size has also increased substantially by 51%.

Notably, the 2008-2009 principal loaned figure actually represented a slight
reduction from 2007-2008 and was the first year since 2002-2003 in which the
business declined.

It is possible this reduction was partly the result of a comprehensive interest
rate cap introduced into Queensland on 1 July 2008. Queensland has
traditionally been the largest Australian market for high-cost short term
lending.

These developments are also charted graphically in Chapter 3 of this report.

Development of the online industry

Online high-cost short term lending has received little critical attention at this
stage but has grown significantly since 2002. Indeed, there does not appear
to have been an active online market for high-cost short term loans in 2002. A
simple 2010 internet search now shows twenty or more Australian based
online providers, including two brokerage services. Online business expansion
is difficult to detect due to the lack of an obvious physical indicator such as
new store-fronts. Further, online lending businesses are easy to establish and
carry very few overheads.

Although the online environment currently represents only a small proportion
of loan volume (a mere 4% of respondents to the Consumer Action survey had
sourced their loan online), it does exhibit potential for significant growth. This
may be attributed to a number of factors.

As noted in Chapter 2, consumers interviewed express a sense of shame and
humiliation at borrowing from high-cost short term lenders. The anonymous
nature of an online transaction arguably helps to overcome that barrier.

Online high-cost short term loans are, if anything, easier to obtain than in-store
loans and can be processed even more quickly. If ease of access and
processing speed have been major drivers in the growth of the industry
generally, then the online environment would seem to offer even greater
potential for growth.
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Further, online lenders operating from states with comprehensive interest rate
caps are able to easily lend to consumers in non-comprehensive interest rate
capped states and territories. This has the effect of minimising the impact of
State or Territory based regulation, as lenders can continue to grow their
business by switching focus to new sales territories.

The Consumer Action Report surveyed the sites of a number of online high-
cost short term lenders and noted a number of common marketing
approaches. These are summarised below:

12 -



ES.1.4 The American Experience
Historical development of the American payday lending industry

Since originating in Kansas City in the late 1980s, payday lending in the
United States has undergone truly extraordinary growth.

In the early 1990s, there were less than 200 payday lending stores across
America. By 2007, there were 25,000. To give a sense of perspective, this has
been described as:

‘...more payday lending establishments than there are McDonald's and
Starbucks locations combined’.

In 2000, $10 billion was loaned in payday loans across America, a figure
which grew to $25 billion by 2003 and again to more than $28 billion by 2006,
with payday lenders thought to issue loans to approximately 15 million
American households every year.

In terms of loan revenue, it is estimated American payday lenders generate
approximately $5.5 billion annually in loan fees.

This estimate does not include the online industry, which (as is the case in
Australia) is comparatively small, but growing, with loan volume in 2008
estimated to be approximately $7.1 billion.

In November 2006 the Centre for Responsible Lending reported nearly 90% of
payday loans were made to customers who took five or more payday loans
per year. The same study found approximately 62% of loans were made to
borrowers who took twelve or more loans per year.

The Consumer Federation of America reported in November 2005 the typical
payday loan consumer takes out 9 to 13 payday loans annually and often
holds more than one payday loan simultaneously (obtained from multiple
lenders).

The United States’ leading payday lender, Advance America, consistently
reports a ratio of approximately eight ‘cash advances’ originated for every
customer served. The customer number reported is for customers of all of the
company's credit products - not just their payday loans.

-13 -



Such figures have given rise to the characterisation of payday loans as ‘debt
traps’.

The industry was originally prohibited by traditional state-based anti-usury
legislation, but gained exemptions from those laws throughout the 1990s and
early 2000s until it reached the stage where it was authorised in 35 American
states.

Even in states where it is not officially authorised, the American industry has
exhibited great ingenuity in evading regulation designed to work against it.
Indeed, it is a feature of the payday lending industry that it frequently adopts
innovative approaches to avoid unfavourable legislation in every jurisdiction in
which it is threatened and generally succeeds in continuing to operate under
all but the most prohibitive regulation.

The growth of payday lending has led to fierce policy debates across many
American jurisdictions. Consumer advocates increasingly characterise payday
lending as a predatory lending model that causes debt spirals and harms low-
income consumers.

The industry, on the other hand, expends considerable resources lobbying for
further deregulation and opposing legislative attempts to curb growth.

Recent developments in the American payday lending industry

The period from 2004 - 2009 has seen a modest but significant winding back
of high-cost payday lending in America. This trend seems set to continue, with
an exemption for payday lenders having sunset in Arizona on 1 July 2010,
rendering payday loans subject to that state’s 36% small loans comprehensive
interest rate cap. Arizona has thus become the sixteenth American state to
expressly cap interest in payday lending, along with the District of Columbia.

The American experience of payday lending tends to indicate reform is only
effective when the legislative intent is not to modify the practice, but to strictly

limit cost through the implementation of a comprehensive interest rate cap.

In almost every reforming state, the legislative intent to prohibit exploitative
lending practices has been strongly resisted by a payday lending industry that
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is highly creative in evading state based legislation. Amongst other examples,
the tenacity of the payday lending industry is demonstrated by:

e The need in Ohio to bolster the 2008 Short Term Loan Act by
introducing the Issue 5 Payday Lending Enforcement Act a year later,
which itself gives efficacy to an anti-payday lending mandate gained by
virtue of a state-wide referendum. At the time of writing this second Act
had yet to be passed despite being introduced a year earlier;

e The need in Arkansas for a 2008 Supreme Court ruling to enforce the
state’s Constitutional provision against usury as well as a US Federal
Board of Governors rule clearly countering the state's Check Cashers
Act since October 2000 and,

e The need for the New Hampshire Banking Department to issue a
declaratory ruling against Advance America, who was seeking to have
its payday loan product deemed as something other than a payday
loan.

In no state or district where payday lending has been prohibited has there
been popular political pressure for it to be restored.

In those states where the issue has been tested in the electorate (namely the
2008 ballots in Ohio and Arizona), the public have affirmed broad support for
an interest rate cap - despite intensive lobbying by industry.

Despite this clear trend, the winding back of payday lending in America should
not be over-stated. Payday lending is still authorised in a vast majority of
American states and of those states where it has been rolled back, only Ohio
can be said to have had an industry of truly national significance.

Of the top six states, three of them easily dwarf Ohio’s $232 million industry
(on 2005 figures). In the same year, Louisiana generated approximately $345
million in fee revenue and Missouri approximately $351 million. In California,
the nation's largest payday lending industry loaned out almost $2.5 billion in
principal, through 2445 stores, generating $405 million in payday loan fees.
These numbers are particularly impressive when one considers the average
loan amount in California was only $253. Further, it should not be forgotten
that those figures are based on a 2005 survey (the latest available
comprehensive data) and are likely to have grown significantly since then.
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The requirement to achieve payday lending reform on a state by state basis
has made reform difficult, as the debate generally devolves into a lobbying
contest between industry and those who favour a cap. The varying outcomes
across different states are reminiscent (although obviously far more various) of
the ‘patch-work quilt’ of regulation that has traditionally existed across
Australian state jurisdictions (see Chapter 5).

As in Australia, there are indications payday lending regulation in America
may be moving into the Federal sphere of politics. This presents the possibility
that universally strong restrictions may be applied, or, conversely, that recently
implemented state-based protections may be lost.

On 24 January 2008, the Wall Street Journal published an opinion piece
entitled “Beyond Payday Loans”. The piece was co-authored by the current
Governor of California, Arnold Schwarzenegger and the former president of
the United States, Bill Clinton. The piece commences:

“The American dream is founded on the belief that people who work
hard and play by the rules will be able to earn a good living, raise a
family in comfort and retire with dignity.

But that dream is harder to achieve for millions of Americans because
they spend too much of their hard-earned money on fees to cash their
paychecks or pay off high-priced loans meant to carry them over until
they get paid at work.”

The article essentially calls for a nationwide reduction in the use of fringe
credit, particularly payday loans, on the basis that to do so is not only good for
individuals but also has significant macroeconomic benefits:

“Imagine the economic and social benefits of putting more than $8
billion in the hands of low- and middle-income Americans. That is the
amount millions of people now spend each year at check-cashing
outlets, payday lenders and pawnshops on basic financial services that
most Americans receive for free — or very little cost — at their local bank
or credit union.”

If the U.S. experience has demonstrated nothing else, it is that the only reform
that successfully curbs payday lending is a comprehensive interest rate cap.
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Such a law requires significant political will, both to enact and subsequently
enforce and is likely to be vehemently opposed by industry lobbyists.

America’s experience of payday lending is highly pertinent to the Australian

context and the particular stage at which the Australian payday lending now
finds itself. This is discussed further in the following chapter.

ES.1.5 The Australian Policy Debate

Historical regulation of high-cost short term lending in Australia
Australia's various state and territory governments have traditionally regulated
high-cost short term lending as part of their general regulatory responsibility

for consumer credit.

These approaches have resulted in a ‘patchwork quilt’ of regulation for the
industry:

State or Territory Approach

Australian Capital Territory 48% comprehensive cap
New South Wales 48% comprehensive cap
Northern Territory No regulation beyond UCCC
Queensland 48% comprehensive cap
South Australia No regulation beyond UCCC
Tasmania No regulation beyond UCCC
Victoria 48% interest rate cap
Western Australia Licensing required but no cap

Transfer of consumer credit regulation to the Commonwealth

The ‘patchwork quilt’ era of regulation for high-cost short term lending in
Australia will soon draw to a close, as the Commonwealth Government
implements the National Consumer Credit Protection Act (NCCP Act). The
NCCP Act will, for the first time, provide genuinely uniform national laws for
consumer credit in Australia - including for high-cost short term loans.

The NCCP Act, representing the culmination of phase 1 of national consumer

credit reform came into effect on 1 July 2010. The Act requires lenders to
obtain a licence (as is already the case in Western Australia) and to join an
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Australian Securities and Investments Commission (ASIC) approved external
dispute resolution scheme.

In addition, new responsible lending obligations require lenders to make an
assessment of whether the loan product they are offering is ‘not unsuitable’ for
the consumer.

Although welcome reforms, the nature of high-cost short term lending and the
circumstances of the typical high-cost short term borrower make it unlikely
these reforms will have a significant effect on the industry.

There are three key reasons for this:

¢ the small amounts lent out as high-cost short term loans, at least when
assessed in isolation, are unlikely to fail the test imposed to meet
responsible lending requirements — that they are ‘not unsuitable’ for the
borrower;

e the dynamics of the high-cost short term lending industry — where the
majority of consumers are driven by financial desperation and borrow
to meet basic needs — greatly increases the probability that borrowers
will mislead lenders in order to obtain a loan (and lenders may be
unusually inclined to be misled);

¢ the phase 1 reforms rely on individual complaints and a case by case
approach by the regulator, a more costly and labour intensive method
of regulation than the ‘bright line’ of a comprehensive interest cap.

Perhaps the best indication that the licensing, enforcement and responsible
lending provisions of the National Credit Act are unlikely to have any great
impact on high-cost short term lending is provided by the industry itself.

In their annual report of 2008-2009, Cash Converters stated of the phase one
reforms:

“The company has devoted significant resources to addressing the
legislative environment. As a result, legislation introduced into
Parliament in August is consistent with all our recommendations made
to Government and the Federal takeover of consumer credit does not
currently threaten any of our lending products”.
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It is common for industry to advocate for 'effective regulation' without impeding
profitability. Of course, this does nothing to prevent harm caused by very high
interest rates and charges and could be seen merely as an effective public
relations exercise for lenders.

Measures that have been introduced to counter payday lending in various
American jurisdictions, without the introduction of an interest rate cap are:

. Renewal bans/cooling off periods

. Limits on number of loans outstanding

. Extended payment plans

. Loan amount caps based on borrower’s income
. Regulations that narrowly target payday loans

In December 2007 the Center for Responsible Lending in the U.S released a
study entitled ‘Springing the Debt Trap: Rate caps are the only proven payday
lending reform’. In that report, the Center examined each of the above
measures and found they comprehensively failed to prevent repeat borrowing.

The conduct of lenders was often a major factor in this failure.

For example, payment plans were found to be ineffective because lenders
would frequently price the first instalment of the payment plan above the cost
of 'flipping’ the loan - thereby ensuring there was a very low uptake. In the
example given, the Center for Responsible Lending found that for a $325
payday loan, a customer could choose between renewing (or ‘flipping’) the
loan for $52 or paying $94 to commence a payment plan. Not surprisingly, the
Center found that in the four states in which they were offered, payment plans
formed between 0.42% and 1.33% of total payday loan transactions - i.e. their
uptake was negligible despite their potential benefits for the consumer.

Evidence from Australia and overseas strongly suggests the only proven

method to counter high-cost short term lending is to apply a comprehensive
interest rate cap.
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The potential application of a national comprehensive interest rate cap will be
considered by the Commonwealth Government during phase two of the credit
reforms, which will include “...an examination of State approaches to interest
rate caps...”.

Alternatively, phase two could result in the sunsetting of current state-based
interest rate caps without the introduction of any additional Commonwealth
protections.

Clearly, this is a critical juncture for high-cost short term lending in Australia.
Careful consideration must be made of the arguments both for and against a
comprehensive interest rate cap.

Arguments against a national comprehensive interest rate cap

Recent developments in Queensland and the rolling policy debate in the
United States illustrate that anti-cap (and pro-cap) arguments remain common
across varying jurisdictions and timeframes.

The Consumer Action Report draws on a July 2008 submission by Cash
Converters to the Federal Government's Green Paper on Financial Services
and Credit Reform as representative of the arguments generally raised by
industry.

In addition, the Consumer Action Report examines similar arguments raised
by Policis, a UK based research firm commissioned by Cash Converters to
conduct a number of studies into the Australian high-cost short term lending
market, with a particular focus on the impact of interest rate caps.

A ‘fundamental need’ for short term credit

Proponents of this argument equate widespread use of the product and lack of
access to alternate forms of credit with evidence of a need for high-cost short-
term lending. Some go further to assert that fulfilment of this ‘need’ is some
form of public good.

This argument can be critiqued on a number of grounds.
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First, high demand exists for any number of products but that does not
necessarily mean they serve a fundamental need. The demographics of
borrowers and the purpose to which borrowings are applied strongly suggest
that the demand for high-cost short term loans is primarily driven by
insufficient income. Stating that insufficient income exists does not establish
that the community needs high-cost short term loans.

Second, high-cost short term lending has a relatively short history in Australia.
If the product is necessary, then it is surprising it commenced in the Australian
market in 1998 and has only had a significant presence since the early 2000s.
Insufficient income has existed as a social problem in Australia since well
before 1998. High-cost short term lending has not.

Third, high-cost short term loans are not available in most countries, despite
the fact insufficient income exists as a social problem in all countries.

Taken on a global scale, high-cost short term lending is a largely Anglo Saxon
phenomenon. Major developed economies such as France and Germany do
not permit high-cost short term lending. This undermines any claim the
product is somehow a necessary feature of the consumer credit landscape.

Finally, describing high-cost short term credit as serving a fundamental need
implies that it acts to solve a problem.

As discussed, if the problem is insufficient income, then it is difficult to see how
high-cost short term credit can genuinely provide a solution unless consumer
usage is truly intermittent and occasional. Otherwise, it is more likely the
product perpetuates the problem and operates to generate its own demand.

Substitution argument: Illegal lending
A further set of arguments raised against comprehensive interest rate caps are
based on a substitution or ‘scare tactic’c model which implies severe adverse

consequences in the event a comprehensive interest rate cap is implemented.

One such argument is that the implementation of an interest rate cap will result
in a surge in illegal lending or ‘loan sharks’.

This argument can be critiqued on two main grounds.
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First, despite being implemented in a number of jurisdictions both in Australia
and elsewhere, no evidence has ever been provided to suggest an interest
rate cap has led to a surge in illegal lending or loan sharks. If a surge had
occurred in any jurisdiction, it is surprising industry advocates have not
presented it as evidence in support of their argument.

Policis have undertaken surveys which it claims show higher levels of illegal
lending in France and Germany (where a cap exists) than in the UK (where
there is no cap). This data is highly contentious and is discussed at length in
Chapter 5.

Second, it is logically flawed to state that prohibition of a product will
automatically result in a black market for that product. It is highly doubtful that
all or even a significant majority of current borrowers would turn to ‘loan
sharks’ if high-cost short term loans were no longer available. Even if a cap
were to cause an increase in illegal lending, that market would be subject to
criminal law enforcement which would constrain the market and render it far
smaller than the previously legitimate market.

On that basis, a cap arguably represents sound policy even if it does lead to
an increase in illegal lending - which is itself an unproven and highly
contentious claim.

Substitution argument: Cost to welfare

A further substitution argument suggests implementation of an interest rate
cap will result in an increasing welfare burden for government. The argument
implies high-cost short term credit prevents borrowers from accessing welfare

This argument can be critiqued on three main grounds.

First, as with the ‘illegal lending’ argument, industry advocates have failed to
provider clear evidence of this occurring, despite the numerous jurisdictions in
which interest rate caps have been introduced both here and abroad. If an
increase to the welfare burden of government is an inevitable result of
implementing an interest rate cap, then clear evidence should exist to support
the assertion.
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Second, a high proportion of borrowers already do access welfare, so the
burden to government already exists. In effect, such borrowers access the
product to supplement the insufficient income they receive through social
welfare.

Finally, the argument again operates on the assumption the product assists
borrowers and denies the capacity for the product to generate a debt spiral
and progressively worsen a borrower's position.

If, as we assert, this assumption must be incorrect in other than instances of
truly occasional borrowing, it is arguable that high-cost short term lending may
actually lead to an increase in the cost of social welfare, by worsening the
position of borrower's who may otherwise not need to draw upon it.

This remains to be tested, but is worth investigation.
Substitution argument: Rise in indebtedness

Under this argument, high-cost short term loans have the benefit of preventing
consumers from accessing other forms of credit (primarily credit cards) and
therefore help to reduce overall indebtedness.

This argument can be critiqued on a number of grounds.

First, at least some borrowers tend to access high-cost short term loans when
they have no access to other forms of credit. This is generally because they
are not considered credit worthy by mainstream credit providers, or if they are,
they have already exhausted the mainstream credit available to them.
Borrowers who do have access to alternate credit report utilising it prior to
seeking a high-cost short term loan (Chapter 1).

Essentially, high-cost short term credit exists as an ‘over-flow’ or 'last resort’
form of credit, not as a ‘substitute’. On that basis, it is illogical to assert the
existence of high-cost short term lending somehow reduces overall community
indebtedness.

Second, high-cost short term lending is available in countries that exhibit high
levels of household debt and is not permitted in others which exhibit lower
levels of debt. This calls into question any causal link between the availability
of high-cost short term loans and a reduction in indebtedness.
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Third, this argument overlooks the ongoing indebtedness that can result from
ongoing repeat borrowing. Although the high-cost short term debt may seem
small at any given time, the capacity for the product to generate significant
and pressing debt over extended periods of time should not be overlooked.

Finally, industry advocates often reverse this argument to state that an interest
rate cap will not reduce indebtedness. This is a correct statement but
incorrectly implies the purpose of an interest rate cap would be to reduce
levels of household debt.

An interest rate cap will not achieve that purpose but it may improve the
disposal income levels of consumers who would otherwise be servicing
ongoing high-cost short term debt, enabling them to better meet basic
expenses for them and their families.

Substitution argument: Rise in defaults

The final substitution argument asserts that access to high-cost short term
loans prevents consumers from incurring higher costs in the form of penalty
and default fees. Under this argument, it is considered better and cheaper to
bear the cost of high-cost short term lending than to fall prey to an array of
alternative charges.

Whilst this argument may have some merit, it should be noted the general
trend for financial service providers is to drastically reduce or abolish penalty
fees and this trend is also occurring in utilities. On the other hand, the clear
trend for high-cost short term loans towards increasing loan amounts and
charges, calls into question the likelihood of any genuine ‘saving’ to be gained
from high-cost short term lending.

Further, it should be noted that even if a penalty is incurred, it is at least a ‘one
off’ event (as opposed an ongoing rolling debt) which can occur in the event of
repeat borrowing.

The role of Policis in the Australian high-cost short term lending debate

The Consumer Action Report extensively investigates the role of research
organisation Policis in the Australian high-cost short term lending debate.

=24 -




Policis appear to have produced more research into the role of credit for low
income Australians and the potential impact of an interest rate cap than any
other organisation - public or private.

This body of work consists of three significant reports:

e The dynamics of low income credit use - A research study of low
income households in Australia;

e The impact of interest rate ceilings - The evidence from international
experience and the implications for regulation and consumer protection
in the credit market in Australia.

e Payday in Australia: A research study of the use and impact of payday
lending in the domestic Australian Market.

It should be noted that these reports were commissioned by Cash Converters
although the reports themselves do not declare the commissioning party.

Consumer Action has concerns regarding the profile of Policis in the
Australian debate and the transparency of the research they have drawn on to
reach key conclusions which is, in our view, unclear. Further, they do not
provide raw numbers for survey results or disclose survey questions. Our
concerns are outlined in more detail in Chapter 5.

The arguments in favour of a comprehensive interest rate cap

The argument for an interest rate cap is based on the premise that at a certain
point credit becomes too expensive to benefit the consumer and becomes
harmful. Put another way, credit is useful when it enables positive
consumption at a sustainable price, but becomes counter-productive when the
purchase price itself becomes a significant financial burden.

High-cost short term loans are harmful because, where used other than as a
‘'one-off’, they worsen the consumer's financial position. The low incomes
earned by the majority of borrowers, the application of a majority of borrowings
to recurrent basic living expenses and the industry’s own reference to its ‘loyal’
customers, all combine to create a picture of repeat borrowing which in turn
could be termed an ongoing debt spiral.
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The product is also harmful because it takes a ‘first stake’ in the consumer’s
income - impinging on their capacity to meet basic needs without further
borrowing.

Ongoing repeat borrowing sequesters a proportion of the borrower's already
limited income and assigns it to the service of ongoing, high interest debt. This
prevents the borrower from stabilising their fragile financial position.

In addition to the social benefit of preventing harm, an interest rate cap
arguably has economic benefits. By freeing up limited capital, an interest rate
cap enables consumers to spend more of their income on productive
consumer spending and less on servicing repetitive short term debt. This is not
to say an interest rate cap will end financial hardship or indebtedness - it
obviously will not - but it will prevent the ongoing and deepening financial
hardship of a growing number of consumers. When this occurs on a large
scale it has negative implications for the broader economy quite apart from the
personal distress experienced by the individual consumer. This has most
clearly been demonstrated in the United States, where the industry has
developed to a far greater extent than in Australia.

Thus, although the individual amounts of high-cost short term loans may seem
small, their cumulative impact causes significant harm. Minor regulation
cannot address this harm because it is inherent to the product and, available
information tends to suggest, a fundamental feature of the business model.

A comprehensive interest rate cap has been consistently shown to be the only
mechanism that works to address the harm.

It should be noted the argument for an interest rate cap does not seek to
provide a solution to the broader issue of insufficient income but instead seeks
only to identify high-cost short term lending as a particularly harmful response.
Although beyond the scope of this report, a more positive and sustainable
response to this problem is likely to include a combination of approaches.

Such approaches may include an expansion of low-cost credit products
available through the community and public sectors, greater use and
promotion of hardship variation plans for consumers to pay for essential
services, expansion of charity and welfare services and finally longer term
solutions such as improved income support and wages policies for the low-
paid.
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These approaches could and arguably should, form the subject of their own
report. They should not, however, be confused with the argument to
implement a national interest rate cap, which is made to prevent the harm
caused by high-cost short term lending.

The current legislative and political environment in Australia provides a unique
opportunity to implement a nation-wide, comprehensive interest rate cap. In
doing so, Australia would be joining the ranks of most developed economies in
the Western world, which do not permit the selling of high-cost short term
loans.

Further arguments are set out below:

An interest rate cap would have a targeted, measurable impact and
carries little risk

Properly crafted, the application of a national 48% interest rate cap need have
no impact on the broader consumer credit market as the vast majority of the
market operates at interest rates well below 48%.

A cap would only affect a handful of fringe credit products and would primarily
impact on high-cost short term lending - which is the purpose for its
implementation.

Although a cap would clearly distort the market for high-cost short term credit,
it is apparent the market does not operate efficiently in any event and does not
exhibit healthy price competition.

Interest rate caps are generally supported by the community. It is notable that
in the various jurisdictions in which interest rate caps have been introduced,
both in Australia and elsewhere, there has not been a single case of popular
support for its removal.

Administrative ease and opportunity

The implementation of phase two of the national credit reforms provides a
unique opportunity to implement a national interest rate cap at a time of
significant administrative change, lending administrative efficiency to the
process.
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Given New South Wales, Queensland and the ACT already have
comprehensive interest rate caps, the implementation of a national cap would
create no more disruption nationally than if the cap in those jurisdictions is
removed.

The only effective approach

Industry advocates are likely to support some form of regulation for the high
cost short term lending industry, but will resist the implementation of a national
interest rate cap.

Industry suggestions for regulation are likely to centre on the promotion of
responsible lending requirements. The dynamics of the industry, which is
driven by the financial distress of borrowers, means responsible lending
provisions will have little to no impact. Further, attempts to mitigate the harm of
high-cost short term lending by imposing cooling off periods, implementing
extended payment plans, capping maximum loan amounts and limiting the
number of loans, amongst others, have all been shown to be ineffective
across various American jurisdictions.

In Australia and elsewhere, high-cost short term lenders have exhibited a
significant capacity to avoid or evade regulation designed to prevent high-cost
short term lending. This is best illustrated by the need for recent enforcement
action in Queensland and the need to close the ‘brokerage fee’ loophole in
New South Wales.

If high-cost short term loans are an inherently harmful product, then they
should be more than regulated - they should be prohibited. A comprehensive
interest rate cap is the only proven mechanism to achieve that prohibition.

This prohibition already exists across much of the eastern seaboard of the
country and should be extended to form a uniform, national, comprehensive
interest rate cap.

Conclusion

This report attempts to provide a comprehensive overview of the high-cost
short term lending industry in Australia.

-28 -




The American industry is approximately ten years older than its Australian
counterpart and provides a sobering indication of the potential scale of high-
cost short term lending (on a per capita basis) and its potential social impact.
The recent trend in America has been towards comprehensive interest rate
caps, implemented as a direct response to harm caused by the industry. The
American example also shows that alternative legislative approaches have
been unsuccessful.

In both Australia and America, lenders have been consistently creative in their
attempts to avoid regulation designed to limit harmful payday lending. Only a
comprehensive interest rate cap has been proven to have the desired effect.

On that basis, this report takes a clear position in favour of a national interest
rate cap as a positive and necessary consumer protection measure to shield
consumers from harmful high-cost short term lending.

High-cost short term lending is a form of ‘sub-prime’ lending - it is the
extension of credit to those who cannot afford to borrow. This creates the
inherently unsustainable dynamic of increasing the cost of living for those who
are already struggling to meet that cost.

In the case of high-cost short term loans, any risk to the lender is mitigated by
the repayment structure of the product. The risk of default is shifted from the
lender to the borrower, so when loan repayments cause further financial
stress, the borrower borrows again - and so commences the cycle of repeat
borrowing. That this does not impact on the lender does not mean it is
sustainable, or safe, for the borrower.

High-cost short term lending creates the perverse situation where those with
the least resources pay the highest price for credit. From an equality or social
justice perspective, this is indefensible.

Once obtained, high-cost short term lending takes a ‘first stake’ in the
borrower's income. Repayment of the loan is prioritised above all other
expenses. Again, this is indefensible.

The collective drain, when applied to hundreds of thousands of consumers,

can have a broad negative impact and prevents consumers from becoming
stable, economically productive participants in the mainstream economy.
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A comprehensive national interest rate cap has the potential to end this
practice in Australia.

It should be made clear that an interest rate cap will not solve the problem of
financial hardship, nor is it intended to. A cap will merely act to prevent a
particularly poor — and illusory — ‘solution’ to that problem.

A more genuine solution to the problem of financial hardship is likely to
depend on a range of measures; from better income support for vulnerable
consumers, to the provision of assistance in reducing debt, to the means to
build assets — amongst many, many others.

At some point, lenders should be prevented from extending credit to those
who cannot afford to pay. If they are not, then the provision of credit becomes
counter-productive and causes harm to the borrower.

This is usury.

It is up to every society to decide for itself the point at which acceptable credit
ends, and usury begins. In Australia, that point has traditionally been set at
48% APR. The coming months will determine whether or not that point
remains.

In the meantime, the only certainty is that for as long as usury is permitted,

desperate borrowers will continue to borrow — and lenders will continue to
lend.
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Chapter 1 Introduction

1.1 What is high-cost short term lending and why does it
matter?

Most Australians would be surprised, if not shocked, to hear that thousands of
their compatriots regularly borrow money at interest rates that equate to 400%
per annum or more." They may be further surprised to discover such
borrowers are often on very low incomes and generally use the money to pay
for recurrent basic living expenses, such as food and electricity.

High-cost short term lending is perfectly legal and business is booming. In the
past ten years or so the industry has exploded in the Australian consumer
credit market, yet the product receives very little mainstream policy,
government or media attention.

Why is that? And what exactly is a "high-cost short term" loan?

High-cost short term loans are often described as ‘payday loans’, although
descriptors range from ‘short term finance’ to ‘cash advances’ to ‘personal
finance solutions’.

Unfortunately, although the term ‘payday loan’ is well understood in the United
States (where both the business model and the term were invented), in
Australia it is often used to refer to a range of other fringe credit products.
These include pawn-broking, appliance and furniture rental and longer term
high-cost loans of twelve or eighteen months.

Given the confusion surrounding the term ‘payday loan’, this report has
chosen to use the term, high-cost short term loan. Typically, high-cost short
term loans are small loans most commonly ranging from $200 to $500,
advanced to individual consumers. They are predominantly used to meet
basic, recurrent living expenses. The loan is designed to be paid back within a
short period of time, generally 2 to 4 weeks, and carries a significant fee
and/or interest charge, relative to the principal advanced. Such loans exist as
a unique and particular product type within the broader fringe credit market.

! This is expressing interest as an Annual Percentage rate (APR). APR is described further in
the terminology section, at 1.4. This section also describes how to calculate the APR for a high-
cost short term loan.
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Whilst there are ‘typical’ characteristics amongst such loans, recognising the
range of conceptions of them and the less typical yet still quite common usage
of them, we adopt a definition that is slightly broader than the most common
scenario. Thus, for the purposes of this report we define a high-cost short term
loan to be a loan of up to $2,000, repayable within 8 weeks.

A typical scenario:

A low income consumer finds she is unable to pay her power bill. Unable to
borrow from any other source and not knowing of the power company’s
hardship program, she borrows $300 from a high-cost short term lender.
Borrowing is quick and easy - all she needs is proof that she is at least 18
years old and has a regular income. An ongoing Centrelink payment will do.

Industry rates vary slightly, but $35 for every $100 loaned is a typical fee or
interest charge. Critically, the term of the loan is very short. In most cases the
lender arranges for a direct debit transaction from the borrower's bank
account, scheduled for the date of the borrower's next income payment.

For the $300 loan described above, the borrower repays $405. If the loan
period was set for two weeks, the interest rate on such a loan, when
annualised, works out to 912.5%. If the loan period is set for a month
(probably the more typical scenario) then the rate is 425.8%.

Repayment of the loan can leave the borrower with another shortfall - perhaps
this time to pay the rent. Although often described as ‘small amount’ loans,
high-cost short term loans are not necessarily small, relative to the income of
the borrower. For a borrower on the minimum wage of $569.90 a week, a
$300 loan with a repayment fee of $405 is a significant expense - especially
when one considers the typical borrower has no savings and is likely to carry
other debt.

To meet this further shortfall, the borrower may return to the lender, who
having already established a relationship with the borrower is able to process
another loan.

The subsequent repayment may lead to yet another shortfall so the borrower
returns to the lender again. And so the cycle continues.
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Essentially, the borrower has acquired an ongoing debt at a very high interest
rate. Put another way, you could argue this represents an ongoing deduction -
or pay cut — from her already limited income.

Many consumer advocates regard high-cost short term loans as an inherently
harmful product. The view is taken that high-cost short term loans exacerbate,
even exploit, the financial distress of borrowers and perpetuate hardship. The
cycle of repeat borrowing is described as a debt trap and the practice of
lenders is described as predatory.

Lenders, on the other hand, claim their product is simply designed to assist
consumers to meet temporary shortfalls. The loans exist as a ‘bridging’
mechanism, not as permanent financial solutions. Lenders usually argue that
they are simply helping consumers to ‘get on with their lives’.

Whilst the position of lenders does have a superficial appeal, the logic of most
borrowers' circumstances would suggest acquiring debt at such high interest is
unlikely to assist them in the medium or longer term and may actually harm
them unless truly occasional or one-off.

Without a significant improvement in the income level of the borrower, it is
difficult to see how high-cost short term credit could not cause repeat
borrowing or a ‘debt spiral’. This is particularly so when one considers more
than half of the high-cost short term loans taken out are spent on recurrent,
basic living expenses.

1.2 Background

In May 2008 the Consumer Action Law Centre (Consumer Action) received
funding through the Consumer Credit Fund (CCF), administered by Consumer
Affairs Victoria (CAV), to conduct research into the high-cost short term
lending industry in Australia (Consumer Action Report).

Consumer Action's application to the CCF expressed two major aims:

e To update empirical research into the economic and social impact of
high-cost short term lending in Australia; and
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e To examine the economic arguments for regulation of the high-cost
short term lending industry, including the effect of comprehensive
interest rate caps.

High-cost short term loans have been an under-researched area of the
Australian consumer credit market and are not well understood by policy
makers or the community at large.

Payday Lending in Victoria — a research report by Dean Wilson of the
Consumer Law Centre Victoria Ltd (Wilson Report), has stood as the only
significant empirical analysis of the industry since its publication in 2002.

The Consumer Action Report makes extensive reference to the Wilson Report
and specifically seeks to update and compare the data compiled in 2002, with
the more recent data gathered by Consumer Action. In this manner, it is hoped
an empirical base may be built from which to generate a better understanding
of consumers of high-cost short term loans and the purposes for and manner
in which the loans are used. Broad consistencies between the reports do
indicate the industry has a clearly definable consumer base and this is
discussed at length in the following chapter.

In seeking to explore the economic impact of high-cost short term lending, the
Consumer Action Report also attempts to examine borrowing behaviour and
track industry growth since 2002.

Although a lack of available data does make this task difficult, it is clear the
industry has undergone extraordinary growth since the early 2000's and has
substantial potential for further growth. The rapid rise of what remains a
relatively new and controversial product in the Australian consumer credit
market in itself suggests careful consideration is warranted regarding the
economic and social impact such growth may have.

In order to enhance this discussion, the Consumer Action report examines the
high-cost short term (‘payday’) loan industry in the United States, as an
example of an older, more developed industry that provides some guidance as
to how the industry may develop in Australia, if allowed to do so.

High-cost short term loans have been the subject of lively policy debates in

Queensland and New South Wales in recent years and remain a significant
consumer policy battleground in both the United States and the United
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Kingdom. These debates usually polarise consumer advocates, who generally
regard the product as harmful and industry practitioners, who have a
significant vested interest in further growth. For reasons explored in Chapters
4 and 5 of the Consumer Action Report, most consumer advocates regard
comprehensive interest rate caps (such as those which currently exist in
Queensland and New South Wales) as the only genuinely effective legislative
measure to be taken against high-cost short term lending.

For this reason, the Consumer Action Report undertakes significant discussion
of the policy issues surrounding the implementation of comprehensive interest
rate caps, including an analysis of the arguments generally raised in favour of
them and the arguments raised by industry in opposition to such measures.
This discussion includes close analysis of prominent research commissioned
by Australia's largest high-cost short term lender, Cash Converters and of
submissions made to government by Cash Converters itself.

Finally, the Consumer Action Report attempts to provide some historical
context for the regulation of high-cost short term lending in Australia to provide
some background to the current policy debate.

At the time of release, the Consumer Action Report enters a policy
environment where for the first time the Commonwealth Government has
taken responsibility for the regulation of consumer credit.

As part of this transition the Commonwealth will consider whether or not to
apply a comprehensive national interest rate cap, inclusive of all fees and
charges.?

1.3 Methodology

In compiling this report, Consumer Action has utilised a range of
methodologies to provide empirical data and access relevant research and
information. These are outlined below.

2 The Commonwealth Government's Green Paper on Phase Two of the National Credit Reform,
"National Credit Reform - Enhancing confidence and fairness in Australia's credit law" was
released on 7 July 2010. Submissions to the Green paper were due on August 6 2010.

Chapter 5 of the Green Paper considers regulation of short-term small-amount lending. The
Chapter considers four regulatory options: 1. Maintain the status quo. 2. Implement a national
interest rate cap. 3. Require warnings on high-cost products. 4. Prohibit roll-overs.
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Quantitative Research
Pure Profile online survey

In order to generate empirical data, Consumer Action contracted research
company Pure Profile to undertake a survey of high-cost short term loan
borrowers.

For the purposes of our study, we defined a high-cost short term loan as a
cash loan of under $2,000 from a registered institution that must be repaid
within an 8 week period. Although the amount and repayment period are well
in excess of the average high-cost short term loan, we felt it was necessary to
cast the terms broadly, in order to fully capture the desired respondent base.
Further, the terms are still narrow enough to ensure we did not capture other
small amount loans, for example, in-store finance arrangements for the
purchase of furniture or white-goods.

The survey was conducted on-line and generated 448 responses during May
2008. A full copy of the survey questions is included at Appendix A, along
with a web-link to the raw data generated.

Qualitative Research
Open Mind Research Group study - "Exploring payday loans"

To investigate the borrower's experience of high-cost short term lending,
Consumer Action contracted the Open Mind Research Group to undertake a
small scale qualitative study (Open Mind Report). This study employed a
combination of group discussion, in-depth interviews and extended in home
interviews of high-cost short term loan borrowers.

The aim of the Open Mind report was to identify the sociological and
psychological drivers of payday lending and the impact on borrowers.

Group discussions and in-depth interviews were undertaken in Melbourne at

Open Mind Research offices, extended interviews were conducted in
borrowers’ homes.
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The following sample was adhered to:

Outer Regional
(e.g. Footscray?*) (e.g. Geelong)
Families (at least 2 1 in-home 1 standard depth
children at home, any 1 group 1 group
age)
TOTAL.: 4 Group Discussions

5 Standard Depth Interviews
3 In Home Interviews

Field work was conducted in 2008, between October 28 and November 6.

A copy of the Open Mind Report is included at Appendix B.
Case Study Template

In September 2009, Consumer Action distributed a case study template to
financial counsellors. The template was posted on the Consumer Action
website and sent through both the Financial Consumer Rights Council (FCRC)
and the Australian Financial Counselling and Credit Reform Association
(AFCCRA) networks.

The case study template sought anonymous case studies from financial
counsellors who had assisted clients with a history of high-cost short term

loans.

The case study template generated eleven responses.
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A copy of the Case Study template is included at Attachment C.
Desktop Research
Literature Review

As part of the CCF funding agreement, Consumer Action conducted a broad
based literature review of current writing on high-cost short term lending, both
within Australia and internationally.

The literature review was conducted by Neil Ashton, Consumer Action Policy
Officer/Solicitor and was submitted as part of an interim report to CAV as a
condition of the initial CCF grant.

A copy of the Literature Review was provided to CAV as part of a progress
report in November 2008. A web-link to the Literature Review is included at
Attachment D.

Other Sources
The Consumer Action Report draws on a wide range of sources.

Chapter 2 examines the consumer base for high-cost short term loans and
draws primarily on the online survey, the Wilson Report, the Open Mind
Report and the case study templates.

Chapter 3 concerns the growth of the high-cost short term lending industry in
Australia from 2002 to 2009. It draws heavily on Cash Converters’ annual
reports for the period in addition to other financial data provided by the
company. The chapter also draws on an extensive study of online high-cost
loan provider websites.

Chapter 4 investigates the high-cost short term lending industry in the United
States and draws extensively on media reports and published material by
consumer advocates. The chapter tracks the development of the policy debate
in America, particularly as it relates to the use of comprehensive interest rate
caps.
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In particular, the chapter makes extensive use of reports published by the
Center for Responsible Lending (a leading American consumer advocacy
group specialising in consumer finance) and material from the Consumers’
Federation of America.

Chapter 5 explores the history of high-cost short term credit regulation in
Australia and discusses recent developments.

Finally, Chapter 5 examines the arguments for and against interest rate caps.
The chapter closely examines material published by the UK-based research
group, Policis, which has published three major studies into the Australian
high-cost short term lending market. At least two and probably all three of
those reports, were commissioned by Cash Converters.

1.4  Other terminology

Interest rate cap

An interest rate cap imposes a limit on the legally allowable rate of interest
that can be charged for credit and has traditionally been used to prohibit
usury.

In Australia and elsewhere, interest rate caps typically take two forms — caps
that apply to interest only® and caps that include fees and charges for the
purpose of calculating an ‘effective’ interest rate (often referred to as a
‘comprehensive interest rate cap™).

Annual percentage rate (APR)

Interest for a loan, expressed as an APR, is an industry standard method of
measuring the annual cost of credit and is provided to allow the consumer to
objectively compare the relative cost of competing credit products.

Unless otherwise expressly indicated, any reference to an interest rate in the
Consumer Action report is intended as a reference to the APR of the product,
loan, or legislative measure in question.

% See for example section 39 Consumer Credit (Victoria) Act 1995
* See for example s.14 Consumer Credit (Queensland) Act and s.4 Consumer Credit
(Queensland) Special Provisions Regulation 2008
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For example, if it is stated that "New Hampshire implemented a 36% interest
rate cap", then it is implied that the 36% is expressing an APR value.

Calculating the effective interest rate for a high-cost short term loan

For the purpose of this report and to enable some comparison between the
cost of credit under a high-cost short term loan and other credit products, we
calculate an ‘effective interest rate’. This is done by including not only interest
charges but any credit fees and charges in calculating the annual percentage
rate>.

For example, a borrower takes out a high-cost short term loan for $300, with
an interest charge of $35 for every $100 borrowed. This equates to a charge
of $105 for the loan. The loan is to be repaid in four weeks via two fortnightly
instalments.

Step One:

Divide the charge (i.e. $105), by the amount borrowed (i.e. $300).
$105 divided by $300 = 0.35

Step Two:

Multiply this number (i.e. 0.35) by the number of days in the year (365).
0.35 multiplied by 365 = 127.75

Step Three:

Divide this number (i.e. 127.75) by the term of the loan (i.e. 30 days)
127.75 divided by 30 = 4.258

Step Four:

Multiply this number (i.e. 4.258) by 100
4.258 multiplied by 100 = 425.8

The effective interest rate for the above loan is 425.8%.

® See above — n.4
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It should be noted the repayment period of the loan has a significant effect on
the APR.

For example, if the same loan charged at the same amount was to be repaid
within 14 days via a single payment then the effective interest rate would be
912.5%.

Repeat borrowing

Repeat borrowing is frequently cited as a major risk of high-cost short term
lending and can take a few forms.

Under a roll-over, the consumer may pay a fee to extend the period of the
loan. This will usually equate to the interest charge due on the loan and ‘buys’
the consumer another period in which to fully pay back the loan.

For example, for a one month loan of $300 with a $105 charge, the consumer
may pay $105 to extend the loan for another month. At the end of that month,
they may pay another $105 for a further extension and so on. Alternatively, if
they are able, they could pay the full $405 to finalise the loan.

This form of repeat borrowing is less common in Australia than in other
countries, particularly the United States.

Another form of repeat borrowing is to take out back-to-back loans.

Under this form, the consumer fully pays out the loan at the end of the month
but then immediately takes out another loan on the same terms, in order to
supplement their reduced income. At the end of the month, the same process

is repeated and so on.

In terms of cost to the consumer, there is no difference between a roll-over
and a back-to-back loan.

Finally, repeat borrowing can be less systematic.
For example, a consumer may pay out the loan at the end of the month and

not feel an immediate need to re-borrow. Two weeks later, however, they
discover they have insufficient income to cover their living expenses and so
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they return to the lender for another loan. Although less systematic, this is still
a form of repeat borrowing.

In each case, the cost of the original loan is instrumental in creating a demand
for further loans and can initiate an ongoing cycle of borrowing or debt spiral.
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Chapter 2 The Consumers

2.1 Introduction

It is well understood low-income wage earners and/or welfare recipients
constitute the primary market for high-cost short term lending. This is to be
expected as the product requires borrowers who have a regular income yet
are in need of financial assistance from one income period to the next. Beyond
this general perception, there is a lack of detailed and reliable data concerning
the consumer base for high-cost short term lending in Australia. In the period
since 2002 most major studies of the high-cost short term lending market have
been industry funded.®

The current lack of objective consumer data has obvious implications for the
high-cost short term loan policy debate. If nothing else, it makes it extremely
difficult to assess the real economic and social impact of high-cost short term
lending. It is clear the role of high-cost short term lending cannot be properly
debated without fully understanding the market it serves and its various
impacts on that market.

Given this context, Consumer Action’s research sought to update research on
four fundamental questions concerning high-cost short term loan consumers in
Australia:

¢ Who uses high-cost short term lending?

e For what purposes do consumers use high-cost short term lending?

e How do consumers view their experience with high-cost short term
lenders?

®n particular, the UK based research group Policis has produced three substantial reports
commissioned by Cash Converters International, Australia's largest high-cost short term lender.
Those reports are:

e Anna Ellison and Robert Forster, The dynamics of low income credit use - A research
study of low income households in Australia, Policis;

e Anna Ellison and Robert Forster, The impact of interest rate ceilings - The evidence
from international experience and the implications for regulation and consumer
protection in the credit market in Australia Policis and ;

e Anna Ellison and Robert Forster, Payday in Australia: A research study of the use and
impact of payday lending in the domestic Australian market, Policis,.

The role of Policis in the Australian high-cost short term lending debate is discussed in detail in
Chapter 5 of this report.
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e To what extent does the use of high-cost short term lending resolve
and/or exacerbate financial problems for consumers, in the short,
medium and longer term?

The results of this research are presented below and, where possible, are
directly compared to the results generated by the 2002 Wilson Report. The
2002 Wilson Report examined payday lending in Victoria and was
commissioned by Consumer Action’s predecessor organisation, the Consumer
Law Centre Victoria.” This has been done in order to both update the 2002
results and draw out potential trends over the 2002 to 2008 period.

It is acknowledged the Wilson Report focussed specifically on Victoria,
whereas the 2008 study is national. It is also acknowledged the Wilson Report
drew on a much smaller sample size and conducted a street survey of 73
consumers as opposed to the 448 consumers surveyed online in 2008.

These factors do detract slightly from the ability to make comparisons. That
being said, most survey categories showed a consistency of result that would
indicate a degree of reliability.

Beyond the statistical focus of the survey Consumer Action also sought to
elucidate the high-cost short term loan consumer base through the use of
gualitative research, conducted by Open Mind Research, presented in a report
entitled Exploring payday loans (Open Mind Report). The Open Mind Report
is attached as Appendix B to this document.

Qualitative research is useful to contextualise data and ‘humanise’ statistics
and provides background context for the reasons given by consumers for
taking out high-cost short term loans. Determining the reasons for borrowing is
often quite easy, but drawing out the background circumstances and
underlying economic drivers for borrowing is rarely quite as simple.
Nevertheless, the circumstances of borrowers and the drivers for borrowing
must be fully examined and understood if appropriate high-cost short term
lending policy is to be developed.

The results of this research is outlined and discussed below.

" Dean Wilson, Payday Lending in Victoria - A research report, Consumer Law Centre Victoria,
2002.
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2.2 Who Uses High-Cost Short Term Lending?

2.2.1 Gender, Age, Marital Status and Dependents

Gender

The 2002 Wilson Report found females represented a very slight majority of
high-cost short term loan borrowers, by a factor of 52% to 48%.%

This margin has widened over the past six years. The 2008 survey found a
55% to 45% split in favour of females, with women outnumbering men in every
age category. The gender split was most pronounced in the 45 to 54 year-old
category but was also high in the 18 to 24 year-old category. This is outlined
in the table below:

Age Category

Gender
Total
18-24 25-34 35-44 45-54 55-64 65+
0,
Male 41.6% 472% | 46.3% | 40.7% | 48.4% | 40% | 45.1%
(37) (76) (50) (22) (15) (2 (202)
0,
58.4% 52.8% | 53.7% | 59.3% | 51.6% | 60% | 54.9%
Female
(52) (85) (58) (32) (16) (3) (246)
0,
20% 36% 24% 12% 7% 1% 100%
Total
(89) (161) (108) (54) (31) (5) (448)

8 wilson, Payday Lending in Victoria, p. 53.
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It is difficult to determine why the gender split has increased although it may
be related to the number of sole parent high-cost short term loan consumers,
a demographic which is overwhelmingly female.

This is discussed below under the heading Marital Status and Dependents.
Age

The age spread for high-cost short term loan consumers has remained
remarkably consistent over the 2002-2008 period although there has been a
slight increase in the proportion of older high-cost short term loan consumers.

The 2002 study found the 26 to 35 year-old age category was the most
common age category for high-cost short term loan consumers, accounting for
38% of the survey sample.” The 2008 survey found a 36% majority for a
similar age category (25 to 34).

In both surveys, the mid-thirties to mid-forties year-old age bracket was the
next most heavily represented group (25% in 2002,° and 24% in 2008).
Following that, the eighteen to mid-twenties age group were the next most
common representing 20% of the survey total in both 2002 and 2008.

Again, the surveys produced similar results for the late forties to early fifties
category. In 2002 it was found that 14% of high-cost short term loan
consumers were between 46 and 55 years old.'* The 2008 survey found 12%
of consumers lay in the 45 to 55 year old category.

As mentioned, the surveys did display some minor variance when it came to
older age categories.

In 2002, Wilson found only 3% of high-cost short term loan consumers were
over 56 years of age.* In 2008 it was found that 7% of high-cost short term
consumers were in the 54 to 64 year-old age category. The 2008 survey also
found 1% of high-cost short term loan consumers were 65 years old or older.

% wilson, Payday Lending in Victoria, p. 53.
1% wilson, Payday Lending in Victoria, p. 53.
X wilson, Payday Lending in Victoria, p. 54.
12 wilson, Payday Lending in Victoria, p. 54.
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These results are displayed below:

Age Category 2002 Age Category 2008
18 - 25 20% 18-24 20%
26 — 35 38% 25-34 36%
36- 45 25% 35-44 24%
46 - 55 14% 45 - 54 12%
56+ 3% 55 - 64 7%
65+ 1%
Total 100% 100%

Despite the small increase in older high-cost short term loan consumers,*
both surveys overwhelmingly show high-cost short term lending is primarily
used by younger consumers.

Marital Status and Dependents
2002 RESULTS

In 2002, it was found that 55% of high-cost short term loan consumers were
single, forming the most common relationship status category by a
considerable margin.'* The next most common relationship status was
partnered (those married or living in a de facto relationship), representing 26%
of high-cost short term loan consumers.'®> Nineteen percent of high-cost short

Bn 2002, 17% of consumers were 46 years old or older. In 2008, 20% of high-cost short term
lending consumers were above the age of 45.

* wilson, Payday Lending in Victoria, p. 58.

!5 wilson, Payday Lending in Victoria, p. 54.
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term consumers were separated or divorced and one survey respondent was
widowed.

When broken down by gender it was found that 65% of male high-cost short
term consumers were single, considerably higher than the 42% figure for
women. For partnered respondents, there was no significant proportional
difference between men and women. '

The largest gender difference lay amongst those consumers who were
separated or divorced. The 2002 study found 31% of female respondents fell
into this category, which accounted for only 6% of men. It was noted this was
significant in that:

“...92% of separated or divorced female payday loan consumers also
have dependant children. This suggests that female sole parents are a
significant minority of payday loan consumers.™’

2002 COMPARED TO 2008

Unfortunately, the 2008 study was conducted on alternative lines to the 2002
study and did not make a distinction between the ‘single’ and ‘separated and
divorced’ categories.

Instead, the 2008 survey simply distinguished between being in a ‘couple’ and
‘'single’ and then differentiated between those with children and those without.
The 2008 survey also added the category ‘shared household with two or more
adults’, a category not included in the 2002 survey.

The 2008 results show coupled consumers have increased their usage of
high-cost short term lending and now account for 47% of the customer base.
This is a large increase on the 26% recorded in 2002. Conversely, singles now
represent a much smaller proportion of high-cost short term loan consumers
having dropped to 34% from the 55% majority registered in 2002. It is unclear
whether some of this increase in the number of coupled consumers is due to
some separated and divorced consumers categorising themselves as coupled
rather than single, even if this did occur it would not account for all of the
change.

'® wilson, Payday Lending in Victoria, p. 58.
" wilson, Payday Lending in Victoria, p. 58.
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Nineteen percent of consumers fell into the ‘shared household’ category. This
might account for some of the drop in consumers who categorised themselves
as single.

On the 2008 results, female high-cost short term loan consumers are now just
as likely to be single as men, with 34% of each gender registering as either
single or single with children. Some of this change may be due to some
separated and divorced females now categorising themselves as single.

As was the case in 2002, it was found that female respondents were more
likely to have dependent children.

In 2002, it was found that 63% of female respondents had dependent children,
far more than the 23% of male respondents.®

This number had shifted by 2008 (it is now 50.4% for women and 37.6% for
men) but still represents a significant imbalance.

Significantly, of the 44 survey respondents who clearly registered as sole
parents in 2008 ("single with children™), 39 of them were women.

This means 88% of sole parent high-cost short term loan consumers are
female, which is only slightly lower than the 2002 figure of 92%.

In 2002 it was found that 47% of all female high-cost short term loan
consumers were sole parents, whereas this figure had dropped to 16% by
2008.

However, the 2002 figure included both single and separated or divorced
women, thus the change may be explained by the significant increase in high-
cost short term loan consumers registering as in a couple.

More generally, it is worth noting nearly 9% (8.7%) of all high-cost short term
loan consumers are female sole parents.

This confirms female sole parents remain an over represented minority
amongst high-cost short term loan consumers - despite other changes that
may have taken place.

18 wilson, Payday Lending in Victoria, p. 59.
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The results are shown below:

MARITAL STATUS AND DEPENDENTS - PROPORTIONAL GENDER
COMPARISON (2008)

Single | Couple Couple hc?uhsir?gld
Gender | Single with no with Total

. : . (2 or more

children | children | children
adults)

Male 31.2% 2.5% 19.3% 24.3% 22.8% 100%
(63) (5) (39) (49) (46) (202)
Female | 18.3% 15.9% 15.9% 34.10% 15.9% 100%
(45) (39) (39) (84) (39) (246)

MARITAL STATUS AND DEPENDENTS — TOTAL SURVEY COMPARISON
(2008)

Single Couple | Couple hoSuhsaeEk?gld
Gender | Single with no with Total

. : : (2 or more

children | children | children
adults)
Male 14% 1% 8.7% 10.9% 10.2% 45%
(63) (5) (39) (49) (46) (202)
10% 8.7% 8.7% 18.7% 8.7% 55%
Female

(45) (39) (39) (84) (39) (246)
Total 24% 9.7% 17.4% 29.6% 18.9% 100%
(108) (44) (78) (133) (85) (448)

Looking at the question of dependents more widely, the 2008 survey found
44.6% of all high-cost short term loan consumers had children under the age
of eighteen.

Although results were evenly spread, the most common age group for
dependent children was 6 to 9 years (36%), with 10 to 14 being the next most

common (32%).

Of the 200 respondents with children under the age of eighteen, only 27.5%
had children above 14 years old.
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AGE OF DEPENDENTS - DISTRIBUTION AMONGST BORROWERS WITH
DEPENDENTS - 2008

Age Category of Dependents Borrowers with Dependents (200
TOTAL)
0-2 31% (62)
3-5 27% (54)
6-9 36% (72)
10-14 32% (64)
15-18 27.5% (55)

2.2.2 Employment Status, Income and Education

Employment Status

In 2002 it was found that 49% of high-cost short term loan consumers derived
their income from full-time employment.*® This had dropped slightly by 2008 to
approximately 45%.

In 2002 part-time or casual employment accounted for only 12% of
respondents® but had risen to 28.1% by 2008. The 2008 study also found
21.9% of respondents were not currently working and 5.1% were full time
students.

Full-time | Part-time Not Full-time | Centrelink
or Casual | Working | student benefits
2002 49% 12% - - 38% 99%
2008 45% 28.1% 21.9% 5% - 100%

The 2002 study found 38% of high-cost short term loan consumers were in
receipt of Centrelink benefits and that 50% of those were receiving the sole

!9 wilson, Payday Lending in Victoria, p. 54.
2 wilson, Payday Lending in Victoria, p. 54.
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parent benefit.?* The 2002 study also found Centrelink was the major source
of income for 55% of female high-cost short term loan consumers, probably
driven by the high proportion of female sole parents. By contrast, only 20% of
male high-cost short term loan consumers received Centrelink payments.?

Without appropriate data on 2008 Centrelink income patterns amongst high-
cost short term loan consumers, it is not possible to compare results between
2002 and 2008 or speculate on trends. It would be very surprising, however, if
those registered as not working in 2008 and those registered as sole parents,
do not receive at least some form of Centrelink assistance.

Income

The 2002 study found the majority of high-cost short term loan consumers
were low-income earners. The average yearly earnings for a high-cost short
term loan consumer were $24,482.% The median annual income was slightly
lower, at $22,360.%

It was found that 85% of high-cost short term loan consumers earned less
than $31,304 per annum; and 22% of high-cost short term loan consumers
were either below or only marginally above the Henderson Poverty Line for a
single person ($15,600 per annum).?®

As in other areas, the 2008 survey was conducted using an alternative
research methodology to the 2002 survey, making direct comparisons difficult.
Analysis of the 2008 results is also hampered by a reasonably large proportion
of consumers who did not wish to say what they earned (12.7%).

In broad terms, the proportion of high-cost short term loan consumers with
incomes above $30,000 seems to have increased, although 50% of high-cost
short term loan consumers still earn less than $40,000 and only 14.5% are
known to earn more than $60,000.

Further, it must be noted average weekly earnings for a full-time adult
employee in Australia increased over the period 2002 to 2008, from $888.50
to $1,164.90 per week. Put in annual terms, this describes an increase from

2L wilson, Payday Lending in Victoria, p. 54.
2 wilson, Payday Lending in Victoria, p. 56.
2 Wwilson, Payday Lending in Victoria, p. 56.
4 wilson, Payday Lending in Victoria, p. 56.
% Wilson, Payday Lending in Victoria, p. 57.
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$46,202 to $60,574.80 per annum.?® Thus, nearly three quarters of
respondents (72.7%) reported they earned below average weekly earnings.

In 2008, 23.4% of high-cost short term loan consumers, in earning less than
$20,000 per year, continued to sit below or only marginally above the
Henderson Poverty Line for a single person ($19,775 for June 2008).%’

Despite the difficulties of comparison, it is clear high-cost short term loan
consumers remain low income earners in the main although slightly more
average or just below average income earners appear to be utilising high-cost
short term loans than in 2002. This is consistent with the increasing use of
high-cost short term loans by consumers in a couple and could indicate high-
cost short term loans have become ‘normalised’ to some extent in the period
since 2002. The data suggests high-cost short term loan providers no longer
serve strictly marginal income earners, although low and marginal income
earners clearly remain the overwhelming consumer base.

As far as is possible, the results of the two surveys are compared below:

2002 2008
Income Level Respondents Income Respondents
(Annual) (%) Level(Annual) (%)
0 - $10,400 5%
Under $20,000 23.4%
$10,400 - $20,800 38%
$20,800 — $31,200 42%
$21,000 - $40,000 27.9%
$31,200 - $41,600 10%
$41,600 - $52,000
(2002 avg. 4% $40,001 - $60,000
Wage:$46 202) (2008 av. 21.4%
$52.000 + 1% wage:$60,574)

% Figures quoted are drawn from Australian Bureau of Statistics (ABS), 6302.0 - Average
Weekly Earnings, November 2002 compared to November 2008. Both figures quoted are "Full-
time adult ordinary time earnings".

" Melbourne Institute of Applied Economic and Social Research, Poverty Lines: Australia -
June Quarter 2008. For couples and singles or couples with children, the required income to sit
above the poverty line is higher.
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2002 2008
Income Level Respondents Income Level Respondents

(Annual) (%) (Annual) (%)
$60,001 - $90,000 8.3%

$90,001 - 4%

$52,000+ 1% $120,000
$120,001 + 2.2%
Prefer not to say 12.7%
100% 100%
Education

The 2008 survey appears to show the educational profile of high-cost short
term loan consumers has shifted significantly, with consumers now exhibiting
a much higher standard of education than was the case in 2002.

In 2002, only 5% of survey respondents had a university degree®® as opposed
to 30.8% in 2008. The 2002 survey also showed 36% of respondents had no
education beyond year 10%° whereas this had dropped to 22.8% by 2008. The
proportion of trade qualified respondents increased, from 17.8% to 23.9%.

It should be noted that this variance may be more reflective of differing
research methodologies than of any underlying demographic shift. In 2002,
the Wilson report generated data through a street survey whilst the Consumer
Action survey was conducted online and required participants to voluntarily
engage in a text based process. This obviously required a degree of literacy
and access to a computer, as opposed to the street survey. It is quite possible
this in turn skewed the educational profiling of high-cost short term borrowers
and may account for the stark variance between 2008 and 2002.

Taken together with income findings, the education findings appear to show
high-cost short term loan consumption has moved into a slightly higher
demographic, although again, this may be a false conclusion more attributable
to research methodology than underlying societal factors. It would not be

8 wilson, Payday Lending in Victoria, p. 61.
# wilson, Payday Lending in Victoria, p. 61.
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surprising if the income profiling directly related to education profiling which in
turn was impacted by the research methodology, as discussed above.

Alternatively, the results might indicate that well educated consumers, on
average or near average incomes, are increasingly suffering financial stress
and are resorting to high-cost short term loans to alleviate that stress. This
argument is supported by a notable increase in household personal debt over
the period 2002-2008, even for middle income households.*

The comparative findings are presented below:

Education Level 2002 Education Level 2008
. 8.2%
Not specified - -
(6)
Some secondary 15.4%
9 school (69)
Year 10 or earlier 35.6%
(26) School certificat 7.4%
chool certificate (33)
34.2% Higher school 19.2%
Y 11/12 .
ear 11/ (25) certificate (86)
Trade 17.8% 23.9%
certificate/TAFE (13) TAFE (207)
University 4.1% University 24.3%
Degree (3) (Undergraduate) (109)
0
Other college 32135?
University 6.5%
(Postgraduate) (29)
Total 100% 100%
(73) (448)

30 australian Bureau of Statistics, 4102.0 - Australian Social Trends March 2009.
http://www.abs.gov.au/AUSSTATS/abs@.nsf/Lookup/4102.0Main+Features60March%202009
(28/6/2010)
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2.2.3 Country of origin

Neither the 2002 nor the 2008 surveys revealed any particular concentration
of high-cost short term loan consumers along national lines.

In 2002, 71% of respondents were Australian born.** This had increased
slightly to 75.4% by 2008. In 2002, New Zealand born borrowers accounted
for 7% of respondents.® This had dropped to 2.5% by 2008. Of the other
nationalities represented, only UK-born borrowers accounted for more than
2% of respondents, registering 5.1% in the 2008 survey. This was slightly
more than the 2002 result, where 4% of respondents were UK-born.*®

Unfortunately, the data does not provide for a more sophisticated reading. It
may be possible high-cost short term lending is more common amongst
certain ethnic groups which may nonetheless be Australian born - and such an
outcome would be consistent with the industry in the United States, where
high-cost short term loan consumption is known to be more concentrated
amongst some US born ethnic minorities. This in turn is linked to lower income
levels in those communities, facilitating the conditions which lead to
borrowing.*

Further, it should be noted that the use of an online survey to gather borrower
statistics may well have skewed the ethnic make-up of respondents and that
borrowers from non-English speaking backgrounds may be under-
represented. This is an area requiring further research.

2.2.4 Summary — Demographics 2002-2008

By some measures, the high-cost short term loan consumer base does not
appear to have altered greatly in the period since 2002.

The major consumer base for high-cost short term lending consists of low
income earners, in the 18 to 35 year-old age bracket. Certainly, consumers
above their mid-40s are in the minority of borrowers, the proportion of which
has varied only slightly over a six year period (17% to 20%).

31 wilson, Payday Lending in Victoria, p. 62.

%2 Wwilson, Payday Lending in Victoria, p. 62.

% Wwilson, Payday Lending in Victoria, p. 62.

3 Steven M. Graves, Landscapes of Predation, Landscapes of Neglect: A Location analysis of
payday lenders and banks, The Professional Geographer, 55(3) 2003.
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The proportion of borrowers with dependent children has been even more
consistent and has hovered at around 44%. As expected (given the young age
of borrowers), the age profile for dependent children is also quite young, with
only a quarter or so registering as fourteen years or older.

These factors are significant and usefully highlight ongoing fundamentals of
the high-cost short term loan consumer base. On that basis, these factors
alone are sufficient to draw a picture of the high-cost short term lending
market, albeit a limited one.

Beyond these factors, however, the picture becomes more complex.

In the period from 2002 to 2008, significant demographic shifts may have
occurred within the high-cost short term loan consumer base and these shifts
call for further examination. The factors are:

e A previously narrow gender gap increased and women now form a
clear majority of high-cost short term loan consumers (55%). Female
sole parents remain a significant minority within that group and
represent almost 9% of borrowers overall — a disproportionately high
representation.

e Far more borrowers now report they are in a couple. Those reporting
as either married or in a de facto relationship rose, from just over a
guarter in 2002 to almost half of all borrowers by 2008 (although it
should be taken into account that the 2002 study had a separate
category for separated and divorced, not included in the 2008 survey).

e There was a sharp increase in the education level of borrowers, most
notably amongst those who hold a university degree. This figure rose
from 4% in 2002, to almost 31% by 2008. As noted below, this may be
at least partly attributable to the differing research methods adopted by
the two studies.

e The proportion of respondents who reported an average or above
average income rose from about 3% in 2002, to a small but significant
14.5% by 2008. Although it is clear low income earners remain the
core consumer base for high-cost short term lenders (with nearly a
quarter of all 2008 respondents earning less than $20,000, nearly three
guarters of respondents earning below average income and another
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13% preferring not to say what they earned) the 2008 results show
high-cost short term lending is being used by consumers who would
not previously be expected to borrow from fringe lenders.

In some ways, the 2002 survey presents a clearer and more predictable
picture of the high-cost short term loan consumer base. The 2002 survey
indicates a borrower base that is predominantly single, separated or divorced,
on a low income and with a low level of education.

By contrast, the 2008 survey shows a significant increase in the proportion of
borrowers who are in couples. There is also a sharp rise in the proportion of
borrowers with a tertiary level education. Although income levels generally
remain low, a higher percentage of borrowers now have an average or above
average income level. As discussed earlier, it should be noted these shifts
may be to do with the online nature of the survey which may have skewed the
results towards a slightly higher demographic than the 2002 street survey. On
that basis, it is fair to say the similarities between the two studies are
potentially more reliable and more telling, than the differences.

Certainly, there is no question the practice remains deeply rooted in a low-
income demographic for its core business.

In order to examine this further, it is necessary to consider the reasons
consumers give for borrowing from high-cost short term lenders.

2.3 Why do consumers use high-cost short term lending?

2.3.1 Survey results - Primary Reason(s) for Borrowing

The 2002 and 2008 surveys are consistent in that they show consumers
primarily use high-cost short term loans in order to meet basic needs.

The 2002 survey found 32% of respondents obtained high-cost short term
loans to pay bills and 26% obtained the loans to cover essential living
expenses. The next most common purpose was to pay for car repairs or
registration (10%), followed by rent (7%).*

% wilson, Payday Lending in Victoria, p. 66 -67.
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Overall, the 2002 report stated 79% of high-cost short term loans were used
“...to maintain existing living standards and compensate for sho