
Introduction
Well over 400 years ago, Shakespeare wrote Hamlet. From this play, a 
famous line emerged: “Neither a borrower nor a lender be.” But moving 
into today’s world, it’s common practice for consumers to borrow and for 
lenders to lend. Estimates show as many as 80 percent of American con-
sumers owe an outstanding balance on some type of debt.1 This may be 
for conventional long-term loans, such as home mortgages, vehicle loans, 
or student loans, or for revolving credit, such as credit cards. It could even 
be for payday loans. 

Payday loans are marketed as a convenient, short-term solution when a 
borrower needs cash in a hurry. Storefront payday loan businesses began 
to spring up across the country in the 1980s and quickly became common-
place.2 In 2017, there were 14,348 payday loan storefronts3 in the United 
States. By comparison, this was about the same number of Starbucks loca-
tions4 and slightly more than the 14,027 McDonald’s locations in that same 
year.5 The 1990s brought expansion to the industry when the internet 
added the convenience of online payday lending. 

What Are Payday Loans?
Payday loans are a type of alternative financial service that provide fast 
cash to cover emergency situations or help pay a borrower’s expenses 
from one paycheck to the next. These unsecured loans have a short 
repayment period and are appropriately called “payday loans” because 
the duration of a loan usually matches the borrower’s payday schedule. 
A balloon payment—full amount of the loan plus fees—is generally due 
on the borrower’s next payday after the loan is made. 

The loans are generally for $500 or less and come due within two to four 
weeks after receiving the loan.6 Loan lengths vary based on the borrower’s 
pay schedule or how often income is received—so the length could be 
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GLOSSARY
Alternative financial services: Financial services 

offered by providers that are not banks.

Annual percentage rate (APR): The percentage 
cost of credit on an annual basis and the total 
cost of credit to the consumer.

Bounced check: A check that is written from a 
checking account, submitted for payment, 
and returned because the account does not 
have enough funds to cover the amount of 
the check.

Collateral: Property required by a lender and 
offered by a borrower as a guarantee of pay-
ment on a loan. 

Cooling-off period: An interval of time during 
which no action of a specific type can be taken.

Credit score: A number based on information in 
a credit report, which indicates a person’s 
credit risk.

Interest: The price of using someone else’s 
money. 

Interest rate: The percentage of the amount of 
a loan that is charged for a loan. Also, the 
percentage paid on a savings account.

Overdraft: The result of an account holder autho-
rizing a withdrawal through a check, ATM 
withdrawal, debit card purchase, or electronic 
payment when the account does not have 
enough money to cover the transaction.

Revolving credit: A line of available credit that 
is usually designed to be used repeatedly, 
with a preapproved credit limit. The amount 
of available credit decreases and increases as 
funds are borrowed and then repaid with 
interest.

Unsecured loan: A loan not backed with  
collateral.

Usury law: Consumer protection law that regu-
lates the amount of interest charged on a 
loan by setting caps on the maximum amount 
of interest that can be charged.  
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“If you would know the value of money, go and try to borrow some.” 
—Benjamin Franklin



for one week, two weeks, or one month. Consumers paid 
more frequently within a month could potentially take 
out many more loans over a given time period than 
those paid monthly.

Online payday loans have the same basic structure as 
storefront loans, with the exception that all communica-
tion is conducted online. This includes the loan applica-
tion, the authorization for a lender to electronically make 
a withdrawal from the borrower’s checking account, 
and the direct deposit of the money borrowed into a 
borrower’s checking account.7

Securing Payday Loans 
Unlike traditional loans, borrowers do not need collateral 
or a particular credit score to get a payday loan. Gener-
ally, credit reports and credit scores are not part of the 
loan process.8 To obtain a payday loan, borrowers must 
meet certain requirements.9 The borrower must have 

• a bank (or credit union) account or a prepaid card 
account;

• proof or verification of income from a job or some 
source;

• valid identification; and

• proof of age—must be at least 18 years old.

Payment Plan Options
Generally, there are options for re-payment of payday 
loans. One option requires borrowers to provide a post-
dated check. In this case, a check is written for the full 
amount borrowed plus fees and interest for the loan. 
The payday lender agrees to hold the check until the loan 
is due—the borrower’s next payday. If the borrower does 
not return to the storefront to make other arrangements 
to pay or renew the loan, the lender can cash the check. 
If the borrower’s checking account does not have enough 
funds to cover the check, the bounced check can trigger 
a fee as a result of the overdraft to the borrower’s 
account and the loan will remain unpaid. The default 
can lead to the lender placing the debt in collection and 
suing the borrower. 

Another payment option requires the borrower to autho-
rize the lender to access his or her bank or credit union 
account electronically. The amount of the loan is depos-
ited directly into the account, and the borrower gives the 

lender the right to electronically deduct the full amount 
from the account on the due date.10 If the borrower makes 
arrangements to renew the loan, only the additional fees 
are withdrawn. This option allows the lender to be paid 
ahead of the borrower’s other bills and expenses. In some 
instances, payday lenders can offer longer-term payday 
installment loans and request authorization to electron-
ically withdraw multiple payments from a borrower’s 
bank account, typically due on each pay date.11 

Using a prepaid debit card can also be an option for 
securing a payday loan. Reloadable prepaid cards address 
the financial needs of some consumers, and usage is more 
common among unbanked households, especially in 
lower-income households, less-educated households, 
younger households, and some minority households 
(Figure).12 Unbanked borrowers, as the word implies, do 
not have a traditional bank or credit union account at all. 
Under banked consumers have a bank account but also 
use alternative financial services, such as payday loans. 
When using a prepaid debit card, the amount of the loan 
is deposited directly on the card and the borrower gives 
the lender the right to electronically deduct the full 
amount from their prepaid card when the payment is due. 

Calculating the Cost
The cost of a payday loan is problematic. Collectively, 
borrowers spend as much as $9 billion each year on 
payday loan fees. On average, the fee for a payday loan 
is $55 for a two-week loan, and the typical $375 loan will 
incur $520 in fees because of repeat borrowing.13 But 
the federal Truth in Lending Act arms borrowers with 
valuable knowledge and facts about the cost of borrow-
ing. The law requires the lender to disclose the cost of a 
payday loan before a borrower enters into a loan agree-
ment. The fee-based structure of payday lending is quite 
different from a traditional loan, and, comparatively, 
payday loans cost far more than traditional loans. Lenders 
must disclose the cost both in terms of the finance charge 
(fee) and also as an annual percentage rate (APR).14 
From this information, consumers can compare the 
cost of a payday loan with other types of borrowing. To 
calculate the APR, the interest and fees for the amount 
borrowed are compared with what the amount would 
be for a one-year period (see “Calculating the APR of a 
Payday Loan”).
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Who Uses Payday Loans
As many as 12 million Americans use payday loans each 
year.15 Payday loans are marketed as helpful for unex-
pected or emergency expenses. However, 7 of 10 bor-
rowers use the loans for basic expenses such as rent and 
utilities. This comes as no surprise since as many as 58 
percent of borrowers have difficulty meeting basic 
monthly expenses.16

Payday lenders choose to locate their storefronts in areas 
where they market to specific segments of the popula-
tion. For example, payday storefronts are more likely to 
be concentrated in locations with higher-than-average 
poverty rates, lower income levels, more single parents, 
and with some minority groups. Also, on average, payday 
loan borrowers have low education levels.17 

Payday loans fulfill a need for many people, especially 
consumers who don’t have access to traditional loans or 
who have no or low credit scores.18 In 2017, estimates 
show that among U.S. households, 6.5 percent (8.4 million) 
were unbanked; and 18.7 percent (24.2 million) were 
underbanked—that is, they had a bank account but used 
alternative financial services, such as payday loans.19 
With bad credit (no or low credit scores), these consumers 
are often unable to get traditional loans, so they turn to 
alternative lenders. 

State Regulation 
Historically, payday lending has been regulated by indi-
vidual state law; each state has its own specific regula-
tions. It gets complicated trying to understand payday 
lending with so many differences. Seventeen states and 
the District of Columbia either prohibit payday lending 

entirely or have set interest rate caps that force lenders 
out of business because of unprofitability.20 The remain-
ing 33 states permit payday lending. These states have 
either exempted payday loans from usury laws or chosen 
to not regulate the interest rates on the loans.21

Practices within states are determined by regulations 
that address concerns such as repeat borrowing, cooling- 
off (waiting) periods between loans, loan limits, loan 
lengths, renewal restrictions, and effective APR caps.22 
To add to the complexity, some states require payday 
loans to have installment payments rather than the 
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Percentage of All Households Using Prepaid Cards in 2017 by Banking Status

SOURCE: Federal Deposit Insurance Corporation. “FDIC National Survey of Unbanked and Underbanked Households.” 
October 2018; https://www.fdic.gov/householdsurvey/2017/2017execsumm.pdf.
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Calculating the APR of a Payday Loan

1. Add all fees and interest charges to calculate total fees.

2. Divide the total fees by the amount financed (borrowed).

3. Multiply the answer by the number of days in a year—365.

4. Divide the answer by the term of the loan expressed in days.

5. Move the decimal point two places to the right and add a 
percent sign.

Example: If a borrower takes out a two-week payday loan in the 
amount of $300 and the lender charges a $45 fee, the APR will be 
figured as follows:

 $45 / $300 = 0.15

 0.15 x 365 = 54.75

 54.75 / 14 days = 3.91

Move decimal two places to right and add percent sign:  
391% APR on this loan.

SOURCE: Federal Reserve Bank of St. Louis. “It’s Your Paycheck! Lesson 8: 
So How Much Are You Really Paying for That Loan?”  
https://www.stlouisfed.org/~/media/education/curriculum/pdf/its-your-
paycheck-lesson-8.pdf?la=en.

https://www.stlouisfed.org/~/media/education/curriculum/pdf/its-your-paycheck-lesson-8.pdf?la=en
https://www.stlouisfed.org/~/media/education/curriculum/pdf/its-your-paycheck-lesson-8.pdf?la=en


traditional single balloon payment.23 The many combi-
nations of regulations within individual states mean 
payday loans are structured and priced very differently. 
Among states that permit payday lending, there is a wide 
variation in the cost of borrowing. Within a given state, 
lenders charge similar fees that are set at or near the 
maximum allowed by law (see “Sample of U.S. Payday 
Loan Interest Rates Calculated for a Typical Payday Loan”). 

Federal Regulation
Payday loans are commonly used by consumers in the 
military. For example, in 2017, about 44 percent of service 
members received a payday loan. This compares with 
only 7 percent of all consumers using these loans. To 
protect active duty service members from high interest 
rates and fees, the Military Lending Act was enacted in 
2006 and expanded in 2015. This federal law prohibits 
payday lenders from charging active duty military mem-
bers more than 36 percent interest on many loan prod-
ucts, including payday loans.24 

In 2011, the Consumer Financial Protection Bureau 
(CFPB) was established under the Wall Street Reform 
Act (also called the Dodd-Frank Act).25 The CFPB was 
established to improve the enforcement of federal con-
sumer financial laws while expanding consumer protec-

tive regulation, including those for payday loans.26 The 
CFPB is charged with developing and recommending 
new federal regulations. It continues to examine evidence 
and evaluate payday lending practices. This includes 
actively seeking public comments as concerns come 
into focus. Consid erations include consumer access to 
credit and consumer protections from harm associated 
with lenders’ payment practices. In February 2019, 
Kathy Kraninger, Director of the CFPB stated, “…I look 
forward to working with fellow state and federal regula-
tors to enforce the law against bad actors and encourage 
robust market competition to improve access, quality, 
and cost of credit for consumers.”27

Conclusion
Payday loans provide fast cash—immediately or at least 
within 24 hours from requesting the loan. They are con-
venient, and for some consumers they’re the only avail-
able loan source. Their widespread use indicates that 
many consumers rely heavily on payday loans. Looking 
into payday lending—the structure, the high fees, the 
high rates of renewal and loan sequences, the cycle of 
debt—provides reason for concern. Consequently, many 
states prohibit payday loans, while others heavily regu-
late them. As with all forms of credit, borrowers need to 
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Sample of U.S. Payday Loan Interest Rates 
Calculated for a Typical Payday Loan

State APR

California 460%

Florida 304%

Kansas 391%

Kentucky 469%

Mississippi 521%

Missouri 462%

Nevada 652%

New Mexico 175%

Tennessee 460%

Texas 661%

SOURCE: Center for Responsible Lending. “Map of 
U.S. Payday Interest Rates.” February 14, 2019; 
https://www.responsiblelending.org/research-pub-
lication/map-us-payday-interest-rates.

Fast Facts

• An average loan requires a total payment of $430 on the next 
payday. Most borrowers are not able to make this payment 
and must renew or re-borrow the loan. 

• Three-fourths of all payday loans are taken out by borrowers 
who have taken out 11 or more loans in a year. 

• About 80 percent of all payday loans are taken out within 
two weeks of repayment of a previous payday loan.1

• Eighty percent of payday loans get rolled over and 20 percent 
end up in default.

• The average interest rate on the average payday loan is 391 
percent if it is paid after two weeks.2

1 Pew Charitable Trusts. “Payday Loan Facts and the CFPB’s Impact: FACT 
SHEET.” January 14, 2016;  
https://www.pewtrusts.org/en/research-and-analysis/fact-
sheets/2016/01/payday-loan-facts-and-the-cfpbs-impact.

2 InCharge Debt Solutions. “How Do Payday Loans Work?” 2019;  
https://www.incharge.org/debt-relief/how-payday-loans-work/.

https://www.responsiblelending.org/research-publication/map-us-payday-interest-rates
https://www.responsiblelending.org/research-publication/map-us-payday-interest-rates
https://www.pewtrusts.org/en/research-and-analysis/fact-sheets/2016/01/payday-loan-facts-and-the-cfpbs-impact
https://www.pewtrusts.org/en/research-and-analysis/fact-sheets/2016/01/payday-loan-facts-and-the-cfpbs-impact
https://www.incharge.org/debt-relief/how-payday-loans-work/
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be aware of what they are getting into when they take 
out a payday loan and avoid taking on debt they can-
not afford. Borrowing is costly without the power of 
knowledge. n
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After reading the article, answer the following questions:

1. In the United States, the authority to cap the interest rates for payday loans  

 a. is part of the Truth in Lending Act.

 b. has been given to the federal government.

 c. is given to individual states. 

 d. was assigned to the CFPB in 2011. 

2. The Consumer Financial Protection Bureau was created to

 a. establish laws that make the definition of payday lending the same in all states. 

 b. determine the required collateral and credit score needed for approval of a payday loan.

 c. give protection for active duty service members by capping interest rates. 

 d. improve the enforcement of federal consumer financial laws while expanding consumer protective regulation.

3. The Truth in Lending Act 

 a. provides borrowers with information on how to fill out an online application for a payday loan.

 b. requires lenders to disclose the terms of a payday loan before consumers enter into the loan agreement.  

 c. gives payday lenders protection from excessive risk when giving consumers a payday loan.

 d. requires borrowers to report accurate information regarding their income when applying for a payday loan.

4. Scott is a 15-year-old student who works at a part-time job and gets paid every two weeks. His paycheck goes  
 directly to his prepaid debit card. Due to some unexpected expenses, Scott is applying for a payday loan. After  
 visiting the storefront payday lender, Scott was denied the loan because he

 a. did not have a full-time job. 

 b. could not furnish a copy of his last tax return.

 c. was not old enough to qualify.

 d. needed to set up a checking account. 

5. Payday loans have ____________ repayment terms and ____________ APRs than traditional loans and other  
 mainstream forms of credit such as credit cards. 

 a. shorter; higher

 b. longer; lower

 c. similar; lower

 d. longer; higher
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6. In 2017, the number of payday lenders in the United States was ____________________ the number of   
 McDonald’s locations and ____________________ the number of Starbucks locations.

 a. slightly less than; about the same as

 b. greater than; about the same as

 c. less than; greater than

 d. greater than; greater than

7. A payday loan is called a “payday” loan because it

 a. always comes due at the end of a month.

 b. always comes due two weeks after the loan is made.

 c. comes due on the borrower’s next payday.

 d. is “payday” for the lender.

8. A payday loan is an ____________ loan that is not permitted (or not profitable due to interest rate caps) in  
 ____________ states and Washington, DC.  

 a. unsecured; 17

 b. unsecured; 33

 c. interest-free; all 

 d. installment; 17

9. In the United States, prepaid debit cards are used more by ____________ households than by ____________  
 households.

 a. underbanked; unbanked

 b. unbanked; fully banked

 c. fully banked; unbanked

 d. fully banked; underbanked

10. If a borrower takes out a two-week payday loan in the amount of $300 and the lender charges a $45 fee,  
 the APR will be ____________ if the full amount is paid when it is due.

 a. 45%

 b. 450%

 c. 39%

 d. 391%


