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Introduction

In these difficult economic times, many consumers are 
living paycheck to paycheck or struggling to cope with 
the loss of a job. Regular and unforeseen expenses can 
quickly pile up, creating immediate liquidity shortages, 
particularly among low- and moderate-income (LMI) 
households. Unfortunately, far too many individuals are 
turning to high-cost payday loans to meet their short-term 
cash needs. 

Payday loans are transactions in which a borrower 
provides a lender with a post-dated check and receives 
immediate cash. The borrower’s check includes not only 
the principal, but also any interest and fees charged by 
the lender. The lender then cashes the check on the bor-
rower’s next payday. 

Payday loans, sometimes called deferred deposit trans-
actions or cash advances, comprise one corner of a larger 
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universe of “alternative financial services,” which also 
include check cashing services, pawn brokers, and rent-
to-own stores.2 Payday loans are typically small—between 
$100 and $300—and California state law caps the amount 
at $300.3 The fees for payday loans tend to be extremely 
high: up to $17.50 for every $100 borrowed.4 While $17.50 
may not seem like much, on these small loans, it translates 
into a staggering 429 percent average annual percentage 
rate (APR), according to the California Department of Cor-
porations.5 All of this means that LMI households pay very 
large fees—well beyond those of the average credit card—
in order to meet their short-term cash needs.6

This article will examine the current state of the payday 
lending industry in California and its impact on LMI com-
munities. In addition, we’ll explore how policy efforts and 
access to mainstream banking can limit the negative influ-
ence of payday lenders. 
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The Predatory Nature of Payday Lending in 
California

Payday lending is widespread in California. In 2006, 
approximately 1 million Californians were issued payday 
loans (at an average of 10 loans per borrower).7 The De-
partment of Corporations estimated that there were ap-
proximately 2,500 payday lending stores by the end of 
2006.8 Consumer advocates acknowledge that payday 
loans offer certain advantages; they are easy to obtain and 
can help some borrowers avoid the damage to their credit 
scores that, say, a delinquent payment to a credit card 
company can cause.9 However, payday loans, as they are 
currently structured and permitted in California, too often 
create difficulties for families and certain fragile commu-
nities in ways that outweigh their benefits.

First, payday loans are exceedingly expensive. Accord-
ing to a 2008 issue brief by the Center for Responsible 
Lending, the typical payday loan borrower ultimately has 
to pay $800 for a $300 loan.10 It is estimated that payday 
lending costs Californians over $450 million annually in 
finance charges.11 

Moreover, payday loans encourage those who are 
already struggling to make ends meet to further com-
promise their financial health. As the California Budget 
Project has stated, “Payday loans encourage chronic 
borrowing.”12 Payday loans carry a very short repayment 
term, usually only until the next payday—or about two 

weeks—at which point the full amount of the loan and 
the finance charge must be paid at once.13 Since most bor-
rowers take out payday loans to cover a chronic shortage 
of income over expenses, rather than to cover emergency 
cash needs,14 many borrowers experience another short-
fall after their first loan. That shortfall is compounded by 
the finance charge. 

Researchers have recently shown that payday borrow-
ers are twice as likely to file for bankruptcy in the first two 
years after getting a payday loan, in comparison to would-
be borrowers whose loan applications are rejected.15 
These findings are consistent with the interpretation that 
payday loans might be sufficient to tip a population that 
is already severely financially stressed into bankruptcy.16 
Other researchers have found that the use of payday loans 
increases the incidence of involuntary closure of bank ac-
counts.17 Still others have determined that consumers who 
use payday loans encounter more financial hardship and 
have trouble paying other bills, getting health care, and 
staying in their home or apartment.18

While these negative consequences are harmful to all 
sectors of society, they are even more troubling because 
they disproportionately affect already vulnerable and dis-
advantaged families and communities. In a report issued 
in March 2009, the Center for American Progress found 
that payday borrowers tend to be low-income.19 Analyz-
ing data from the Federal Reserve Board, the report finds 
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Figure 1 Concentration of Payday lenders in San Jose, Assembly District 24



that payday borrowers tend to have less income, lower 
wealth, fewer assets, and less debt than families who have 
not taken out payday loans.20 

The California Budget Project recently produced maps 
of payday lender locations for each of California’s leg-
islative districts (See Figures 1 and 2). The maps present 
a vivid portrait of California’s two-tier finance system 
by clearly demonstrating that payday lenders tend to be 
concentrated in low-income communities. In addition 
to income, studies have shown that race plays a strong 
role in the location of payday lending outlets. A 2009 
analysis by the Center for Responsible Lending finds that 
California’s payday lenders are overwhelmingly located in 
African American and Latino neighborhoods, even after 
controlling for factors such as household income.21 Their 
analysis shows that the racial and ethnic composition of 
a particular neighborhood is actually the primary predic-
tor of payday lending locations.22 Unsurprisingly, then, 
African Americans and Latinos make up a disproportion-
ate share of payday loan borrowers in California.23 

Policy Efforts to Reform Payday Lending

A number of state and local governments have in-
troduced policies to limit the negative effects of payday 
lending. As of March 2009, fifteen states and the District 
of Columbia required payday lenders to comply with an 
annual percentage rate (APR) cap of 36 percent.24 Arizona 

will become the sixteenth state to impose a 36 percent 
rate cap when a provision that currently exempts payday 
lenders from the cap expires in July 2010. In comparison, 
California law allows a 460 percent APR on two week 
payday loans.25 

 Research has suggested that capping the interest 
rate at 36 percent for small loans is the most effective 
means by which states can protect consumers from usuri-
ous payday loans.26 In contrast, in states that attempted 
reforms but did not impose a cap, 90 percent of payday 
loans still went to consumers who were taking out five or 
more loans per year.27 In addition to the rate cap, states 
may consider other effective measures, such as:

 Caps on the number of loans a borrower can receive 
annually to ensure that payday loans are only used 
occasionally in the short-term;

 Bans on the practice of holding a check or bank 
access as collateral or security for a loan to prevent 
the payday loan from taking precedence over all 
other debts and the borrower’s ability to pay for his 
or her basic needs; 

 Increased incentives to lenders and microfinance 
programs to make small loans more accessible to 
consumers; and

 Policies to encourage savings among low- and mod-
erate-income families.28
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Figure 2 Concentration of Payday lenders in Los Angeles, Assembly District 58



Local governments also have the power to restrict 
payday lending through zoning ordinances. Local or-
dinances designed to reduce or restrict the presence of 
predatory payday lending within a city’s borders include: 

 Moratorium during Study Period. Such a temporary 
moratorium could be enacted to prevent new payday 
lenders from setting up shop while the local govern-
ment evaluates other, more permanent options.

 Permanent Moratorium. Cities may enact a perma-
nent moratorium. They can choose to grandfather 
in existing stores or make a plan for phasing those 
stores out.

 Limits on Density and/or Distance. Cities may limit 
the number of payday lending outlets in a geographic 
area based on either distance or population density.

 Special Zoning. Cities can limit payday lending 
outlets to special zoning districts or a limited number 
of existing zoning districts.

 Special Permits. Cities may require payday lenders 
to obtain conditional use permits, or other special 
permits. Cities should ensure that such permits are 
subject to public notice and comment.29

The Role of Banking Access in Limiting 
Payday Lending 

In addition to regulations and/or ordinances that di-
rectly affect payday lenders, another approach has been to 
increase the market presence and products of mainstream 
banks in low-income communities.30 Mainstream lending 
institutions can compete with payday lenders by, in addition 
to offering traditional finance products, providing products 
that better meet the needs of potential borrowers. Options 
include a range of alternative financial products that spe-
cifically target the needs of lower-income households:

 Small consumer loans (a.k.a. small dollar loans).31 
These loans are around $1,000 or less, with inter-
est rates capped at 36 percent or lower, without pre-
payment penalties. Some of these loan products also 
have an automatic savings component, limited main-
tenance fees and an extended repayment period of 
up to 36 months.

 Credit union installment loans.32 Many credit unions 
offer unsecured installment loans with 18 percent 
APR or less. These loans are generally structured so 
that the principal and interest are repaid in equal in-
stallments at fixed intervals (usually once a month).

 Low-cost check-cashing (a.k.a. “ethical” check-
cashing).33 Some financial institutions provide low-
cost check cashing fees, even if the customer does 
not have an account at that bank.

 No-minimum-balance debit accounts that do not 
allow overdrafts.34

Another critical piece is helping lower-income house-
holds build their credit and providing them with tools that 
can help them navigate the mainstream financial system. 
Some of the innovative approaches being tried include:

 Lending circles.35 These lending arrangements solve 
the problem of unmet banking needs in low-income 
communities through the informal economy. Partici-
pants contribute a certain amount of money to the 
“pool” and then each contributor can borrow from 
it when necessary; over time, each person repays the 
amount that they borrowed.

 Alternative credit reporting.36 Community organiza-
tions have developed ways to incorporate non-tra-
ditional credit references and scoring for borrowers 
with little or no credit history into credit reports in 
order to enable creditors to more accurately assess a 
person’s credit history.

 “Starter” Bank Accounts. These accounts, often pro-
vided through mainstream banks, are designed to help 
account-holders build personal savings and establish 
a credit history in order to be prepared to access more 
affordable credit sources later.37

 Pre-paid debit cards. With these cards, the cardhold-
er determines the quantity of money to add or reload 
onto the card, which can be equipped with direct 
deposit, automatic bill pay and automatic savings 
features, in order to enable the cardholder to easily 
manage his or her finances. These types of cards have 
very few restrictions.38

Researchers have noted the importance of assuring that 
efforts to bring LMI communities into the mainstream fi-
nancial system, such as starter bank accounts, are coupled 
with efforts to limit potential risks for consumers.39 For in-
stance, individuals that open their first checking account 
would now be eligible to take out a payday loan. It is es-
sential to combine efforts to bank the unbanked with solid 
financial education and training.

Both mainstream banks and community groups have 
already begun to implement some of these strategies. 
“Bank on San Francisco,” as well as the related “Bank on” 
programs that have been introduced across the country, 
have pooled the efforts of local government agencies, 
key non-profits, banks and credit unions to connect new, 
lower-income customers with banks and mainstream fi-
nancial products. 

Local community groups have also sought creative 
ways to build credit in low-income and minority neigh-
borhoods. For example, the Mission Asset Fund, located 
in San Francisco, connects low-income neighborhood 
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residents with alternative financial products and provides 
financial education in order to help build wealth and 
personal assets. Currently, Mission Asset Fund is partner-
ing with One California Bank to formalize the “lending 
circle” model in order to allow participants to establish 
and develop their credit history.

Conclusion

Payday lenders have capitalized on low-income com-
munities’ demand for small-dollar credit products. Recent 
years have seen a marked increase in the amount of infor-
mation available about payday lending patterns, as well 
as the ways in which the payday lending industry strips 
wealth from families and communities by creating a cycle 
of escalating debt. 

Although information about the effectiveness of various 
strategies to combat predatory payday lending practices is 

In December 2009, San Francisco Mayor Gavin Newsom and Treasurer José Cisneros launched Payday 
Plus SF, an alternative payday loan product offered by five San Francisco credit unions that will provide 
responsible small dollar loans of up to $500, with low interest rates, financial counseling, and an extended 
repayment term. The program is designed to help San Franciscans avoid high-interest rate payday loans 
that often trap borrowers in a cycle of debt.

Some of the key elements of the payday loans offered through Payday Plus SF include:

•	 A non-predatory rate: A short-term loan of up to $500 with a maximum APR of 18%.

•	 Building credit: Borrowers will be able to build credit as the loan is repaid over a period of 
up to 12 months.

•	 Reducing debt: The product helps borrowers escape the debt trap by paying off payday 
loans and consolidating other debts.

•	 Access to healthy financial partners: Credit unions are non-profits with a wide array of 
healthy financial products and a commitment to working closely with their members.

•	 Responsibility: The program limits borrowers to 3 loans per year and the loan must be paid 
in full before another advance. The program will also include financial education.

For more information on Payday Plus SF, 
please contact Marco Chavarin at marco.chavarin@sfgov.org
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less plentiful, a multi-faceted approach seems warranted. 
Policy efforts should continue at the federal, state, and 
local level to impose rate caps or other controls to protect 
consumers. However, given the challenges of strong and 
well-funded industry opposition, these policies should be 
complimented by on-the-ground efforts to create more 
affordable credit products that meet the same needs that 
payday loans address to some degree. Since the need for 
readily available small dollar loans is not likely to abate, cre-
ating and sustaining non-predatory alternatives to payday 
lending—whether from mainstream banks and community 
development financial institutions or from less “traditional” 
sources like lending circles—is imperative. Further, educa-
tion and organizing efforts can help empower members of 
low-income and minority communities to make informed 
financial decisions, to build wealth in their neighborhoods, 
and to participate in policymaking.  
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